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FOREWORD

Microbanking has become a central goal in the development strategy of many economies around
the globe, by ensuring access to financial services for poor and low-income households and
micro-enterprises. In the APEC region, microbanking intermediaries have expanded their
outreach during the last decade, setting in motion a process of change from an activity that was
entirely subsidy dependent to one that can be a viable business and which has come to the
forefront of development discussions concerning poverty reduction.

In response to this, APEC’s Economic Committee included a policy paper led by Mexico on
“Microbanking Development, Regulation and Supervision in the Asia Pacific Region” as the
structural chapter of the 2002 APEC Economic Outlook.

The 2002 APEC Economic Outlook Symposium held in Mexico City, Mexico on 25-26 July
2002, was conducted under the auspices of the APEC Economic Committee. The event was
hosted by the Mexican Government through its Ministry of Finance and Public Credit and
brought together the expertise of the World Bank, the Inter-American Development Bank and the
Asian Development Bank. In all, 260 participants attended the event, including 80 delegates from
16 of APEC’s member economies. Expert speakers form a number of institutions were invited,
including the Bank Rakyat, BlueOrchard Finance, Desjardins and USAID; government officials
from Australia; Canada; the People’s Republic of China; the Philippines; Chinese Taipei; Chile;
Malaysia; Indonesia; New Zealand; Thailand; Papua New Guinea; Korea; Peru; Japan; the United
States; and Mexico; academics from the Universities of Querétaro, Colima and Udine; and private
sector experts from Standard and Poors, the Ford Foundation, Price Waterhouse & Coopers, and
Deutsche Bank.

During the two day symposium, there was a wide-ranging discussion on the subject of sustainable
microbanking intermediaries and the various strategies to foster diverse and high quality
microbanking services. The presentations covered both conceptual and empirical grounds, and
were all extremely insightful. The symposium explored the need to focus on developing financial
infrastructure, building viable institutions, and creating a policy environment conducive to
microbanking. Based on the experiences reviewed in the study, it concluded that the APEC region
is at the forefront of the microbanking industry. The inputs for this structural chapter on
microbanking of the 2002 Outlook report were partly collected and revised during the
symposium.

The present volume compiles the papers presented and discussed at the symposium. Publishing
the proceedings, by promoting a wider understanding of the ideas exchanged at the event, will
help as a foundation for future research on the provision of microbanking services, as well as
deepen the understanding of recent economic trends and developments in the region.

dn‘ﬁ }ﬁﬁﬁ\/

Choong Yong Ahn
Chair, APEC Economic Committee
2002



WELCOMING SPEECH
BY JONATHAN DAVIS

DISTINGUISHED MEMBERS OF THE PRAESIDIUM,
LADIES AND GENTLEMEN:

It is with great pleasure that I speak to you today as a representative of the Mexican National
Banking and Securities Commission, celebrating this meeting of the APEC Economic
Committee which will address the topic of microbanking, its operation and development in
member economies, and its regulation and supervision.

We thank the APEC Secretariat, particularly its technical committee, for the valuable support
they have given us for the celebration of this event. We would also like to thank the experts of
the Asian Development Bank (ADB), the World Bank (WB), the Inter-American Development
Bank (IADB) and the Bank of National Savings and Financial Services (BANSEFI) who are
here with us.

It is a source of great satisfaction to us that, for this event of transcendental importance for the
economies of the Pacific Basin, Mexico was chosen as this year’s host. We welcome all of you!

Analysis of the evolution that microfinance has experienced in our economies shows that, from
being an activity performed primarily by private parties, microfinance initiatives have been
gradually transforming into institutionalized financing schemes; moving from a deregulated
scenario towards a formal financial system with clear rules and appropriate supervision.

Microfinance has been successfully incorporated into different sectors of economic activity,
particularly in rural areas where micro-enterprises and micro-entrepreneurs have developed,
giving a great impulse to such regions.

Microfinance therefore constitutes a valuable economic alternative that has contributed to
combating poverty, acting as a provider of financial services to a section of the population that
traditional banking has not been able to reach. For this reason many Pacific Basin economies
have proposed the establishment of this kind of financial intermediary, with the aim of
launching diverse projects and activities that will support their social and development
programs in a relevant manner.

As regulators, we consider that to accomplish adequate incorporation of these financial
intermediaries within the formal financial system, it is imperative we recognize the differences
between them, such as their size, type of operation, degree of maturity and level of operation,
so that they will be able to be included in an appropriate regulatory scheme. This classification
will promote an increasing supply of services to channel credit adequately, to foster savings and
to develop local projects that benefit a great segment of the population. Additionally, this will
realize a fundamental objective: to protect the users of these kinds of financial services.

In Mexico, popular savings and credit as well as microbanking operations have existed for over
50 years, since the “cajista movement” was born. This in turn gave birth to the cajas populares,
organized as civil associations based on an efficient self-regulatory system.

By the end of 1991, “savings and loans societies” were created in order to operate in the
popular savings and credit market. That same year the creation of a system of rural
cooperatives known as cajas solidarias was promoted, but was not incorporated to the formal
financial system and thus was not subject to the regulation and supervision of financial
authorities.



In 1994, the new Cooperative Societies General Law included for the first time in Mexico the
concept of the savings and credit cooperative as a form of consumer cooperative. Most of the
former cajas populares were transformed into cooperatives, while the rest became savings and
loans societies. This scheme substantially modified the original organization and structure of
the operation of cooperatives in Mexico.

With the aim of adjusting and modernizing the popular savings and credit system, in June 2001
a corresponding law was enacted which only recognizes two legal forms as key parts of the
system: the savings and loans cooperatives and the popular financial societies, and the latter
will have to be constituted as marketing societies.

Simultaneously, a new law was enacted to transform the Patronato del Ahorro Nacional
created over 50 years ago to the Bank of National Savings and Financial Services (BANSEFI).
The new institution has a broader scope of action than its predecessor since it has to support the
development of the new popular savings and credit system. It does this by coordinating
assistance from the Federal Government, training and technical assistance, the development of
technological infrastructure, and other services.

The regulation and supervision of the system and its intermediaries remains in charge of the
National Banking and Securities Commission (CNBV). The CNBV will use a mechanism of
auxiliary supervision headed by the federations that will establish specially created supervision
committees. Consequently, federations will share the responsibility of preserving the financial
soundness of their affiliated entities and of supervising them, ensuring that they comply with
the relevant legal dispositions.

Besides their auxiliary supervisory duties, federations will be able to offer corporate services to
their affiliated entities, including technical, judicial and financial counseling, training,
coordination of activities, representation in international fora, organizations and others.
Federations will be grouped in confederations which will manage the Depositors Protection
Fund.

This Protection Fund will be a trust fund which will receive the quota deposits that each entity
will contribute based on its revenues. The Confederation will be responsible for constituting the
trust fund and designating the members of the technical committee. The Fund will aim at
covering the deposits for a previously established maximum amount.

Lastly, I would like to take this opportunity to express my gratitude for the support and
technical assistance provided by international organizations such as Desjardins of Quebec,
Canada, the World Council of Credit Unions (WOCCU), the German Confederation of Savings
and Credit Cooperatives (DGRV), the Foundation of Caisses Populaires of Germany, and the
Spanish Confederation of Savings Cooperatives (CECA).

To a our distinguished expositors and participants in general, I welcome you to Mexico City
wishing you the best so that this trade of experiences, knowledge and ideas be of great value

and usefulness for everyone.

Thank you very much!



WELCOMING REMARKS
BY DR MOISES SCHWARTZ ROSENTHAL

Mr Jonathan Davis, President of the National Banking and Securities Commission,
Dr Choong Young Ahn, President of the APEC Economic Committee,
Representatives from the APEC economies,

Ladies and gentlemen,

As a representative of the host economy of the Asia-Pacific Economic Cooperation Forum for
2002, and on behalf of the Mexican Ministry of Finance, it is my pleasure to give the warmest
welcome to the delegates from APEC member economies, distinguished experts from the
international development community, and representatives from the Mexican microbanking
community—what we call in Mexico the Sector de Ahorro y Crédito Popular.

I would also like to express my utmost gratitude to the APEC Secretariat for providing the
funds without which this symposium would not have been possible, to the APEC Economic
Committee for its active support to the Microbanking Initiative, and to the Mexican staff for the
outstanding organization of this event. Likewise, I want to thank all the speakers who will be
sharing their experiences and perspectives, as well as the National Banking and Securities
Commission and the Bank for National Savings and Financial Services of Mexico for their
generous support.

Over the past two decades, the Asia-Pacific region has seen an increasing interest in
consolidating solid and well-regulated domestic financial systems. However, we cannot
complete this challenge without considering the need to expand, on a sustainable basis, its
reach to the poorest and most vulnerable segments of the population.

We have defined microbanking as the provision of a wide array of financial services—
including primarily savings and loans—to the traditionally unbanked population. Microbanking
has gained increased relevance in the international arena as a tool of social development, a
means to abate poverty, and as a profitable and sustainable business in itself.

Although microbanking is particularly relevant for the less developed economies, it should be
pointed out that it has been ever-present, to a greater or lesser extent, in many industrialized
economies. Indeed, microbanking experiences in industrialized economies go back to the late
nineteenth century and their success lies in the fact that this activity has become an integral part
of their domestic financial systems. The experiences of the credit unions in Canada and the
United States are certainly prime examples of this.

The mounting importance and complexity of microbanking, coupled with the potential
occurrence of insolvency episodes among microbanking institutions, has highlighted the need
for an appropriate regulation and supervision framework, as well as for a specific strategy for
the development and strengthening of this sector.

Microbanking is of particular interest for Mexico since the development of a popular credit and
savings system has been stated in the National Program for Development Financing
(PRONAFIDE) 2002-2006, as one of the main pillars of the government’s strategy to
strengthen national savings. As it provides alternative financial means for overcoming poverty
and the lack of opportunities among the most vulnerable segments of the population, it has been
incorporated as a centerpiece of social policy.



The regulation and supervision of microbanking activities is a relatively new topic and still
open to intense debate. However, this debate revolves not on whether microbanking should or
should not be subject to regulation, but rather on the way it should be regulated and supervised.
The experiences that will be presented in this symposium will reflect a wide diversity,
depending on each particular economy’s institutional setting, and will provide valuable
lessons...

In all we can expect a rich and valuable discussion, covering a wide array of topics, ranging
from the benefits of microbanking for microenterprises and other specific segments of the
population, to more complex issues dealing with the institutional and legal setting for
effectively regulating microbanking intermediaries; the role of credit bureaus and rating
agencies, as well as the importance of new sources of funding.

Finally, I would like to inform all of you that in addition to this symposium, Mexico has
elaborated a study on the development, regulation and supervision of microbanking in the
APEC region, which will be published as the structural chapter of the APEC Economic Outlook
for 2002. 1 would like to take advantage of this opportunity to thank several APEC economies,
as well as leading experts from the Asian Development Bank, the Inter-American Development
and the World Bank, for their active participation.

We hope that this symposium, together with the published study, will succeed in calling the
attention of the APEC community as a whole, including its Economic Leaders, to the relevance
of microbanking for economic development, and ultimately for improving the living standards
of our societies.

Thank you.



OPENING ADDRESS
BY DR CHOONG YONG AHN

Mr. Davis, Mr. Rosenthal, distinguished guests, ladies and gentlemen...

It is a great pleasure and honor to be here this morning to address such esteemed participants
from the APEC economies and leading scholars from around the world. Before I start, I would
like to take this opportunity to give special thanks to Mexico for its warm hospitality and
excellent leadership in preparing this important gathering. I would also like to express my
gratitude and congratulations to the Economic Committee (EC) Symposium Organizing
Committee members for their hard work in preparing for the symposium as well as providing
the structural chapter of the 2002 APEC Economic Outlook report.

An annual publication of the Economic Committee since 1995, the preparation of the Economic
Outlook has become an important part of the EC’s work program. This report reviews recent
economic developments in the region and the economic performance and prospects of APEC
member economies. It also addresses topical structural issues that are key to understanding
these developments and trends, and provides an analytical foundation for policy-oriented work
and discussions by APEC Senior Officials as well as other APEC fora.

As most of you are aware, the EC Symposium is an annual event traditionally hosted by the
economy leading the outlook report. The symposium allows the APEC EC members as well as
leading scholars to gather in one place to share information regarding the theme at hand.

The APEC Economic Outlook Report has been prepared through the collaborative efforts of all
member economies, with one economy volunteering for the role of coordinator. However, this
year, we have two separate coordinators: the EC Chair’s Office and Mexico. The EC Chair’s
Office leads the first chapter of the report in analyzing the economic performance and prospects
of the APEC member economies, while Mexico leads the structural chapter titled,
“Microbanking Development, Regulation and Supervision.”

During the past few years, microbanking has received increasing attention, especially from
developing economies and international financial institutions. Microbanking has proven to be a
very useful tool for providing financial services to lower-income segments of the population, as
well as to micro-enterprises.

Currently, a wide array of financial products and services such as credit, savings, insurance,
and remittance services is offered by a broad range of intermediaries, including credit unions,
credit cooperatives, thrifts, savings banks, commercial and state banks, as well as non-
governmental organizations (NGOs).

It is worth noting that microbanking intermediaries are frequently not considered as
components of the formal financial system because they have a relatively limited weight in
terms of their overall mobilization of financial resources, despite the fact that they serve a
significant number of people. Nonetheless, the mounting importance and complexity of
microbanking, coupled with the potential occurrence of insolvency episodes among
microbanking institutions, has highlighted the need for an appropriate regulation and
supervision framework, as well as for a specific strategy for the development and strengthening
of this sector.

In this sense, the regulatory reform of the financial sector is essential, and it should encompass
every aspect of national financial systems, including those institutions that provide services to
the low-income population. Thus, it is essential to study these institutions, particularly their



microbanking regulation and supervision experiences, across the APEC economies before
embarking on a regional policy dialogue on the topic.

In this context, the Senior Officials’ Meeting (SOM) held at Shenzhen, China, welcomed
Mexico’s intention to continue pursuing human capital building during its chairmanship of
APEC in 2002, focusing on micro-enterprises and gender issues.

Considering these points, it is proposed that the APEC economies engage in an initiative
consisting of a comparative study of microbanking regulation and supervision in the Asia-
Pacific region, particularly those intermediaries that provide savings services, aimed at the
following objectives:

a) Reviewing recent experiences of APEC member economies regarding the regulation
and supervision of these financial activities, considering specifically how it has
contributed to the development and strengthening of more sophisticated intermediaries.

b) Analyzing complementary promotion policies and specific institutions or mechanisms
devoted to supporting microbanking activities.

c) Assessing the concrete effects of microbanking on the targeted beneficiaries, that is, the
low-income population and micro-enterprises demanding its services.

The results found in the case studies from APEC member economies will be extremely helpful
for the developing economies in APEC. The importance of sustaining economic growth and
development in the APEC region has a lot to do with how microbanking is developed,
regulated and supervised. Without a regulatory environment conducive for growth,
microbanking cannot develop fully.

The primary objective of the symposium is to obtain as many views and perspectives as
possible to include as inputs into the preparation of the 2002 Economic Outlook report. The
symposium seeks to evaluate the on-going debates of the challenges and perspectives of
microbanking. Furthermore, the results of analytical work on the key factors for development,
regulation, and supervision of microbanking will be presented.

The symposium seeks to draw wisdom from the experiences and research of advanced member
economies for many creative policy recommendations for the development of microbanking in
member economies.

It is my hope that in the next two days of meetings we will be able to not only focus on the
supply-side of microbanking, but also the demand-side. As mentioned previously, I would like
to see chapters one and two linked in such a way that we can draw policy implications for the
APEC economies. As in the past, the results of this research will be used not only by the APEC
economies, but also by Senior Officials and Finance Ministers. The EC continues its efforts to
find ways to integrate the Finance Ministers’ Process with the Senior Officials’ Meeting to
further the growth and development of the APEC member economies. I would like to
encourage continued efforts for cooperation and collaboration as well as the constant search for
new ways of working together. This report is essentially a collaborative work of the APEC
economies, the intellectual community and practitioners.

I look forward to hearing your ideas on policy implications and other issues.

Thank you.



KEYNOTE ADDRESS
BY JAVIER GAVITO MOHAR

STRATEGY TO DEVELOP THE POPULAR BANKING SECTOR IN MEXICO

Prof Ahn Choong-Young,
President of the APEC Economic Committee,
Ladies and gentlemen:

It is an honor to participate in this symposium on “Development, Regulation and Supervision of
Microbanking in the APEC Region”, and be able to share with you some aspects of the
development and institutional strengthening policies of the popular banking sector in Mexico
instrumented by President Fox’s administration.

In Mexico, popular banking has been permitted to deliver financial services for some sectors of
the population for several decades, thus proving its viability. Lack of access to traditional
banking services resulted from the reduced income of these groups or because they lived in
small and/or distant localities.

When analyzing the experiences of economies with mature popular financial systems—such as
Germany and Canada—one can observe prudential regulation similar to that applicable to
commercial banking, and the incorporation of relevant best international practices.
Consequently, it is pertinent to try to establish a link between regulation and supervision and
the development of microbanking—as the name of the symposium proposes; to study the
regulation and supervision of popular banking, or microfinance as it is commonly referred to in
the Asia-Pacific region, not only focusing on regulation and control but also considering the
sustainable development of the sector given the security offered by its regulation. Likewise, it
has been proven that governments can play a relevant role in the promotion and strengthening
of microbanking through the implementation of well-designed strategies, oriented towards
generating economies of scale and promoting the efficient operation of intermediaries.

In this sense, one of the main pillars of the financing for development policy established by the
Mexican Ministry of Finance, through Secretary Francisco Gil Diaz, consists of completing and
deepening the financial system through the incorporation of a greater number of regulated
intermediaries, in order to expand banking services to more segments of the population. This is
aimed at increasing national savings and, at the same time, offering access to the low-income
population to formal financial services in competitive conditions and with greater judicial
security, and thus extend to them the benefits resulting from economic openness and
globalization. On the other hand, policies to alleviate poverty are expected to include an
instrument that facilitates the conversion of the development of capacities in the population—
promoted by programs such as Oportunidades, Procampo and Fomento a la Vivienda—into
opportunities to generate permanent sources of income, such as owning a patrimony. This can
be achieved through financing productive projects and acquiring housing, among other
products and financial services.

Savings institutions or Cajas de Ahorro in Mexico emerged as an initiative by communities—
sometimes a church group—more than five decades ago. The first attempts to regulate them
took place at the beginning of the 1990s. However, the existence of gaps in the cooperatives
legislation was used by some people to conduct illegal operations and, although this situation
occurred only in certain institutions, it affected the image of the whole sector. In April 2001,
Congress approved the Popular Savings and Credit Law, taking the first step towards regulating
and supervising this sector. This new institutional agreement respects the form in which the



sector was organized traditionally—in federations and confederations—and takes as a reference
best international practices concerning regulation, supervision and accounting standards.

As I pointed out, the abovementioned reflects the government’s priority: the development of
popular financing schemes in a broader sense. That is, searching to consolidate the social
banking sector, which is composed of two types of institution: those in the popular banking
sector (financial entities and cooperatives) whose main characteristic is that they receive
savings, offer credit and have an expanded presence (this group of entities is the main focus of
the symposium since they are generally subject to regulation and supervision and thus are
formal or semiformal financial intermediaries); and institutions devoted to microcredit which
do not receive savings, have a targeted presence and focus their activities on offering credit to
the low-income population and those in extreme poverty.

It is estimated that approximately 600 intermediaries operate in the popular savings and credit
sector in Mexico. As a result of the creation of a new census, today we have operative, financial
and technological information of 388 of the 600 entities.

In the new institutional arrangement for the popular savings and credit sector, besides the
establishment of a new legal framework that includes regulation and supervision mechanisms—
in this case auxiliary supervision—a new bank has begun operations: The Bank of National
Savings and Financial Services (BANSEFI). It offers financial products custom-made for the
sector and promotes and facilitates the modernization of the Popular Savings and Credit
Entities (EACPs) in technology, information services and training among other areas.

Another role that BANSEFI is currently undertaking consists of supporting the cajas de
ahorro’s transition process to regulated intermediaries. The transition period to adjust to the
new legal framework, as envisaged in the Popular Savings and Credit Law, contemplates a two-
year interlude. Let us remember that that interlude began on 4 June 2001, the day the law was
published in the government’s Official Journal. After that date, the entities will have to make
the necessary adjustments to fulfill the requirements of the law and of their own prudential
regulation. This is, without a doubt, a complex transition process which is treated from different
fronts and with the support of the international community. The international community has
showed interest in the process that the Mexican popular finance sector is going through.

One of the main components of support during the transition is the “Project for Strengthening
the Savings and Credit Sector and the Creation of the Rural Microfinancial Capacity”, financed
with a credit recently approved by the World Bank and a grant by the Multilateral Investment
Fund (FOMIN), an institution of the Inter-American Development Bank. The project aims to
offer:

. Training and technical assistance to strengthen the operation of the popular savings and
credit entities.
. The construction of a technological platform for the sector in order to enhance its

effectiveness in developing, operating and distributing financial products and services
in the entities’ subsidiaries. In order to do so it is crucial to connect, in real time and
through a single system, the entities and the federations, confederations, BANSEFI,
and the financial authorities.

. A dissemination campaign that allows the population to be informed of the objectives
and benefits of the Popular Savings and Credit Law and that is able to place the
sector’s network, which I will elaborate upon later.

The part of the project that corresponds to the Program of Technical Assistance to Rural
Microfinancing (PATMIR), which is part of the Ministry of Agriculture, Farming, Rural
Development, Fishing and Food (SAGARPA), aims to offer schemes of sustainable
development through solidarity groups in regions of extreme poverty, with the objective of



supporting the growth of these organizations and thus contributing to their eventual
transformation into regulated entities.

Other schemes of support to the entities during the transition process are: the works of the
National Association of Mexican Notaries, in order to facilitate the change of judicial form;
counseling in structuring federations, with the support of the Foundation of Caisses Populaires
of Germany for International Cooperation and the Government of Germany; the works in
collaboration with the Mexican Institute of Public Accountants to conduct a fiscal analysis of
all tax obligations that the entities will have from now on; and, as I have mentioned, the
elaboration of studies of, and diagnosis of, the sector. Additionally, institutions such as the
World Council of Credit Unions (WOCCU) and the US Agency for International Development
(USAID) are offering direct support to various institutions within the sector.

We consider that it is convenient to conduct periodic assessments of the impact of microfinance
in the targeted population in order to ensure that the objectives of the strengthening and
developing strategy of the sector are being met.

It worth mentioning that in each step that has been taken there has been a broad consensus in
the sector, which has generally proved to have an interest in being regulated and accept the
support programs. Since this is a key factor for growth, the sector will be able to offer more
products and services to its clients and participate in more sophisticated markets.

Over the last two months, much work has been done regarding the pilot programs to build the
Sector’s Net, the ‘Net of the People’. This is a unique net that groups together subsidiaries of
the popular savings and credit entities and of BANSEFTI in order to distribute financial products
and services. The basis of the net is the connection between entities using a technological
platform designed and built by BANSEFTI. It is estimated that this year 445 entities’ subsidiaries
will be able to join the net, together with 590 subsidiaries of BANSEFI, a total of more than
1,000 selling establishments. It has been further estimated that this number could reach 3,000
distributing establishments over the next three years. We consider this project to be of great
importance because it will allow the connected entities to achieve economies of scale and offer
formal financial services to regions and populations where access to traditional banking
services is difficult.

Governmental support of the different social development programs can also be delivered
through the net, as can other services such as remittance transfers, at low cost for the targeted
beneficiaries. This process will incorporate more low-income Mexicans within the banking
system. In January 2002, agreements with several Ministries were formalized to distribute
many programs, first through BANSEFT and then through the unique Sector Net. Agreements
were signed with the Ministry of Health in order to deliver savings and charging services for
the popular insurance bonus; with SAGARPA to distribute the payments of PROCAMPO; with
the Ministry of Social Development to distribute the payments of Oportunidades and other
programs that are currently being developed in that Ministry; and with INFONAVIT the
agreement of savings prior to housing was renewed so that workers would have direct access to
financing once they have saved. in BANSEFI, 15 percent of the amount of credit they are
entitled to.

It is important to note that the assistance given by Oportunidades is done primarily through
women, often housewives, and that scholarships are primarily awarded to girls to counter their
high levels of school desertion, particularly in the later years of basic education.

Government assistance is paid through BANSEFI and then through the Sector Net following
the opening savings accounts. Besides making the payments transparent, this system allows the
beneficiaries to better manage their resources. However, it is worth stressing that the popular
savings and credit sector adds value to these government programs by educating the lower-



income population to better manage their savings so that they can access other financial
products and services, promoting their incorporation into the banking system.

The popular finance sector has great potential for development. Today it services more than 3.5
million people but it is estimated that the potential market might be 20 million. This potential is
reflected by the entry of new participants in this market and by the increasing number of low-
income Mexicans joining the financial system. A deep, solid and competitive financial system
will allow the most unprotected sectors to have the necessary conditions and instruments to
access better levels of welfare and will promote a more balanced regional development.

Nonetheless, it is crucial to conduct the transformation process of regulated entities and future
growth of the sector in an orderly manner. In order to do so the support of the international
community is key. It is thus very appealing to discuss these issues with such a valuable group
of public officials and experts as the one gathered here. I thank APEC and the Mexican
governmental bodies involved for their efforts in organizing this international cooperation
forum. I am certain that during the following days new ideas will emerge which will contribute
to the strengthening and institutionalizing of the transition process of the popular savings and
credit sector in Mexico.

Thank you very much.
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THE RELEVANCE OF MICROBANKING TO APEC

John D Conroy
Foundation for Development Cooperation, Australia

ABSTRACT

The 2001 Declaration of APEC Leaders reaffirmed their commitment to the Bogor goals of free
and open trade and investmert. It also canvassed issues of globalisation and shared prosperity
and the need for socia safety nets to protect the vulnerable in a globalising world economy.
The impresson of a growing APEC interest in matters of distribution and equity was
heightened by the Leaders call for APEC to build on its plan of action for SMEs and to ‘ place
specia emphasis on micro-enterprises’.

Mexico is responding by hosting two international meetings in 2002. They are a Symposium on
Microbanking, for the Economic Committee (July) and a High Level Meeting on Micro-
enterprises (August). Not al economies are equally convinced that these topics are relevant,
either to their own domestic concerns, or to their priorities for APEC. The chalengeisfor these
two meetings to demonstrate the relevance of microbanking and micro-enterprise development

for every member economy, and to show the need for a ‘whole-of-APEC' response to issues of
common concern.

This symposium defines microbanking quite broadly. It includes provision of financial services
to micro-enterprises, but aso to ‘low-income segments of the population’. This includes
individuals and households as well as enterprises. Institutions providing microbanking services
include formal and informal entities, and regulated and unregulated ones. The definition covers
the disparate circumstances of the full range of APEC economies. It provides an excellent basis
for discovering issues of common concern.

'Financid excluson' is the issue of common concern. In every APEC economy, some
proportion of enterprises, households or individuas is excluded from access to financial
services for a variety of reasons. This excluson requires a response, and the process of
overcoming financia exclusion can be given the generic label of *microbanking’. In developing
member economies, microfinance may be the form of microbanking offering most promise. In
developed member economies, the appropriate solutions may be more heterogeneous.

Based on the definition of microbanking, the household, and not the individual or the micro-
enterprise, is the most appropriate unit of analysis. Households may be both units of production
and of consumption. In the developing economies they are both of these. The household-based
micro-enterprise is the most numerous business entity and the greatest source of employment.
Microbanking in such countries can raise the productivity of households as producers as well as
increasing the welfare of households as consumers.

In the developed economies, micro-enterprise is insignificant and the household is
predominantly aunit of consumption. There are household production units in developed
economy agriculture, but these are highly capitalised enterprises, not micro-enterprises.
Financial exclusion impacts negatively on the consumption of a proportion of households, and
microbanking can improve their welfare as consumers. The paper includes a brief discussion of
financia exclusion in Austrdia, to illustrate the applicability of microbanking in one devel oped
economy.
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APEC can take up issues of microbanking within its established process of ECOTECH
(economic and technical cooperation). ECOTECH activities in the various working groups
were, from 1990, the earliest expression of Asia-Pacific economic cooperation in pursuit of
common goals. The ECOTECH process continues and has recorded some successes.

TILF negotiations (trade and investment liberalisation and facilitation) came to dominate the
APEC process after the Bogor goals were agreed in 1994. But the economic crisis from 1997
demonstrated the need for continuing attention to the foundations of development, as well as
exposing the limits of APEC’'s comparative advantage in negotiating further reductions in
border barriers to trade. This paper argues that APEC's comparative advantage lies in is
capacity for economic and technical cooperation, and that ECOTECH complements the TILF
agenda. ECOTECH has moved to the heart of APEC, and TILF is not achievable without it.

Despite successes, ECOTECH suffers from flaws. There is a proliferation of ECOTECH
projects (more than 300 of them). Many have been the ‘pet’ projects of particular member
economies with limited engagement of other economies. While the overall ECOTECH program
has been worthy, it has not achieved either visibility or impact. APEC has not succeeded in
launching any ECOTECH project of sufficient scale and scope to capture the imagination of all
Leaders and to catalyse substantia private investment.

APEC needs a ‘landmark’ ECOTECH project (or perhaps a small number of such projects) to
dramatise the rea potential of ECOTECH as a process. Microbanking could form a worthy
element in such a landmark project, since it acts to improve economic efficiency in al
economies. It also contributes to the ‘sharing of prosperity’ called for by the Leadersin
Shanghal.

Microbanking's contribution to economic efficiency derives from its capacity to promote
financial degpening, particularly in the developing APEC economies. Secondly, it promotes the
export competitiveness of developing economies by supplying low cost wage-goods and
services demanded by industrial workers, thus helping to keep labour costs low. It contributes
to the sharing of prosperity in al economies by raising the consumption levels of financialy
excluded households. In developing economies it assists poor households to meet both their
production and consumption needs. And in al economies it assists female-headed households.

The most important outcome of this symposium will be a strategy for promoting microbanking
and micro-enterprise in APEC. The simplest option (the 'default option) would be an
ECOTECH project to add to the 300 or so projects already commenced. But Mexico has higher
goals for APEC than that. A more innovative approach would be to put microbanking/MED
into a context provided by other recent ECOTECH goals announced by the Leaders. The
outcome of the recent Merida dialogue on globalisation and shared prosperity is aso helpful in
defining that context.

APEC Leaders made ther first specific and verifiadble ECOTECH commitment a Brunei in
2000. This was a pledge to secure universal Internet access across the region by 2010, at least at
the community level. At Shanghai in 2001, Leaders focused on human capacity-building, with
particular reference to the 'New Economy'. But the ECOTECH process has so far lacked

continuity. It does not yet have procedures to assure that successive APEC Chairs progress the
commitments steered through by their predecessors. Thus the Brunel IT pledge has not secured
the necessary momentum to become 'mainstreamed’ into the APEC process. Nor has the
Shanghai human capacity-building agenda, although it has demonstrated a capacity to catalyze
private sector investment.

This paper suggests that the microbanking symposium should call for an initiative at Los Cabos
later this year. This initiative would bind the Leaders commitments to IT access and human



capacity building together with a complementary program for microbanking and MED. This
would become the landmark ECOTECH activity, and could give the necessary visihility,
coherence and momentum to economic and technical cooperation within APEC. It could
catalyze private sector resources and (while not itsdf an ‘ad program) would be
complementary to bilatera and multilateral programs of development assistance, as well as
addressing issues of common concern to al the APEC member economies.
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1. I ntroduction

The 2001 Declaration of APEC Leaders reaffirmed their commitment to the Bogor goals (and
drew a ‘roadmap to Bogor’ which takes into account issues of globalisation and the ‘new
economy’) as well as committing to the opening of a new World Trade Organisation (WTO)
round in Doha. Less conventionally (at least in terms of APEC's historic preoccupations) the
Declaration includes an instruction to ministers and officias to ‘build on APEC's Integrated
Plan of Action for SMEs and place special emphasis on micro-enterprises’.

In placing issues of micro-enterprise development on the APEC agenda, the Leaders appeared
to demondtrate an interest in ‘development’ in a more multidimensiona sense than heretofore,
and a new concern for issues of distribution and equity. This impression was reinforced by their
cal for member economies to develop and strengthen ‘social safety nets to protect the
vulnerable and by the proposals to commence an APEC dialogue on ‘globalisation and shared
prosperity’ and to conduct a Ministerial Meeting on Women in 2002.

By convening this international symposium on microbanking, Mexico is extending the Leaders
concerns for micro-enterprise development and ‘ shared prosperity’ to a new field of economic
policy. Thisis concerned with a particular form of financia sector development, the creation of
‘microbanking’ ingtitutions.

A problem arising from the new focus on micro-enterprise development and microbanking is
that some economies, particularly the most developed, may question its relevance, either to
their own domestic concerns or to their priorities for APEC. To respond convincingly to any
such misgivings it will be necessay to demonstrate a significance for micro-enterprise
development and microbanking in every economy, and to show the need for a‘whole of APEC’
response to issues of common concern.

A High Level Meeting on Micro-enterprise (HLMME), to be convened in August at the
initiative of Mexico, is aso concerned with issues of financia services for micro-enterprise,
dthough it ranges across a broader landscape than this microbanking symposium. The
HLMME isto consider issues of financial services for micro-enterprise and other matters such
as capacity-building and regulatory frameworks relevant to the goal of developing a flourishing
micro-enterprise sector. By contrast, this microbanking symposium is concerned with a more
discrete issue.

We need to think about how the issues thrown up by the two meetings convened by Mexico in
2002, on microbanking and micro-enterprise respectively, relate to those of the Economic
Committee and the SME Working Group of APEC. It will be important for us to consider how
these issues might be progressed most effectively within the APEC process, rather than
dropping quietly out of sight after this year.

! During the decade or more | have been associated with the Foundation for Development Cooperation, it
has developed two primary streams of research and advocacy. The first, from 1991 to date, has been
concerned with microfinance, from a financial sector development perspective. The second has been
concerned with the economic and technical cooperation agenda of APEC. In this latter cause, the
Foundation has convened a Policy Dialogue Group of independent observers of APEC periodically since
1995. This group has been consulted by successive SOM Chairs and has contributed to defining and
advancing the ECOTECH agenda in a unique ‘second track’ process. The confluence of these two
primary interests of the Foundation in 2002 was quite unexpected, but represents a welcome opportunity
to synthesise our experiences in these hitherto unrelated fields. | am grateful to my colleagues Andrew
Elek and Paul McGuire for commenting on sections of this paper.
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2. TheM icrobanking I nitiative
The microbanking initiative with which this meeting is concerned is aimed at:

a) Reviewing recent experiences of APEC member economies regarding the regulation and
supervision of these financia activities, considering specifically how they have contributed
to the development and strengthening of more sophisticated intermediaries.

b) Analyzing complementary promotional policies and specific ingtitutions or mechanisms
devoted to support microbanking activities.

c) Assessing the concrete effects of microbanking on the targeted beneficiaries, that is, the
lov income population and micro-enterprises demanding its  services.
(www.shcp.gob.mx/ec2000)

For the purposes of this initiative, microbanking is defined as

‘an activity consisting in the provision of small-scale financial services, such as credit,
savings, insurance, and remittance services, which are targeted towards low-income
segments of the population and micro-enterprises. This activity can be undertaken by a
broad array of intermediaries, ranging from non-governmental organizations (NGOs) to
credit unions, thrifts, savings banks, commercia banks, state banks, etc’
(www.shcp.gob.mx/ec2000).

This definition is broad, encompassing financia services demanded by both micro-enterprises
and 'low -income segments of the population’. Further, financia service providers defined as
‘microbanks’ include both formal regulated financial institutions and a range of registered and
unregistered entities operated by voluntary or civil society organisations. The definition is
crafted to cover the disparate circumstances of the full range of APEC member economies,
from the most to the least developed. This is useful because it permits the issue to be
generdised, and its relevance to al economies explored.

3. Generalizing theMicrobanking Issue for All APEC Economies

If microbanking is to be seen as relevant to al economies, it is necessary to frame the
discussion in amanner capturing the diversity within APEC. One way of approaching thisisto
accept that in all APEC economies, whether ‘developed’ or ‘developing’, and whether market-
based or transitional, there are population subgroups which are not adequately served by formal
financial systems, nor by conventional financial institutions, especially the banks.” This failure
of service can be described as 'financial exclusion' and the definition of microbanking clearly
anticipates such situations. The concept of financial exclusion, observable to a greater or less
degree in al APEC economies, provides a basis for generalising the issue of microbanking.
Microbanking can be seen as a response to the common problem of financia exclusion.

Financial excluson occurs in developing member economies, where the informal or
unremunerated sector is of magor importance as a source of livelihood for the poor.

2 A classification of economies for the purpose of this paper, focusing on aspects of financial sector
development asit relates to microfinance and microbanking, is as follows:

a) Developing market economies

Brunei Darussalam, Indonesia, Malaysia, Papua New Guinea, Philippines, Thailand, Mexico, Peru,
Chile.

b) Transitional (developing) economies

People’ s Republic of China, Viet Nam, Russia.

¢) Developed market economies

Japan; Republic of Korea, Canada; Australia; New Zealand; Hong Kong, China; Chinese Taipsi,
Singapore; the United States.



Considerations such as geographic isolation, low population density and gender also play a part
in determining patterns of unequal access in economies where financial sector development is
limited. Particular sectors, notably smallholder and peasant agriculture, with their associated
post-harvest and off-farm economic activities, pose special chalenges for financia service
provison. A genera problem in the developing member economies is the inability of many
lower-income people to meet lenders’ requirements for formal physical collateral.®

Financial exclusion occurs also in developed economies, where the forces of privatisation and
rationalisation impelled by the internationalisation of finance have wrought massive structural
changes in domestic financial markets. In some cases such restructuring has led to the
withdrawa of conventional financia institutions from particular geographic areas or
demographic categories. In other cases, increasing economic and social polarisation has caused
conventional financial ingtitutions to focus their services on ‘high yield” market segments and
to neglect others. Gender is avariable influencing access in developed member economies as
well asin the less devel oped.

Thusin al APEC economies there are groups whose members, in consequence of this denia of
service, face obstacles in realising their economic and socia potential. Thisis most commonly
because their income levels and the quantum of their financial service needs are pitched
substantially lower than those of the population groups which have access to forma financia
services. This is not to say that the deprived subgroups are necessarily minorities. Indeed they
may be a mgjority by number, though certainly not by share of income, within their economies.
In the least-developed economies of APEC forma financia institutions may serve only
between 25 and 50 per cent of populations.

Microbanking is a concept obviously applicable to developing country circumstances, but less
obviously so in the depopulated farmlands of the Australian ‘outback’ or in blighted inner
urban areas of the US. And what is described as ‘micro’ in the operations of the Vietnam Bank
for the Poor differs enormously from the ‘microcredit’ operations of Women’s World Banking,
Japan, an NGO working with female micro-entrepreneurs in the latter country. But in each of
the cases mentioned, Viet Nam and Japan, outback Australia and inner city Chicago, attempts
are being made to develop alternative, non-conventional, financia service delivery mechanisms
for households without access.

In the developing member economies, ‘microfinance’ is a useful summary term to capture the
variety of financial service mechanisms being developed to meet the needs of financially
excluded households. ‘Microfinance’ (in its various manifestations) is the form of
‘microbanking’ most applicable in those economies. Annex 1 contains a brief description of the
maost common models of microfinance.

However ‘microfinance’ is an unhelpful term to apply in the circumstances of developed
economies, for a host of reasons. These include the limited success of developing economy
microfinance models when transposed to the setting of high income countries. Effective
solutions to financia exclusion in developed economies are likely to be a good deal more
heterogeneous than the various models of microfinance which prove successful in the
developing economies of APEC.

4, The Household as theBasic Unit of Analysis

The definition of microbanking we have been given includes ‘ low-income segments of the
population’ among the clients of microbanks. | suggest this should be interpreted as referring to
households. Households may serve dual roles as productive units and as units of consumption.

3 AsHernando de Soto has shown, land tenure and land titling deficiencies often prevent the poor from
collateralising assets they have accumulated.
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In developing member economies, households are the primary units of both production and
consumption. Households are the basis of the great mgjority of micro-enterprises in those
economies, and micro-enterprise itsdlf is the most common mode of productive activity. By
contrast, while in the most developed APEC economies there are some household production
units organised as micro-enterprises, micro-enterprise itself is not a significant element in their
economic systems. Hence the principal economic function of the household in the developed
economiesisasaunit of consumption.

In this paper | argue that, in the developing member economies, the household and the micro-
enterprise are one and the same and any distinction between household expenditures for
production and consumption is problematic. Microbanking services are properly directed to
satisfying both the production and consumption needs of the household. Microbanking services
can improve the productivity of household enterprises while aso increasing the welfare of
households as consumption units.

The financial service needs of poor households are simple but their satisfaction can be life
enhancing. They need access to convenient, liquid and safe deposit services which are protected
againgt inflation by positive real rates of interest. With savings in reserve, householders are able
to smooth their consumption expenditures in the face of uncertain income streams. Savings
provide a shield against catastrophic events which, by forcing the vulnerable to divest
productive assets, would otherwise tip them over the dividing line between meager sufficiency
and poverty. Microinsurance is a related financial product with potentially profound welfare
benefits. Similarly, poor households which make their living in a myriad of activities in the
informal sectors of developing member economies, many of them either landless or with
insufficient agricultura land, need access to credit to increase the productivity of their labour or
to free them from exploitative financial relationships.

By contrast, micro-enterprise in the developed member economies is of quite limited
significance; production is very largely externa to the household. In these circumstances we
should see the role of microbanking as being primarily to serve the consumption needs of
households and the communities in which they live. In these developed economies, the
relevance of microbanking to APEC's concerns is that it has the potentia to contribute to
‘shared prosperity' among households excluded from conventional financial services. And to the
extent that this ameliorates the impact of market-opening measures in devel oped economies, on
those who would otherwise bear a disproportionate share of their costs, microbanking could
increase the political feasibility of moving towards the Bogor goal of free and open trade and
investment.

5. Financial Exclusion in a Developed Economy: Australia

| want to illustrate the genera relevance of the concept of ‘financial exclusion’ by referring to
the developed APEC economy with which | am most familiar. Australian researchers have
studied the consequences for households and communities of financial exclusion, defined as
'the processes that prevent poor and disadvantaged social groups from gaining access to the
financial system’. Connolly and Hajg noted the withdrawal of commercial banking services
from particular geographic areas and socia categories, compelled by forces of rationalisation
and restructuring, discussed above in section 3.

According to the researchers, [tlhe most basic, and the most important financial service for
most Australians is the bank account. The provision of a bank account is essentia for receiving
pay and benefits and making and receiving payments. Having a bank account is no longer a
mere convenience—it is a prerequisite for engaging in the economic process.” According to

4 Connolly C & Hajaj K, Financial Services and Social Exclusion, Financial Services Consumer Policy
Centre, University of New South Wales, Sydney, 2001. http://www.fscpc.org.au
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these Australian researchers, the impacts of the withdrawa of services are suffered by
households and small business (although there is no discussion of microenterprise, per se, in
this study).

In Australia, there have been a number of responses, both governmental and community-based,
to the remova of banking services and consequent financial exclusion. They include the
establishment of ‘transaction centres for financia services in post offices, supermarkets and
other placesin communities from which the banks have departed. They include the emergence
of ‘Community Banks in a growing number of towns and suburbs, facilitated by a
‘franchising’ operation in which a particular dynamic provincia bank offers citizen groups
access to its banking license under a dtrict set of conditions as to capital commitment,
community involvement and operationa standards.

The responses aso include initiatives by the Australian credit union movement to fill financial
service gaps in some communities. The Australian credit unions are, quite apart from their
responses to these more recent changes in the Australian financia landscape, an interesting and
instructive study of aternative approaches. They have undergone progressive modernisation
and embraced technology, and reach out to new communities, including Aboriginal people and
migrants.

There is also some evidence of the reinvigoration of a nineteenth century socia ingtitution, the
‘friendly society’ as a base for providing access to financial services to the long-term
unemployed and low income families. Efforts are being made to associate friendly societies and
credit unions with RoOSCAs (rotating savings and credit associations) which operate aong
traditional lines among the recently-arrived in some migrant communities. Other initiatives are
being taken by voluntary welfare agencies to free low -income earners (the ‘working poor’)
who do not have access to bank credit from dependence on so-called ‘payday lenders who
operate at the factory gate. The other developed member economies of APEC could no doubt
provide similarly heterogeneous lists of popular initiatives to address problems of financia
excluson.

6. TheM andate for Microbanking'sIntroduction into APEC

Mexico's advocacy of microbanking as an initiative for APEC 2002 responds directly to the
Shanghai APEC Leaders Declaration of October 2001. As mentioned above, the declaration
emphasized development, distribution and equity, as well as introducing ‘globalization and
shared prosperity’ to APEC's agenda. For the Leaders to affirm the importance of these issues
was not to de-emphasise APEC's goals of free and open trade and investment, as agreed by the
Leaders at Bogor in 1994. Instead, it recognised that APEC also has the explict goal of
narrowing the disparities between member economies in levels of development. This is not
controversial; the Manila Declaration of 1996, which codified APEC's agenda for economic
and technical cooperation (ECOTECH), was quite unambiguous on the subject.

The Manila Declaration aso implied that the reduction of economic disparities within member
economies is an appropriate goal of economic and technical cooperation. It stated that
promoting ‘the full participation of al men and women in the benefits of economic growth’ isa
‘guiding principle’ of ECOTECH.

By placing micro-enterprise development on the agenda of APEC's Small and Medium
Enterprise (SME) Working Group, APEC Leaders have given prominence to an issue that
affects the lives of amgority of households in developing member economies (and at least
some households in al economies). It reflects an appropriate response to the issues of
‘globalization and shared prosperity’ cited by the Leaders in Shanghai, and certainly has the
potential to support the ‘full participation of al men and women’ called for in Manila. Mexico,
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as chair of the APEC process throughout 2002, has responded by adopting micro-enterprise
development (and, associated with this, microbanking) as amajor theme for APEC this year.”

Mexico has shown leadership in submitting an initiative on microbanking development,
regulation and supervision to the APEC Economic Committee. By proposing to devote the
‘structural’ chapter of the 2002 APEC Economic Outlook to an examination of this subject,
Mexico has placed issues of microbanking at the centre of an influential document presented
annually to the Leaders. In doing so it has accepted the challenge to demonstrate the relevance
of microbanking to the central economic agenda of APEC. Thiswill require Mexico to consider
issues of economic efficiency, in addition to the equity and distributive goals encapsulated in
the term ' shared prosperity'.

7. Economic and Technical Cooperation in APEC

APEC can take up microbanking as an issue most appropriately as a new element in the
‘economic and technical cooperation” (or ECOTECH) process. And just as some member
economies may have reservations about the relevance of microbanking to their domestic
concerns, some also may fear the neglect d APEC's supposed ‘main game', the TILF (trade
and investment liberalisation and facilitation) agenda. Any such apprehension is uncalled for.

Although TILF has dominated the APEC process for most of its short history, it is useful to be
reminded by two champions of Asia-Pacific economic cooperation that * APEC set out with the
broad aim of sustaining the momentum of successful economic growth in East Asia and the
Pacific’ .°

Consigtent with this ‘broad aim’, activities which have come to be known as ECOTECH were
commenced from the very beginning. Thus, according to the inaugura SOM Chair:

When APEC was established in 1989, the process was expected to deal with far more
than international trade and investment. By 1991, APEC working groups had
commenced exchanging information, identifying shared interests and options for co-
operative activities in ten aspects of economic development, ranging from human
resource development to transport and telecommunications. The Committee on Trade
and Investment (CTI) was not established until 1993.

However, following the Bogor commitment of APEC Leaders to the vision of free and
open trade and investment by 2010/2020, promoting trade and investment
liberalisation and facilitation (TILF) soon overshadowed other aspects of the APEC
process. The Osaka Action Agenda relegated ECOTECH to the status of a separate,
and somewhat secondary, endeavour of APEC.

Nevertheless, policy-makers in some APEC economies, particularly developing ones, were
determined to prevent the eclipse of ECOTECH. Thusin 1996, under Philippine leadership, the
L eaders adopted the Manila Declaration on an Asia Pacific Economic Cooperation Framework
for Srengthening Economic Cooperation and Development. According to the 1996 SOM
Chair, the Declaration was aresponse to the need

® However the SME Working group appears to regard ‘micro-enterprise’ as consisting of the smallest
enterprises in the formal, trade-oriented, sector. The Working Group may not be sufficiently sensitive to
the concerns of informal household-based enterprises. Definitiona confusion may account for
discrepanciesin the reporting of data by particular economies. See Annex 2 for a discussion of thisissue.
® Andrew Elek and Hadi Soesastro (1999), ‘ECOTECH at the heart of APEC: Capacity building in the
Asia-Pacific region’. Brisbane, The Foundation for Development Cooperation, page 9.

" Andrew Elek (2000), ‘ Capacity-building in the Asia Pacific: a way forward for ECOTECH’. Brisbane,
The Foundation for Development Cooperation, page 10.
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to develop a clear conceptual framework which allowed economic cooperation and
development cooperation being promoted jointly by APEC governments to be clearly
distinguished from ‘old-style’ foreign aid, which carried overtones of patron-client
relations, policy conditions and leverage. A new model of development cooperation was
needed, based firmly on the guiding principles of mutual respect and mutual benefit
which underline the APEC process?

The Manila Declaration sets out goals for economic and technical cooperation, including
‘sustainable growth and equitable development’, the reduction of economic disparities,
improved economic and social well-being of the APEC peoples, and a deepened ‘spirit of
community’ among them. It defines guiding principles for ECOTECH which reflect the APEC
culture of mutual respect and mutual benefit referred to in the quotation above, together with
genuine partnership and consensus. Finadly, it lists a number of specific themesto be pursued as
priorities in economic and technical cooperation among the members.

The economic crisis from 1997 demonstrated the need for continuing attention to the
foundations of growth. It exposed severe deficiencies in economic policy and institutions,
including the need b rebuild domestic and international financial architectures. This has
focused attention on the potential for economic and technical cooperation between member
economies to contribute to the rebuilding process.

Over the same period, and in response to the same forces at work in the global economy, APEC
has developed a better understanding of its own limitations as a vehicle for negotiating further
reductions in border barriers to trade. During the crisis, and with a new round of WTO
negotiations thought likely to commence, Andrew Elek and Hadi Soesastro commented that

As a voluntary process of cooperation, APEC is not likely to provide an effective
framework for negotiating and enforcing involuntary reforms of trade and investment
policies... the negotiation of involuntary reforms should be l&ft to the WTO.?

So, if APEC does not have comparative advantage in the negotiation of involuntary trade
reforms, perhaps it has an edge in the field in which it took its earliest steps? Elek and
Soesastro suggested that

Having built up new channelsfor region-wide communications, APEC |leaders and officials
do have comparative advantage in designing options for economic and technical
cooperation which can draw on information, experience, expertise and technology from
throughout the region and make it available widely to many Asia -Pacific economies.

They argued that, in consegquence of the crisis, ECOTECH had ‘ moved to the heart of APEC’,
and that

Rather than attempting to mimic WTO negotiations within the region, APEC governments
can devel op cooperative strategies to prepare the ground for successful WTO outcomes.

This would involve both strengthening individual economies to meet the challenge of further
liberalisation and a concerted approach among APEC membersto a new WTO round. Elek and
Soesastro argued for

8 Federico Macaranas, ‘Foreword’, in Andrew Elek (ed) 1997, ‘Building an Asia-Pacific Community:
development cooperation within APEC’. Brisbane, The Foundation for Development Cooperation.
® Andrew Elek and Hadi Soesastro (1999), ‘ECOTECH at the heart of APEC’, op. cit., page 15.



an integrated view of the APEC process within which all cooperative activities are seen
as ways to strengthen the capacity of Asia-Pacific economiesto reach their full potential
for sustainable economic growth [and] ... to enhance their productive resources and to
allocate themin an increasingly efficient and sustainable way.

In practice, ECOTECH has suffered from a proliferation of activities, organised by the working
groups or via ad hoc arrangements. There have been well over three hundred projects in tota
since 1989. Most of these activities have been small, involving the collection and exchange of
information. Many have been in the nature of ‘pet’ projects of the member economy sponsoring
and funding the activity, and have involved relatively few other member economies. The very
diffusiveness of this set of activities has prevented ECOTECH from demondtrating its value
conclusively.

APEC has not so far succeeded in launching any ECOTECH project of sufficient scale and
scope as to capture the imagination of al its leaders or to catalyse substantial business support.
APEC badly needs one or a small number of landmark ECOTECH projects to dramatise the
potentia benefits of its cooperative approach to development. It should reflect the agreement of
APEC Leaders, expressed collectively, to assure appropriate political support and the certainty
of follow-up by successive APEC Chairs. | will return to this subject in section 9, below, in the
context of discussing a strategy for promoting Mexico’s microbanking and micro-enterprise
initiatives within APEC.

8. The Relevance of Microbankingto APEC

The arguments for microbanking’'s relevance to APEC, and hence for its incorporation into
APEC’s program of economic and technical cooperation derive from a number of sources.
These include microbanking’'s potential to contribute to the economic efficiency of all
economies and hence to their capacity to engage in free and open trade and investment. They
also include microbanking's capacity to promote that sharing of prosperity for which the APEC
Leaders have called. These attributes make microbanking a highly appropriate addition to the
ECOTECH agenda.

a) Microbanking'scontribution to economic efficiency

In all economies, developed as well as devel oping, microbanking can contribute to the process
of financia deepening, which is an important concomitant of economic development. Broadly
speaking, financial deepening is observable in increases in the stock of financial assets (as
measured, most commonly, by M3) relative to the flow of economic activity (as measured by
GNP). Higher-income economies tend to have 'deeper’ financial systems than lower-income
economies. Moreover, when comparing economies at similar levels of development, those
growing relatively fast tend to be financially deeper than slower-growing ones.

Asfar as| am aware, no central bank in the world actually counts the deposits of non-regul ated
microbanks in its measure of M3. Financia sector authorities are ow to appreciate either the
nature or significance of microbanking as an instrument for financia service delivery to the
poor or its capacity to support financial deepening. In fact, with the possible exception of
Bangladesh, the transactions of microbanking institutions are of minimal significance in the
financia aggregates of all economies, so the lack of interest in measuring them is
understandable.

Nonetheless, there is real significance, in terms of financial sector development, in the
extension d savings facilities to millions of poor householders. This is true no matter how low
the mean balance of their accounts. The poor, especiadly in the developing economies, can
demonstrate a surprisingly high propensity to save. Thisis particularly true if they have access
to safe, liquid, deposit facilities bearing positive red rates of interest. Extension of financia
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services to the poor, especialy deposits, lays the foundation for a cumulative process of
financial deepening.

A second important contribution to economic efficiency relates to the developing economies
and concerns their competitiveness in international trade. Micro-enterprises in these economies
are, as previoudy discussed, mainly household-based and are the most numerous units of
production as well as the largest source of employment. It is true that micro-enterprises,
especially the typica ‘survival’ enterprises of the poor, make little direct contribution to
exports. However in some economies, for example Chinese Taipei, there are well established
supply-chain relationships in export industries which reach down into the household-based
micro-enterprise sector. Lower wage rates paid in that sector can be a factor in the international
competitiveness of economies where such relationships prevail.

The most important (if indirect) contribution to export promotion of micro-enterprises consists
in their capacity to supply wage-goods and services to the industrial workforce. For devel oping
economies to exploit comparative advantage in manufacturing based on low labour costs, it is
necessary for workers to have access to low cost wage-goods and (particularly) services. It is
the comparative advantage of micro-enterprise to produce such goods and services, which can
form a substantial proportion of the consumption -basket of manufacturing workers. This is
especialy the case where workers in export-oriented manufacturing are employed away from
their homes and families, asis often the case.

This relationship between micro-enterprise and export-oriented industry is seen, for example, in
the neighbourhood of the maquiladores. These are manufacturing and assembly plants, many of
them established with foreign capital and clustered along Mexico's northern border with the
US, producing for the US market. The maquiladores grew rapidly in numbers and employment
with the benefit of market-opening measures agreed under NAFTA.

Micro-enterprises have sprung up around the maquiladores to serve the needs of an industrial
workforce. Street stalls supply food and drink, while other micro-entrepreneurs offer ‘home
stay’ accommodation, minibus transport, outdoor haircuts, tailoring and a host of other
workers needs. Microbanking ingtitutions can play an important role in increasing the
productivity and profitability of such micro-enterprises, by funding the capital requirements of
micro-entrepreneurs.

Microbanking ingtitutions serving the needs of industrial workers can contribute to export
competitiveness in other ways. By providing deposit services they can assist industrial workers
to accumulate savings. And by providing funds transfer services, they can reduce the
transaction costs of remittances to families. By increasing the net rewards of participation in the
industrial workforce, such services tend to reduce wage pressures in export industry.

b) Microbanking's Contribution to * Shared Prosperity’

To repeat a point made in the previous section, microbanking could be regarded as trivia in
financial terms, in the sense that the transactions of microbanking institutions would scarcely
register in the consolidated balance sheets of the financia sectors of any APEC economy.
However these transactions are significant in the lives of millions of poor people who are not
served by formal financia ingtitutions.

The crude ‘trickle-down’ analogy for the diffusion of the benefits of growth may be discredited.
But if, for heuristic purposes, we were to adopt that analogy and pursue its implications,
microbanking could be described as a mechanism which opens capillary systems to enable the
benefits of growth to flow to poor and low income people, and to facilitate their participation in
it.



The Shanghai Declaration, as we have seen, cdled for member economies to develop and
strengthen ‘social safety nets' to protect the vulnerable. It aso proposed an APEC dialogue on
‘globalisation and shared prosperity’ (subsequently commenced at Merida in May 2002) as
well as caling for aministerial meeting on women.

The focus on micro-enterprise at Shanghai is consistent with these statements of concern for
distributional equity. Firstly, micro-enterprise conducted at the household level provides
income to poor and low income people in the developing member economies. Action to
improve the productivity of these micro-enterprises will have direct distributional benefits.

Microbanking can assist the sharing of prosperity in developing economies by assisting poor
households to meet both their consumption and production needs. In developed economies,
microbanking can raise the consumption levels of the financially excluded. And in all
economies, female-headed households are over-represented among the poor, and stand to gain
disproportionately from access to microbanking services.

9. A Strategy for Promoting Microbanking in APEC economies

The value of exploring solutions to financia exclusion through microbanking will be greatest in
the developing member economies, where the degree of exclusion is greatest. These are the
economies in which household-based micro-enterprise is most significant as a form of
economic activity.

However, al member economies stand to benefit to some extent from the cooperative
examination, within the APEC framework, of issues of financial service provision for
financialy excluded households. There will be particular vaue in bringing together the
experience of microbanking mechanisms in Asia and Latin America, where rather different
approaches are being taken. Similarly, there will be value in comparing the approaches taken to
reducing financia exclusion in the developed member economies. APEC needs a process by
which every member economy could discover and ingtitutionalise appropriate forms of
microbanking for its circumstances.

The smple and obvious solution would be to initiate a discrete project on microbanking,
perhapsin the broader framework of a micro-enterprise development (MED) project, but in all
other respects similar to many of the severa hundred ‘good ideas which have so far been
progressed under the ECOTECH framework. That could be described as the ‘ default option’. |
believe Mexico has higher ambitions for microbanking and MED.

A more innovative solution might be to place Mexico's concern for microbanking and MED in
the context of other priorities for economic and technical cooperation set by the Leaders at
recent annual meetings. For this we should start with the Leaders' commitment, given at Brunel
Darussalam in 2000. This was for the APEC economies to achieve Internet access, at least at
the community level, for al the people of the region by 2010. This was the first such agreement
by Leadersto a specific and verifiable ECOTECH godl.

Brunei assured some follow -up for this goa in 2001 by agreeing with China to the joint
sponsorship of a High Level Meeting on Human Capacity Building, in Beijing in May 2001.
This event was concerned with capacity building for the ‘New Economy’, inter alia. There
have since been some follow-up commitments of business resources in support of the Brunel
goal (for example, a Chinese regional training initiative supported by magjor international 1T
corporations and a recent agreement between Mexico and Microsoft).

However it is not clear that there is sufficient momentum yet for the Brunei Internet access goal
to be pursued coherently and successfully in an ECOTECH framework. APEC has not
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developed mechanisms, such as those which exist for the prosecution of the Bogor trade goals,
to push forward mgjor ECOTECH commitments.

This account of recent APEC history is relevant to Mexico's interest in microbanking and
MED, and to its desire to see these important issues taken up by APEC. Are APEC's
discussions and resolutions on these subjects during 2002 to be simply a ‘one-off’ exercise,
politely neglected by future APEC Chairs? We must hope not.

A more valuable outcome would be to set aredlistic goal for better access to financial services
for micro-enterprises and households, backed by a substantive strategy to achieve that target.
Such a new target would need to be, and be understood to be, a goa which complements the
dready agreed goals of free and open trade and investment and community-based access to
ICT.

Earlier this year, a the Merida Dialogue on globalisation and shared prosperity, consensus
emerged that APEC should give more emphasis to goals that complement the goal of free and
open trade and investment. Specifically, it was thought APEC should give attention to issues
that improve the distribution of the potential gains from free and open trade and investment.
These could include improved access to basic heeds and to income-earning opportunities.

It was adso agreed at Merida that the Brunel Darussalam vision of community-based access to
ICT by 2010 will be given renewed momentum by APEC leaders. This formulation gives us the
direction to take, by providing a framework in which we can bind together previous
agreements, to pursue mass access to ICT (Brunei) and human capacity-building (Shanghai),
with Mexico's goas for MED and microbanking, all in a manner supportive of the Bogor goals
of free and open trade and investment.

The next question is whether APEC can take a significant new initiative on microbanking and
micro-enterprise at Los Cabos, without overcommitment and in directions consistent with
ECOTECH goals agreed at Brunel and Shanghai. A consultation on ECOTECH was held at
Acapulco, in August 2002, in association with SOM 1I1. This will provide possibly the last
opportunity in 2002 before the Leaders meeting to discuss the outlines of such an ‘omnibus
proposal. Perhaps this symposium on microbanking could lay some of the foundations for
further discussion in Acapulco.

It would also be necessary for APEC to differentiate such an activity from the bilateral
development assistance activities of member economies, to assure that it is not seen as taking
on “aid” functions. Instead, APEC could catalyse resources from agencies such as the World
Bank and the regional development banks, providing them with new opportunities to build
capacity in more efficient ways. The Brunel goal for ICT is capable of catalysing business
sector resources, as has been shown by the agreements made by China and Mexico with leading
international 1T firms.

10. The Relevance of APEC to M icrobanking

Section 8, above, discussed the relevance of microbanking for APEC. In it | concluded that it
had positive potentia for both the sharing of prosperity and the economic efficiency of member
economies, and thereby the capacity to support the achievement of the Bogor goals of free and
open trade and investment.

It is now relevant to turn the question around and consider the relevance of APEC to
microbanking. This is because microbanking (better known as ‘microfinance’ in developing
economies and best known, athough mideadingly so, as ‘microcredit’) is a well-established
developmental tool employed in multi- and bilateral programs of development assistance. The
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guestion of whether APEC has any particular comparative advantage in regard to microbanking
must be considered.

Perhaps APEC has no more comparative advantage in regard to promoting microbanking than
it does in promoting trade liberaisation, given the mandate of the WTO in the latter field. For
that matter, the Telecommunications and Information Working Group, or numerous other
APEC working groups, may appear to have no particular comparative advantage in their
respective fields, given the existence of other specialised international agencies dealing with the
issues concerned.

However, discovering APEC's comparative advantage in any cooperative process requires an
understanding of its unique character. It is a group of economies closely linked by ties of trade
and investment, whose members are at various stages of development and include transitional
as well as market economies, drawn from both sides of the Pacific. The ECOTECH process
draws its strength, as Elek and Soesastro point out, from the ‘new channels for region-wide
communication’ created by APEC leaders, officials, academics and business leaders. These
channels ‘enable them to draw on information, experience, expertise and technology from
throughout the region’ and to disseminate it, both among the member economies, and more
widely.

APEC's engagement with microbanking should be complementary to that of multilateral
agencies and international financia ingtitutions aready active in the field. It should aso
complement the activities of bilateral programs of development assistance, being at al times
careful to differentiate its programs from those of bi- and multilateral agencies, and to avoid
any suggestion that it has become an ‘aid’ agency in the conventional sense.

Finaly, there is another characteristic which emphasises the ‘beyond aid character of
ECOTECH. This is that APEC’s economic and technical cooperation is applied to solving
problems and filling needs which are generalised to all the member economies, developed and
developing, market and transitional. For all these reasons | have no doubt that APEC isrelevant
to microbanking, just as it is to exploring common approaches to a host of issues confronting
the member economies.

Economic and technical cooperation between APEC member economies should be conducted
on issues of microbanking, in the forms of policy dialogue, exchanges of information and
technical cooperation. These activities should be directed, inter alia, to policy development
appropriate to the circumstances of each economy. Technical cooperation between economies
could contribute to ingtitution building and human capacity building for the microbanking
sector. Annex 3 provides a summay list of issues which could be addressed by such
cooperation.

The scope of activities should be generalised to cover the range of alternative financial service
delivery options practiced in member economies for the benefit of poor and low -income
people who lack appropriate access to financial services from conventional sources. This would
contribute to the more effective operation of micro-enterprise in those economies where it is of
most economic significance and would support the more effective ‘sharing’ d prosperity in all
economies.
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Annex 1

M odels of Microfinance in the Developing M ember Economies

Among the proliferation of microfinance ingtitutions (MFIs) in developing countries, a number
of distinguishable models have emerged. The Grameen Bank model has been applied in many
countries. It requires careful targeting of the poor through means tests, usually with afocus on
women and intensive fieldwork by staff to motivate and supervise the borrower groups. Groups
normally consist of five members, who guarantee each other’ s loans. Some compulsory saving
requirements are imposed, but in general quite limited voluntary saving occurs. Sustainability is
achieved by increasing the scale of operations, and by decentralising control and carefully
managing costs. While some other models have as their goal the creation of autonomous
institutions, this is not expected of the individual borrower groups. In Bangladesh, where the
greatest numbers of Grameenrinspired ingtitutions exist, considerable innovation is being
applied to this moddl.

The Village Bank is awidely replicated model, found mainly in Latin America and Africa, but
with substantially less total outreach than the many Grameen Bank replications. Typically, an
implementing agency establishes individua village banks with between 30 and 50 members
and provides capital for on -lending to individua members. Individual loans are repaid at
weekly intervals over 16 weeks, at which time the village bank returns the principal, with
interest, to the implementing agency. A bank repaying in full is eligible for subsequent loans,
with loan sizes linked to the performance of village bank members in accumulating savings.
Peer pressure operates to maintain full repayment, thus assuring further injections of loan
capital, and also encourages savings. Savings accumulated in a village bank can be loaned out
to members. Village banks are intended to become autonomous institutions.

Somewhat less structured than village banks (and a good deal less so than Grameen banks) are
Credit Unions (CUs). These are democratic, nonprofit financial cooperatives owned and
controlled by their members. CUs mobilise savings, provide loans for productive and provident
purposes and have memberships which are generaly based on some common bond. CUs
generaly relate to an apex body that promotes primary credit unions and provides training
while monitoring their financial performance.

A fourth model, based on ‘self-help’ groups (SHGS) is somewhat similar to the village bank
concept, athough less structured. SHGs have around 20 members who should be relatively
homogeneous in terms of income and social status. The primary principle of SHGs is the
lending of members savings but they also seek externa funding to supplement internd
resources. The terms and conditions of loans differ among SHGs, depending on the democratic
decisions of members. Typically, SHGs are promoted and supported by NGOs, but the
objective (as with village banks) is for them to become freestanding institutions.

In a quite different category from the four models discussed above, each of which has strong
voluntary elements involving the action of NGOs or community-based entities, is what might
be caled a ‘rural financial systems model’. As practiced in Indonesia, this model exhibits a
diversity of regulated financia institutions providing rural financial services. These range from
a nationa-level indtitution with substantial outreach and extensive networks to small, loca
ingtitutions occupying particular market niches. Also, depending on the regulatory environment
in a particular country it may be possible for an NGO to transform a successful MFI into a
regulated financial ingtitution, while maintaining its mission to provide microbanking services.
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Annex 2

APEC’s SME Working Group

The Smal and Medium Enterprises (SME) Working Group reports to a ministeria-level
meeting on SMEs, conducted annualy as part of the APEC cycle. Ministers adopted an
Integrated Plan for SME Development at their meeting in Kuala Lumpur in 1998. This plan, to
which the Leaders referred in the Shanghai Declaration of 2001, notes that

SMIEs form the backbone of the economies of APEC. They employ as much as 80 percent of
the work force, contribute 30 to 60 percent of the GNP and account for around 35 percent
of total exportsin the region. They also make up over 95 percent of all enterprises.

From this description of the scope of the SME sector, it seems likely that self-employed
workersin the informal sectors of the APEC economies are, in principle at least, covered by the
mandate of the SME Working Group. This impression is strengthened by the Ministers
statement that

The objectives of the Plan take into account the differences in the levels of development of
each economy. In some of the developing economies there is also a need for special
consideration of the interests of the micro-enterprises and SMEs operated and managed by
women as they form the core of poverty alleviation and rural income augmentation
programmes.

Further, on the subject of women and micro-enterprise, Ministers noted that

In the case of SMEs operated and managed by women entrepreneurs it is necessary to
discern the extent to which these enter prises face gender-bias impediments in their attempts
to seek financing, skills, technology and training, and in marketing their products. The
interests of women entrepreneurs form an integral part of an overall approach to
entrepreneurial development. Measuresto address gender-bias impediments should seek to
change mind-sets and publicise the fact that women have better repayment records—as
experience with rural credit institutions testifies.

The Ministers comment on good repayment performance of women in rural financing appears
to be informed by the much-publicised experience of microfinance institutions, such as the
Grameen Bank, serving poor and low-income borrowers, especialy women.

The objectives of the plan for SME devel opment are stated as follows:

to accelerate the pace of SME development in accordance with its growth potentia in
the APEC region

to maximise SME efficiency goals along the region's key economic sectors—primary,
industrial, trade and services

to enhance SMES dynamism by facilitating their access to markets, technology, human
resources and skills, financing and information

to strengthen the resilience of SMEs so they can withstand adverse macroeconomic and
financial developments including external shocks

to achieve socio-economic goals through by using SMEs as a source of growth and
employment especialy in the rural sector of the developing economies of APEC
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In regard to the financing difficulties of SMEs, the plan notes (in terms that apply perfectly well
to micro-enterprises operated by the poor, and which explain why microfinance has been seized
upon as the answer to their financing needs) that

[they] have difficultiesin defining and articulating their financing needs The small size of
these enterprises and the high transactions costs arising from the lack of collateral and
thus high risks, explain thereluctance of bankersto provide financing.

However the plan’s discussion of measures to overcome these obstacles leaves one with the
impression that, in practice, the SME Working Group is not concerned with either micro-
enterprise development or the associated financing needs. It is suggested that

...export credit refinancing schemes may be indtituted to reduce the risks arising from
exporting...and that ..[ o] ther forms of financing should also be made known to the SVIEs.
These include equity financing, issue of debt and venture capital especially in the high-
technology industries. SVIES also need to be trained in managing various financial risks, in
particular those arising from exposure to foreign exchange volatility which has now
become a major feature of globalisation.

The SMEWG's concern is primarily with larger enterprises, those likely to be directly ‘trade
exposed’. It is not concerned with petty traders and the providers of services in the informal
sector, dill less with the ‘survival enterprises of the very poor. However, there are other
measures proposed which do have relevance for the micro-enterprise sector as well as for
SMEsS, such as the suggestion that

Member economy governments can set up credit guarantee corporations to insure
commercial banks from default arising from advancing loans to SMEs without
collateral...or that Documentation difficulties can be overcome by designing simple forms
for loan applications rather than insisting that SMIEs submit detailed project proposals.

But overal it seems clear that the SMEWG has not yet given attention to the specific needs of

financing for MED, particularly asit is found in the less devel oped economies, as distinct from
those of its close but much larger relative, SME. Since the SME Working group has focused its
attention so much higher up the scale, there must be doubt whether it is prepared to handle the
agreement of principles for, and the conduct of cooperation concerning, micro-enterprise
financing and MED issues between APEC member economies.

28



Annex 3

The Policy and Regulatory Framework for Microbanking

. Policy objectives

Persuading all relevant agencies (both within the APEC structure itself, and domestically
within the economies) to commit to the principle that creating mechanisms for sustainable
microbanking is an objective of financia sector development

Creating an enabling policy environment for microbanking, starting with the freedom for
service providers to set interest rates at levels which assure ingtitutional sustainability and
freedom of entry to the market by institutions, subject to their satisfying regulatory and
prudentia standards

Designing an appropriate domestic financial sector architecture: creation and/or facilitation
of appropriate institutions, including some or al of the following:

dedicated microbanking services cells within commercia banks

licensed non-bank micro -financial institutions (for profit, non-profit)

reformed State rural and agricultural development banks

aviable and socidly inclusive credit union movement

second tier ingtitutions for microfinance ingtitutions (MFIs)

ratings agencies for MFIs to facilitate capital raising

apex ingtitutions for MFIs

deposit guarantee mechanisms for regulated MFls

accountable civil society organisations performing financia and/or socia
intermediation.

Avoiding the unintended adverse consequences for microbanking of other financial sector
policies, and of public policy more generally

Designing criteria and arrangements for direct member economy promotion of
microbanking

Supporting capacity-building for staff of microbanks and supervisory authorities;
establishing systems of accreditation to facilitate professionalisation

Finding the appropriate balance between assistance to financial and business development
services for micro-enterprise

Supporting the commerciaisation of microbanking, by means including the ‘ downscaling’
of commercia bank operations and the *transformation’ of MFIs into regulated institutions

Creating a policy and regulatory environment for telecommunications which facilitates the
introduction of ICT to al appropriate microbanking applications. transactions, training and
public education, supervision

. Regulatory and supervisory issues

Choice of institutions for regulation and supervision, and appropriate authority(s) to
regulate and supervise

Performance and reporting standards for regulated microbanks

29



10.

11.

12.

13.

Prudentia regulation, including capital adequacy liquidity loan provisioning

Governance standards and appropriate self-regulation for ingtitutions

Development and application of risk-based supervison techniques appropriate for
microbanks; application of ICT to data collection for off-site supervison and other
purposes

Capacity-building for supervisory agencies and staff

Oversight of civil society organisations engaged in microbanking

Sensitive and supportive approaches to informal self-help financia activities.

Operational issues

Achieving operationa and financia sustainability.

Benchmarking for performance and reporting standards.

Governance and transparency.

Managing arrears.

Savings mobilisation through development of attractive savings products.

Mobilising other financia resources for scaling up.

Human capacity building for staff, management and boards of MFIs, including the
application of ICT for training.

Human resource management, including remuneration and career structures.

Effective management of group-based microfinance.
Creating mutually beneficia working relationships between regulated financia
institutions and other MFIs and informal financial service entities: financial linkages and
socid intermediation.
Offering appropriate non-financial services, measuring and recovering their costs.

Harnessing ICT for operationa efficiency.

New product development



THE DESJARDINSMOVEMENT IN QUEBEC

Adriana Maturana
Degardins International Development, Canada

The Deg ardins M ovement

The Degardins Movement is a network of credit and savings cooperatives that form a
comprehensive financial group, offering diversified and competitive services to its members. It
was the first financia ingtitution in the province of Québec and the sixthiin al Canada.

Degjardins was founded in 1900 by Alphonse Degardins. At that time severa beginning
cooperative movements were in Europe, particularly in Germany and Italy. Degardins chose to
focus its business on organizing popular credit based on popular savings.

Tablel: Statistics 2001

Members 5,140,710

Number of cooperatives 879

Degardins globd assets 87 hillion dollars (including those outside of
Québec)

Cooperatives assets 71.5 billion dollars

Cooperatives average asset 75 million dollars

Directors 9,835

Employees 36,000

The success of Degardinsis based on the following conditions and on its cooperative sense:

Conditions for success: Cooperative Sense:

* Pragmatism * Participation of membersin property, power,

« Clear and prudent financial practices  surplus distribution, and the creation of inaienable
» Well established and respected control  collective patrimony

systems * The ingtitution offers the best return to the

* Functioning and deontology rules community: 50 percent of its surplus (more than 300
« Efficient supervisory schemes million dollars) in return, grants, sponsorships and
 Adaptability of productsto members  scholarships

needs * Important contribution by the cooperatives and the
« Convergence of actions Movement to local and regiona socioeconomic

« Complementing economic efficiency  development

with solidarity * Integration of cooperative valuesin commercia

* Contributions to local development and managerial practices (solidarity products,
freezing of utilization costs, etc.)
» Formation of members regarding cooperation,
finance and economics

Cooperative digtinction is reflected in the participation of members, ownership, power and
distribution of results and inalienable patrimony.
The mission of the Degardins Movement is to contribute to the economic and social well-being

of members and their communities within limits compatible with the movement’s scope. This
can be achieved by: 1) developing an integrated cooperative network of secure and profitable
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financial services, permanently owned and managed by its members, and a network of
complementary financial companies, also member controlled, that offers a competitive yield,
and; 2) promoting the education of the members, directors and employees regarding
democracy, economics, solidarity, and, particularly, individual and collective responsibility.

Figure 1: Degardins Structure
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The amounts managed by cooperatives are distributed in the following manner: 62 percent deal
with up to 50 million dollars, 73 percent with up to 100 million dollars, 19 percent with
amounts between 100 and 200 million dollars, and 8 percent with amounts greater than 200
million dollars.

The quotas of Degardins cooperatives in Québec differ depending on the markets. In the
personal savings market the quota is set a 46 percent, in the credit market the quota is 30
percent, while in the mortgage loans, agricultural loans and community loans markets the
quotas are 38 percent, 41 percent and 23 percent, respectively. The rest of the market is divided
among the main six Canadian commercia banks and new competitors.

Degjardins cooperatives offer a wide range of financial services and products including: 1)
savings and investment services, such as traditional savings, mutual funds, real estate,
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circumstantial products, fiduciary and patrimony management services, 2) financing, such as
credit, mortgages, and car rental; 3) insurance (genera insurance, life insurance, medical and
travel); 4) other services for enterprises, such as treasury management, payment services,
international services, etc.; and 5) automated services, such as the Degardins multi-service
letter and Interac networks, automated teller machines (ATMs), direct payments, direct deposits
and withdrawals, transfers, purchase of investments and insurance, etc.

Background:
1900-1920: The emergence of cooperatives

During this period, 140 popular cooperatives were created. Lévis, the first cooperative, was
established a the beginning of the 20th century and the Québec Parliament enacted its
legidation ayear later.

1920-1945: Rural crisisand expansion

Due to the rura crisis a third of the existing cooperatives were closed. In response, the
government awarded support to foster the reopening of cooperatives and agricultural unions
promoted the creation of new cooperatives, reaching 900 by the end of this period. In 1932 a
provincia association in charge of promotiona activities and comptrollership was established
in face of the need to implement a professional system to supervise the cooperatives.

1945-1970: Devel opment of services

During this stage, the number of cooperatives increased from 900 to 1300. The Degardins
Movement gained a significant financial status in both the province and the country as a whole.
In 1949 a securities fund was created and the first marketing campaigns for savings products
were launched. Over these 25 years, comptrollership and leaders training were constantly
strengthened. It became clear that support services and financial resources had to be shared
among the cooperatives and that a strict surveillance system was necessary.

1970-1980: Integration of services

In this period, the number of cooperatives stabilized, information on al operations was
automated, services were integrated so that all cooperatives could offer a broader range of
financid products, and capitalization was strengthened. Furthermore, financia support to
enterprises was reinforced and speciaist teams were formed in the federations. Degardins
became the main financial institution in Québec.

1990s: Time of challenges

During the nineties, the cooperatives were reorganised in order to enhance their services and
units speciaized in international services were created. A re-engineering process began with
the am of offering a complete range of financia services. The development of electronic
transactions took off with the establishment of ATMs, wider use of the Internet, etc. All these
changes showed that organizations are living entities that must constantly adjust—or disappear.

Evolution of the Financial Scenario

The biggest banks and insurance companies in the United States announced their mergers. In
June 2001, a new federal banking law was enacted in Canada, allowing new parties to sell
banking products and facilitating the implementation of foreign banks. Numerous new
competitors entered the financial markets, while a more demanding clientele emerged who



exhibited a different behavior. Partners were better informed, demanding better quality
services. Furthermore, globalization of financial markets brought new technologies to open the
Canadian market.

Degardins’ Management Council revised the decision making processin its network, reformed
the cooperatives support organisations, and did the following: 1) modified the operational
structure and costs of second and third tier branches; 2) studied the productivity of each
component; 3) reviewed the payments for the use of services; and 4) reviewed the guideline on
minimum tariffs for individuals and enterprises.

Degardins guiding principles are the cooperative distinction and democratic character that
places cooperatives as the basis of the movement; aflexible, efficient structure; and the ability
to create substantial economies of scae within the network.

21st Century: Degardins Restructuring

Eleven federations and the confederation were closed, and a unique federation was created. The
number of cooperatives was reduced from 12,000 to 900 and the number of service centers and
service points increased to 708 and 1,587, respectively. The number of ATMs also augmented
to reach 2,600.

Figure 2: Degardins Democratic Structure

Local Level Cooperatives are distributed in 16 regions

Regional General Assembly (for one year)
Total: over a hundred delegates

Regional Total:
Level I
Regional Council (CORE) CORE's
16 members President
(chosen)
| represents
- - the CORE to
New Federation General Assembly (one reunion per year) 241 the AC of
delegates the new
I federation.
Provincial New Federation Management Council
Level 21 members

Orientation Congress (every 3 to 5 years)
Over 2000 delegates

In order to accomplish such changes competent diplomatic leaders, with credibility and
perseverance were needed, as well as engaged personnel and well informed partners who
trusted the institution. Respect for, and strict observance of, domestic and international law,
guidelines and surveillance systems; and credibility—demonstrated with respect to partner
service-of the financia security offered were aso required. Degardins believes that in the
world of financial ingtitutions it is not being the biggest that matters most, but being the best,



demonstrated by offering quality services inexpensvely and in a financialy secure
environment.

Concluding Remarks

It is important for leaders to be capable and have a clear vision, for every component of an
organization to have a strong commitment; and that strict financial discipline is observed.
Institutions should have a clear legidative framework to operate: in which legal recognition and
authorization; efficient, professional and independent supervision; prudent financial policies,
efficient internal controls, professiona technica assistance; and financing capacity of the
services offered.

“Our goal is to create a common patrimony, a capital under our control and always at our
disposition, use of which will help to increase our legitimate influence to activate progress and,
if necessary, protect us from unjust aggressions. That capital will be the greatest weapon at our
service...” (Alphonse Degardins, founder of the Degardins Movement)

Table2: Outstanding Financial Facts

Capital Ratio of the First category — BRI 12.95%
Totd Capital Ratio 11.86%
First Quality Credit Ratings
Standards and Poors AA- (medium and long-term)

Moody’s AA3
Dominion Bond Rating Service AA (Low)

Other Data (2001)

Degardinsis the greatest force of financial advice and the biggest network of financial planners
(900 in the whole Movement) in Québec. There are 1,080 advisors in patrimony management,
250 advisorsin financial security and (up to 400 in 2002), and numerous speciaized advisors in
the subsidiaries network.

It dso has the greatest physical presence in Québec, with 1500 cooperatives and service
centers and 2,633 ATMs (the biggest network of ATMs in Québec), as well as 40,000 terminals
and 61 financia centers for enterprises (CFE).




Table 3: Financial Profitability of the Five banks and Degardins

Haber (G%$) Return on Equity (ROE) ( percent)

2000 2001 2000 2001
Royde 135 18.2 17.7 154
CIBC 11.4 11.9 179 14.2
BMO 11.9 10.7 16.3 12.7
NS 13.0 14.6 16.1 16.0
TD 124 134 8.6 10.7
BN 3.8 4.1 14.6 14.4
Degardins 4.8 5.2 11.4 12

Degardinsyield in the first quarter of 2002 was 16 percent.




MICROBANKING: WHY AND HOW?

Liza Valenzuela
United States Agency for International Development (USAID),
The United States

Microfinance refers to al financial services provided to micro-entrepreneurs as well as poor
and low-income households. Generally, these loans range from about US$2,000 to US$5,000
which can be provided by all kinds of ingtitutions, including credit unions, banks, and
specialized institutions, among others. (For the terms of this study, microfinance will be used as
a synonym of micrabanking).

Why isM icrofinance | mportant?

One of the reasons is that the micro sector has a macro impact on the economy. This conclusion
can be observed considering for one the large sector it represents. in most developing
economies micro-enterprises (which are composed of less than 5 percent employees) provide
well over 50 percent of tota employment; and secondly the low access of the population to
financial services, given the large numbers of poor households and micro- and small businesses
who lack access to these services. A clear example of this importance is Papua New Guinea,
where 62 percent of GDP derives from the informal sector.

The benefits at the economy level are evidenced in a higher rate of economic growth, through
the creation of jobs and increased productivity as well as a greater provision of goods and
services, and by financia sector degpening. A remarkable case of financial deepening has been
Bolivia, as shown in the following table.

1992 2001 Change
Portfolio Portfolio Banks 2,400* 3,300* 38%
Portfolio Microbanking 200* T75* 287%
Borrowers Banks Borrowers 102,000 179,000 5%
Microbanking Borrowers 93,000 451,000 385%
Deposits Deposits Banks 1,200* 2,900* 142%
Deposits Microbanking 194* 811* 318%
Accounts No. of savings accounts in Banks 236,000 658,000 179%
No. of savings accountsin 224,000 797,000 255%
Microbanking

* USdollars Million
Note: the population of Boliviais 6 million.

On the other hand, microfinance has a micro impact on the economy as it benefits households
and micro-enterprises. It aleviates poverty by increasing incomes, household and business
assets and the overal quality of life. Furthermore, microfinance has important empowerment
effects on women and communities.

Microfinance is indeed important for women, since among the poor, women are usually poorer
than men and have smaller businesses. For this reason women have a higher participation than
men in microcredit, reaching 70 percent in the case of USAID. In order to improve their access
to credit, an innovative methodology was designed consisting of grouping guarantees instead of
hard collateral, establishing small and affordable loans, and lending within their own
communities. The effects on women have been increased self-esteem, leadership and status in
the community.
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But besides benefiting women, microfinance has had other positive effects at the micro leve,
such as increasing expenditure on education, housing and better nutrition, thus enhancing
households, and creating new organizing skills to strengthen advocacy, thus benefiting the
community as awhole.

How to Createa Microfinancelndustry in Developing Economies?

In order to promote the microfinance industry, the government has to act as a facilitator of an
enabling environment for expansion and start-ups, and act as a facilitator of public goods
allowing competition and maturity.

To this end, governments can promote good practices such as a stable and well-managed
macroeconomic environment; a supportive legaland regulatory framework with alevel playing
field for small and medium enterprises; sound financia laws (private credit bureaus, movable
assets laws, credit registries, letting NGOs lend, disclosure and transparency laws, etc.); a
strong judicial system including small claims courts, contract enforcement and defaults
processing; and an appropriate supervision of microfinance.

Likewise, governments should avoid over-regulation, such as fixing interest rates or fixing the
activity or the region that must be financed, creating specialized institutions and government
credit programs. Speciaized indtitutions tend to have low barriers to entry and their sheer
numbers cannot be supervised effectively, whereas in government credit programs people
usualy do not repay their loans.

How to Regulate and Supervise Microfinance?

The regulation of microfinance has been the subject of a debate which can be summarized as
follows: some scholars promote the expansion of financia services to the poor, letting a
thousand flowers bloom, while others support guarding the overal hedth of the financia
system.

These are the lessons so far. Firstly, D regulate and supervise microfinance, governments
should only supervise important deposit-takers and not small, informal sector or community-
based savings groups. Secondly, NGOs, as NGOs, should not capture deposits, instead a law
should be passed to let them lend. Thirdly, i the government lacks the capacity to supervise,
don't create new low-end ingtitutional licenses because often these new and multiple
institutions do not have the capacity to supervise themselves effectively. Sdf-regulation does
not work. Fourthly, microbanking has important benefits to society and clients, but
governments should beware of how it is promoted. A zealous promotion can frequently get
governments involved directly as retailers or wholesaers, possbly creating inefficient
institutions, while an extra cautious, more redistic, stance could hold microfinance innovation
back. Thus, governments should play the role of a light-touch regulator. Fifthly, market-based
supervision is lacking, more disclosure is needed, and, last but not least, we must not forget
about developing public goods.



NATIONAL PROGRAM FOR FINANCING MICROENTREPRENEURS

Maria Del Carmen Diaz
National Program for Financing Microentrepreneurs (PRONARIM), Mexico

“Microcredit has proven to be an effective tool to combat poverty through the creation of

opportunities so that the poor can have access to financial services and resources”
Sulehuddin Ahmed

The National Program for Microentrepreneurs’ Financing (PRONAFIM) has a vision of
developing a solid and sustainable system of microfinance institutions, able to support a greater
number of unbanked people with entrepreneurial aptitudes through microcredits, thus creating
new opportunities for development in poverty-stricken areas.

The PRONAFIM’s mission is to foster a system of microfinance and microcredit institutions
that support productive proposals from individuals and social groups that have an
entrepreneurial spirit. It will distribute credit, especially in regions of high marginalization and
poverty indices, in order for individuals and groups to generate higher levels of welfare for
themselves and their families.

PRONAFIM is headed by a consulting board, with members from the Ministry of Economy,
civil society and the program’s General Coordination Office, which proposes general strategies
and guidelines.

On the other hand, PRONAFIM’s trustfund, known as FINAFIM, is headed by a technical
committee, whose members come from the Ministry of Economy, the Ministry of Finance, the
Ministry of Public Functions (previously SECODAM), the Ministry of Natural Resources and
the Environment (SEMARNAT), and the Program’s General Coordination Office, to manage,
control and enforce actions related to achieving its objective.

The Program is organised by a General Coordination Office which oversees the Financial
Support Office and the Institutional Strengthening Office.

From July to December 2001, this program has supported 12 microfinance and microcredit
institutions with offices in 15 states of Mexico, enabling them to award a total of 61,000
microcredits. Likewise, it has benefited 536 members of microcredit and microfinance
institutions by providing training and technical assistance and has channeled approximately
131,020 microcredit applications from the Ministry of Economy and the Presidency to
microfinance institutions. Furthermore, PRONAFIM has also celebrated a Regional
Microcredit Summit for Latin America and the Caribbean, with the participation of 37
countries.

PRONAFIM’s general strategy is a policy of economic growth, structured and aimed at
achieving the stated goals.
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Figure 1: Microfinance institutions operating in conjunction with PRONAFIM: July to
December 2001
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From January to April 2002, the number of microfinance institutions affiliated to PRONAFIM
grew to 29 institutions in 21 states of Mexico. In May 2002, this number grew further, to 32
institutions. That same month, new institutions began to be developed in both the Gulf of Santa
Clara (North-West of Mexico) and the Center for Education Services and Community
Development (South-East).

PRONAFIM supports microfinance institutions through the following services:

Training

Consulting

Management systems

Technical assistance

Pre-operational expenses and asset investment
Establishment of subsidiaries

Lines of credit and other financial services
Incubation

XA R WD =

Incubation is the first stage in the life of a microfinance institution. Credit is not yet delivered
to clients since the incubation effort is aimed at the creation and strengthening of social
networks, the definition of products and methodologies, and the promotion and establishment
of basic infrastructure. The main requisites for incubation are:

The Microfinance Institution’s Project
Legal form or legal form proposal
Assets of over 50,000.00 pesos
Background as a social organization
Definition of the targeted beneficiaries
Disposition to be trained

The Program gives different kinds of support to the new institutions, such as training, furniture
(two desks, two chairs and archives desk), computers and financial support.

To open a subsidiary is to make operational a microfinance services center to broaden the scope
of institutions that are operating. This service is offered in communities other than the ones
where financial products and the methodology are currently offered, so that credits may be
awarded to clients. The effort is focused on the definition, equipment and selection of personnel
with the necessary experience.

To open a subsidiary the institution must:

Have an authorized line of credit from PRONAFIM

Define the geographical communications profile

Describe the community’s social profile

Identify the previous financial services

Specify the subsidiary’s opening project

Specify initial costs

Present expenses flows for the first year in relation to the number of beneficiaries
Have the necessary infrastructure, equipment and materials

Propose mechanisms for control and follow-up

Give complementary financial information upon request

The Program supports the opening of subsidiaries by offering to cover infrastructure expenses
(in furniture and equipment) and operational expenses such as leases, telephone, electricity,
miscellaneous and staff (including 2 credit advisors and one supervisor). The support given is
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proportional to the level of marginalization of the targeted beneficiaries, according to the
classification made by the Ministry of Social Development (SEDESOL) and the National
Institute of Statistics, Geography and Computer Science (INEGI).

For further information on PRONAFIM please contact us at pronafim@economia.gob.mx or
call 01525 57-29-91-00 ext. 5307 and 5348.
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EXAMINING SOME EXPERIENCESIN
THE PHILIPPINESAND IN LATIN AMERICA

Robert Vogel*°
I nter national Management and Communications Cor por ation

I ntroduction

The present paper attempts to provide some answers to seven questions that need to be
addressed in thinking about an appropriate regulatory environment for microfinance. It aso
attempts to be clear in its underlying precepts, three in particular: (1) regulatory agencies for
banks and other deposit-taking institutions will likely find it problematic for a variety of
reasons to become involved with regulating micro-finance institutions that do not take deposits;
(2) nonetheless, a"just say no approach” is not likely to be an optimal response to pressures for
regulation from international donor agencies and micro-finance ingtitutions themselves, and
what is recommended here is the dternative of transparency to facilitate market based
decisions; and (3) traditional approaches to regulation are unlikely to be either effective or
efficient in dealing with deposit taking institutions that become significantly involved in micro-
finance; what is required is not specialized regulation, which will further fragment financial
markets, but rather a more thorough-going implementation of risk-based supervison—
something already mandated by Badle standards.

While these precepts may be relatively smple and straightforward, abeit controversia to some,
in the redity of implementation there are numerous complexities. To investigate this reality the
paper draws heavily on regulatory experiences in the Philippines and in some Latin American
countries, especialy Peru. These experiences show that even defining what it means to take
deposits from the general public is not necessarily simple, especially in the case of credit
cooperatives. It points out that just achieving transparency provides a challenge beginning with
the implementation of standardized accounting and performance indicators, followed by the
promotion of auditing and perhaps rating agencies. Other major themes include: the importance
of credit bureaus, not only to reduce the costs of information for microlenders but aso to avoid
multiple borrowing such as occurred in Bolivia and affected banks as well as micro-lenders; the
special challenges of micro-finance in rural areas; and the importance of basing capita
requirements on the riskiness of activities and the capacities to manage these risks. Perhaps
most importantly the paper asks why banks still remain largely on the margin of micro-finance,
despite their potentia almost everywhere to become the predominant providers of micro-
financia services, and whether moving more fully to risk-based supervison might help to
unlock this potential.

What Institutions Should Be Regulated?

Traditionally, only institutions taking deposits from the general public are subject to prudential
regulation and supervision because the essentia role of such regulation is to protect the stability
of the financial system and, secondarily, to protect small depositors. To regulate other
ingtitutions can stretch the resources of the regulatory agency too far, so that it may not be
able to do its essentia job adequately. It can aso involve the regulatory agency in providing de-

01 would like to thank my IMCC colleagues who have contributed so much to my work on various
projects involving micro-finance and its regulation, and especially Tom Fitzgerald with whom | have co-
authored several papers on risk-based supervision and micro-finance. 1 would like to thank at least
equally the donor agencies that have supported this work, in particular the United States Agency for
International Development, the World Bank, the Asian Development Bank and the Inter-American
Development Bank.



facto guarantees of the non-deposit liabilities of financial institutions that do not take deposits.
In the case of microfinance, where donors and various government agencies are involved in
promoting micro-finance institutions (MFIs), the regulatory agency can be drawn into possible
conflicts of interest situations where it is expected to promote as well as to regulate. In any
case, this does not imply that MFIs that do not take deposits should be freed from any
regulation whatsoever, as al ingtitutions, and financial ingtitutions that deal with the public in
particular, are appropriately subject to rules about fraud, consumer protection through
transparency, and so forth.

To this point the Philippines has followed the traditional practice of subjecting only deposit-
taking institutions to prudentia regulation and supervision.** Although certain entities such as
lending investors and pawnshops report to the Central Bank, Bangko Sentral ng Pilipinas
(BSP), only the various types of banks that take deposits from the general public are subject to
prudentia regulation and supervision. Nonetheless, there are pressures from donor agencies, as
discussed below, to regulate MFIs that do not take deposits, and there are also pressures from
the MFIs themselves. These latter pressures seem to emanate from the view of many MFIs that
being regulated will increase their credibility and thus alow them easier access to donor funds,
and possibly also to commercia funds from lenders and investors. However, such a view may
seriously underestimate the costs of regulation, nat only the direct costs of compliance but also
the indirect costs of being more constrained in lending and other activities and consequently
less able to innovate. Moreover, as BSP staff have often pointed out, these MFls could easily
become regulated by transforming to rural banks (as some aready have) which have low
minimum capital requirements and allow the types of activities in which most MFls engage.

What Should Be Done About MFIsThat Do Not Take Deposits?

As should be clear, this paper supports the position that bank regulatory agencies should
regulate only deposit taking ingtitutions. However, the paper aso recognizes that there are
pressures, originating mainly from international donor organizations, to regulate norn-deposit-
taking indtitutions involved in micro-finance, so that donors can thereby delegate their “due
diligence” responsibilities to the regulatory agency.™ These pressures must be recognized and
responded to, while avoiding the pitfalls that can be associated with regulating non-deposit-
taking MFIs. What is proposed in this paper is an approach focused on promoting transparency,
so that the decisions of donors and commercial lenders and investors can be based on access to
pertinent information that can alow appropriate market based decisions. In addition, it should
be noted that the actions of MFIs and other non-deposit-taking lenders can affect the financia
hedlth of deposit taking ingtitutions if deposit takers and non-deposit-takers lend to the same
borrowers. Thus, it may be important to promote credit bureaus, whether in the public or
private sector, that cover the full range of borrower debts, from unregulated as well as regulated
lenders, small as well aslarge, and onrtime as well asin arrears. Credit bureaus, together with
other entities that can support greater transparency in micro-finance, are discussed more fully
later in this paper where aternative arrangements for non-deposit-taking MFIs are dealt with in
greater detail.

In the Philippines there are at least two important initiatives that are already focused on
promoting transparency for institutions involved in micro-finance that are not regulated by the

1 Among the Latin American economies discussed in this paper for comparative purposes, the bank
superintendencies in Brazil and Peru regulate various types of non-deposit-taking institutions, some of
which engage in micro-lending, while the bank superintendencies in Guatemala and Honduras do not (or
at least did not until recent changes in the laws in those two countries which are in the process of being
implemented).

12 Regulation is also often seen by donors and by the MFIs themselves as an aid in promoting the
development of MFIs, which can potentially lead to conflicts of interest within the regulatory agency
between promoting and regulating.



BSP. Thefirst isaNational Credit Council (NCC) effort, supported by USAID funding for the
Credit Policy Improvement Program (CPIP) project, to develop a standard chart of accounts for
deposit taking credit cooperatives, which are not regulated by the BSP and in fact are not
effectively regulated at al. Rather than focusing initialy on the thorny issues of who should
regulate these cooperatives and how, the NCC has put together the interested parties (e.g.,
representative cooperatives, their federations, and various government agencies such as BSP,
CDA, LBP, PDIC, DOF, etc.)”® into a technical working group. The group first developed a
chart of accounts and then the accompanying definitions and manuals, which have now been
approved by these interested parties. As of the end of 2001, a set of proposed performance
indicators were in fina draft form awaiting approval ly these same parties. The next step
would, of course, be implementation, which would likely begin with a sample of leading credit
cooperatives that have participated actively in the development process™* Even earlier, USAID
aso funded a project to develop performance standards for MFIs, but this project has not
progressed as far, perhaps in large part because it did not begin with the essentia first step of
agreeing on a standard chart of accounts with standard definitions.

What Does Taking Deposits Fromthe General Public Really Mean?

The meaning of taking deposits from the general public must be carefully defined.
Compensating balances, that is, deposits that are required to be maintained against loans, are
not deposits from the genera public because these deposits do not represent any risk to the
depositors (who are still net debtors to the ingtitution) or to he financia system in generdl.
However, in many economies, including the Philippines and possibly some of the Latin
American economies referred to earlier, MFls are reported to take deposits from borrowers in
excess of amounts borrowed and aso sometimes to take deposits from non-borrowers. In such
cases, it is clear that the laws and regulations against non-regulated financial institutions taking
deposits from the genera public are being violated, so that the issues become the more practical
ones of how to detect such activities and what penaties should be imposed. Making the
activities of MFls transparent through standardized accounting and timely, accurate reporting,
as mentioned above and elaborated later in this paper, should make detection straightforward.
Available penalties should be sufficient to deter continuation, including ultimately the threat of
liquidation, and also to deter other MFIs from following the same path.

The concept of the genera public must aso be carefully defined. In particular, whether
depositors at credit cooperatives are members of the genera public or not is a thorny issue that
needs to be dealt with a some length. Among other things, it depends on whether the credit
cooperative is closed (affinity based) or open (community based), the ease of becoming a
member, and the size of the credit cooperative (what degree of internal surveillance can
reasonably be expected). It can also extend to the way that share capita is defined and whether
it can be withdrawn (or borrowed against) so easily that it effectively becomes a deposit
substitute.” The complexities of finding appropriate definitions for the various aspects of credit
cooperdtives that are pertinent for determining an optimal structure for their regulation is
explored in detail in Annex |: The Regulation of Credit Cooperatives in Selected Latin
American Countries: Brazl, Guatemala, Honduras and Peru, with Some General Observations
and Recommendations.

13 CDA isthe Cooperative Development Authority; LBPis the Land Bank of the Philippines; PDIC isthe
Philippine Deposit Insurance Corporation; and DOF is the Department of Finance.

14 As noted later, a similar process of developing standardized accounting for non-deposit-taking MFls
has been carried out in Guatemala and Honduras, the two economies that have traditionally not regulated
non-deposit-taking institutions.

15 MFIs may also attempt to avoid regulation by creating deposit substitutes, but transparency
requirements should be able to reveal and control this.



How Should Regulation Be Carried Out In Practice?

Another issue, which is often lost sight of in focusing on whether non-deposit-taking MFIs
should be regulated, and if so by whom, is the appropriate approach to carrying out regulation
in practice. It is widely observed that private banks have generaly been reluctant to enter the
micro-finance field. However, because of their size relative to MFIs, credit cooperatives and
most other non-bank financia ingtitutions, banks have the potential to dominate the micro-
finance field. In fact, in most countries if banks placed only one or two percent of their loan
portfolios in micro credits, they could easily account for half the market. Some have argued
that the reluctance of bankers is due to their failure to be convinced that micro-finance can be
profitable, or that micro-clients or micro lending techniques are too far removed from
traditional banking. However, it is dso possible that the supervisory approach of regulatory
agencies can dissuade bankers from entering the micro-finance fidd. Clearly, a focus by
regulatory agencies on formal guarantees and audited financial statements in evaluating
loans can make micro lending more risky, as provisons against losses are more likely to be
required for otherwise good micro loans. More generaly, traditional approaches to regulation
are likely to be biased toward requiring risk avoidance and against evaluating the ability of
lenders to manage risks. Moving toward a forma and structured implementation of risk-based
supervision, such as recommended by the new Bade standards, is likely to put an ingtitution's
abilities to manage risks (e.g., to mitigate and offset risks) in a more favorable light and thereby
facilitate the entry of regulated lenders into micro-finance.™

During 1998 and 1999, CPIP carried out a study for the NCC of possible regulatory barriers to
micro-finance in the Philippines, which was published at the beginning of 2000."” The main
finding of this study was that, while BSP requirements for documentation and guarantees for
loans were flexible enough to alow banks to carry out micro-lending, certain wording in the
law and the accompanying BSP circulars, together with the discretion allowed BSP examiners,
made Philippine bankers fearful that micro loans could easily be adversely classified and
provisions required. In fact, bank examiners worldwide have a tendency toward risk avoidance,
and hence to be skeptical about loans without traditional guarantees and documentation, unless
they have been well-schooled in risk-based supervision and its focus on risk management
capabilities including, in particular, mitigating and offsetting risks.

The new Philippine General Banking Law of 2000 (especialy Sections 40, 43 and 44) and its
implementation through Circular 272 of 2001 officialy defines micro loans and thereby
clarifies many of the ambiguities that may have been making bankers hesitant to enter the
micro-lending field. In particular, the circular emphasizes that micro loans are based on cash
flows and are typically unsecured and also makes clear that borrowers financial statements
(including tax returns) are not required for micro loans. Moreover, such loans are exempt from
Monetary Board rules on unsecured loans so long as the lender can demonstrate competence in
micro-lending (e.g., policies and procedures in conformity with micro-finance best practices,
measures to ensure loan collection and an adequate monitoring system for loans). The extert to
which the new law and the accompanying circular, as well as other aspects of risk-based
supervision, have been effectively implemented by BSP examiners deserves to be closely
monitored-as well as the ultimate impact of these changes on micro lending by banks.

16 See Thomas Fitzgerald and Robert Vogel, Moving Towards Risk-Based Supervision in Developing
Economies, CAER Il Discussion Paper No. 66, May 2000.

Y Thomas M. Fitzgerald, Feliciano L. Miranda, Jr., David S. Murphy and Gerald C. Schulz, Regulatory
Barriers to Innovative Lending Practices:. Traditional Approaches to Bank Supervision,
NCC/DOF/CPIP, January 2000.



Can Risk-Based Supervison Overcome Other Challenges Facing Micro-Finance
Regulation?

In addition to the obvious challenges to regulating institutions making large numbers of small
loans for which there are neither formal guarantees nor traditional documentation, there are
other challenges. Some of these chalenges are important to meet whether or not risk-based
supervision is effectively implemented. One example aready mentioned is the important
potential benefit from extending the coverage of credit bureaus to all types of lenders and to
loan of al sizes. Another is that micro-finance and its regulation can likely be facilitated by
improving the legal infrastructure and registries for moveable (personal) property mortgages.
The frequent confusion between micro and consumer lending stemming from the similarity of
the loan products (i.e., small loans for short periods of time) also needs to be overcome. This
can be facilitated by understanding that the nature of the cash flows supporting repaymert is
totally different (irregular and uncertain revenues generated by micro-enterprise sales versus
stable and relatively secure salary payments). Regulators must consequently be aert to the
extent to which lenders are in readlity sufficiently focused on understanding cash flows in
evaluating potentia loans and, in particular, the dangers from inappropriately using for micro-
finance credit scoring models designed for consumer lending.

Another mgjor chalenge is that much of micro-finance is rural and consequently takes placein
relatively isolated small towns and villages.*® Doing such lending efficiently requires the ability
to open small offices that may not require the same standards of physical security as large
urban branches, nor have the same times o operation. In the Philippines additional capital is
required for banks to open branches, which varies both by type of bank and by location of the
branch.™ In addition, there are security requirements with respect to illumination, locks, alarm
systems, and cash vaults and their timing devices, as well as the need for other security devices
that may be determined by the bank's security officer. The extent to which such requirements
may add significantly to the fixed costs of establishing a bank branch, and thereby make it
prohibitively costly to establish small branches, is a constraint on rural micro-finance
potentially worth investigating in many economies. Furthermore, in the Philippines bank
branches must be open for at least six hours per day during the five-day banking week, which
may not be consistent with the expected volume of business. Also, to be open on Saturday or
Sunday or before 8:00 am or after 8:00 pm, which may coincide with the needs of potential
rural customers (e.g., due to market days), requires approval of the BSP. Risk-based
supervision, with its focus on the capacity to manage risks, rather than on imposing arbitrary
rules based on risk avoidance, is more likely to have the flexibility to deal with these chalenges
than are traditional approaches to regulation.

Capital adequacy, along with ownership and governance, are also seen to be important issues
for micro-finance regulation. Some argue that the ownership and governance structures
represented by MFIs and credit cooperatives are ideal for reaching micro-finance clients, while
others argue that the structures of these institutions lack the required incentives for efficiency
and sustainability compared to private banks and other for-profit institutions. While risk-based
supervision does not ignore these issues, its orientation is less philosophical and more practical
by focusing on risks and their management.”® Specifically, in the Philippines as in many other

18 See Annex 2: A Banking System under Pressure: Banking Decline in Rural Peru, which shows the
relative fragility of banking in rural areas, as well as the importance of regulated banks compared to other
types of financial institutions in both micro and rural finance.

19 See Annex 3: Types of Banks, Capital Requirements and Branching in the Philippines, which details
capital requirementsin the Philippinesfor various types of banks and their branches.

20 | ike traditional approaches, risk-based supervision covers ownership and governance by considering
the moral character and technical knowledge and professional experience of prospective owners and
high-level managers before granting charters for new banks and other deposit-taking institutions and, for
institutions in operation, is concerned about how owners and managers are performing in fulfilling their
responsihilities.
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countries, there are different types of institutions with different permitted activities and
different capital requirements (e.g., rural banks, thrift banks, commercial banks, etc.). Risk-
based supervision does not ignore possible differences in risk stemming from ownership and
governance arrangements, but rather focuses on the different levels of risk associated with the
various permitted activities and thus on the amount of capital required to cover these risks.
Risk-based supervision thus has the potentia to be both more efficient and more flexible than
traditional approaches as it begins by analyzing the risks associated with permitted activitiesin
order to establish appropriate minimum capital requirements and capital adequacy ratios.

As noted above, in the Philippines additional capita is required when a bank opens a branch,
which varies according to the type of bank and the location (and is zero for smaller types of
banks in less populated locations). Moreover, there is a complex system of minimum capital
requirements for different types of banks and for different locations, in addition to that for
opening new branches, which is explained in detail in Annex 3: Types of Banks, Capital

Requirements and Branching in the Philippines To some extent these differences in minimum
capital requirements are consistent with requiring more capital for permitted banking activities
that are potentialy more risky, as would be recommended by risk-based supervision. However,
these differences appear to be motivated primarily by the desire to give smaller types of banks a
competitive advantage and to create incentives for locating in less populated areas. While these
are certainly worthy objectives, it is not clear if such variations in minimum capital
requirements are the most appropriate way to attempt to achieve these objectives,
especidly if they are not consistent with the capacity to handle risks, as would be emphasized
by the tenets of risk-based supervision. In particular, banks with limited area coverage are more
likely to be exposed to systemic risks arising from the lack of possibilities for adequate
diversification (e.g., taking care not to lend excessively to rice farmers in an area dominated by
rice farming does not avoid the risks stemming from the impact of problemsin rice farming on
the rest of the loca economy). In fact, an important difference between risk-based supervision
and traditional approaches is that the former explicitly incorporates consideration of systemic
risks.

The costs of micro-finance regulation and the adequacy of its financing are other potential
challenges, about which there is relatively little specific evidence available. In the Philippines,
it has often been dtated that the costs to the BSP of regulating rural banks are far out of
proportion to their importance in banking system deposits. However, this is a statement about
the costs of regulating small ingtitutions and not directly about the costs of regulating
institutions with numerous small loans, although the two may largely coincide for Philippine
rural banks, especially due to single borrower loan limits relative to capital that tend to confine
most rural banks to relatively small loans. In the case of the SBS in Peru, with its regulation of
most types of MFIswithin asingle SBS unit, it has been possible to compare the micro-finance
regulatory costs incurred with the revenues received. Payments by MFIs to the SBS for their
regulation totaled US$148,000 in 1999 and US$195,000 in 2000. Costs to the SBS of
regulating MFls were estimated to be US$3,246,000 in 1999 and US$3,022,000 in 2000, so that
there was a deficit for MFI regulation of US$3,098,000 in 1999 and US$2,827,000 in 2000. For
the SBS as a whole, the income received from regulated institutions was US$25.2 million in
1999 and US$25.1 million in 2000. Expenditures were US$22.8 nillion in 1999 and US$27.6
million in 2000, resulting in a surplus for 1999 of US$2.4 million and a deficit of US$2.5
million for 2000, which was covered by surpluses from prior years. It is thus clear that the
regulation of MHs by the SBS is heavily subsidized. The heavy subsidy for the regulation of
MFls may not be sustainable in times of major budgetary pressures and suggests, moreover,
that major changes in the approach to regulation, possibly a movement toward risk-based
supervision, are required for efficiency as well asfor effectiveness.



What I nstitution Should Regulate Micro-Finance?

According to the arguments presented in this paper, there should not be a specific regulatory
agency for micro-finance. Whether micro-finance is regulated or not should depend on whether
or not the ingtitution offering micro-finance takes deposits from the genera public or not. If it is
a deposit taking ingtitution, then it should fal under the regulatory agency for al such
ingtitutions, the BSP in the case of the Philippines, and be regulated according to the best
practices of risk-based supervision as discussed above. The situation is more complex for credit
cooperatives, as already mentioned, depending primarily on the precise nature of the
relationship of depositors to the credit cooperative and, furthermore, on the willingness of
the regulatory agency for deposit-taking institutions to undertake this task given the other
demands on its resources®* Non-deposit-taking MFIs should not be regulated, but, as agued
above, cannot be ignored either.

With respect to improving the regulation of deposit taking credit cooperatives in the
Philippines, the first steps, as already mentioned, have been to v adopt a standard chart of
accounts with standard definitions and manuals for all credit cooperative and then to agree on
performance indicators. The difficult task of categorizing which credit cooperatives take
deposits from the genera public and which take deposits only from a well-defined set of
members still remains®® Moreover, the question currently under consideration must
ultimately be answered: which ingtitution should regulate the categories of credit cooperatives
deemed to take deposits from the general public, noting that for implementation in the
Philippines this will likely require changes in the cooperative law and possibly aso in the
genera banking law, followed by technical assistance for the chosen regulatory ingtitution(s).

The Cooperative Development Authority (CDA), the Fhilippine government entity currently
responsible for the regulation of all types of cooperatives (and for their promotion as well), is
unlikely to be an appropriate candidate to be the regulatory agency for deposit taking credit
cooperatives. By ingtitutional orientation and by the characteristics of its staff, the CDA is
basically too devoted to promation as compared to regulation and too burdened by its
responsibilities for the entire cooperative sector. Moreover, even if the relevant laws were
changed b make the CDA responsible solely for the regulation of deposit-taking credit
cooperdtives, the requirements for technical assistance and staff training would be daunting.
Furthermore, even at the end of a long and costly process, the evidence from such attempts at
reform in other economies suggests that the exercise would not be successful in strengthening
the CDA sufficiently to allow it to regulate deposit taking credit cooperatives effectively. *

What are the redlistic aternatives for the agency to regulate deposit-taking credit cooperatives
in the Philippines? Although the BSP has been adamantly opposed to taking on this
responsibility, perhaps it could be convinced to do so for the largest credit cooperatives that
define their membership requirements so loosely that they are effectively taking deposits from
the general public. The BSP could thereby better position itself to avoid the failures of these
cooperatives—failures that could potentially have significant negative repercussions on the
overall financia system, not just on other credit cooperatives. Another aternative could be to
rely on the Land Bank of the Philippines (LBP) to become the regulatory agency for deposit

21 Bank regulatory agencies can also be significantly constrained by whatever approach to cooperative
regulation may already have developed in the economy, including the tradition in many economies to
have a single government agency that is responsible for all types of cooperatives and for their promotion
aswell astheir regulation.

%2 As mentioned earlier, variations in credit cooperative definitions and operations that are relevant for
determining an optimal structure for their regulation is explored in detail in Annex 1: The Regulation of
Credit Cooperatives in Selected Latin American Countries: Brazil, Guatemala, Honduras and Peru, with
some General Observations and Recommendations.

23 This certainly has been the case for any such efforts undertaken in the Latin American economies
under consideration.



taking credit cooperatives because of its long-standing close relationship to rura credit
cooperatives and its consequent interest in their financia health. However, it must be
recognized that there would be a potential conflict of interest in such an arrangement because
the LBP’s primary objective is to move its funds through these cooperatives to cooperative
members and only secondarily to protect cooperatives financia health. Moreover, in the case
of afailing credit cooperative, the LBP would logically be more interested in recovering the
funds hat it had lent to the cooperative than in protecting the cooperative's depositors. Y et
another aternative would be to create an entirely new regulatory agency, perhaps patterned on
the NCUA in the United States. Finally, there is some support, mainly in the credit cooperative
movements themselves, for self regulation, usudly by the country's credit cooperative
federation or some closdly alied entity, but as yet there are few if any examples of success with
this approach in developing economies.

What Exactly is The Alternative For Non-Deposit-Taking M FIs?

As emphasized earlier, an environment for nor-deposit-taking MFIs should be provided that
encourages the provision of transparent information so that potentiad donors, lenders and
investors can make well-informed market based decisions. As with Philippine credit
cooperatives, the recommended starting point is the chart of accounts required for an
economy’s deposit taking ingtitutions (e.g., banks), adjusted as necessary to international best
practice standards (e.g., Basle or GAAP), and aso taking into account possible smplifications
stemming from the lack of deposit taking and other more complex banking activities in the
typical MFI. Using the standard chart of accounts for an economy’ s banks as the basis for non-
regulated MFIs alows for more effective comparisons among al types of ingtitutions,
economizes on audit costs, alows MFIs to transform themselves more easily into regulated
deposit taking institutions should the desire and the possibility arise, etc. The standard chart of
accounts of course includes standardized definitions as given in detail in the accounting
manual (s) that accompany the chart of accounts”*

A non-regulated MFI wanting to access funds from donors or commercia lenders or investors
would need to report itsfinancia statements to a specific agency that has the responsibility for
collecting and disseminating such information. While this could be the bank regulatory agency,
the BSP in the case of the Philippines, this would probably not be the best option because the
bank regulatory agency is likely already overburdened. Moreover, this might give the incorrect
impression that MFIs are being regulated and not simply being transparent. In fact, tie
Microfinance Council has dready been declared to be the preferred candidate to be the
Philippine ingtitution responsible for the collection and dissemination of uniform and
transparent information on non-regulated MFIs, and possibly for other non-deposit-taking
indtitutions as well. Failure of an MFI to make timely and accurate reports available could be
disciplined by having the agency responsible for receiving these reports (e.g., the Microfinance
Council) report this fact to the agency responsible for issuing the MFI's license or permit to
operate, with the recommendation that this license or permit be revoked. Another option would
be to follow a more market based approach and simply have the Microfinance Council
report to any party requesting information that the required information had not been made
available by the MFI.

%4 |n both Guatemala and Honduras, which traditionally have not regulated institutions that do not take
deposits, USAID-funded projects are promoting the adoption and implementation of standardized
accounting for MFIs. It is interesting to note that implementation is proceeding more rapidly in
Guatemala where added incentives for implementation have been created by linking the new accounting
to MIS and IT support for participating MFIs. Adoption and implementation have been slower in
Honduras, even though standardized accounting based on what is required for the banking system is
required for MFIs under the new Honduran law.



Externa audits by qualified auditors could aso contribute to the transparency of nonregulated
MFIs, but it would need to be determined if these should be required or voluntary (possibly
differentiated according to the size of the MFIs kecause of cost, even after the introduction of
standardized accounting). Regulatory agencies typically provide alist of approved auditors, but
for MFIs in the Philippines the BSP might find it convenient to do this in conjunction with the
Microfinance Council. Moreover, to be as efficient and effective as possible, auditors would
need to be familiar with microfinance, which can be facilitated through the use of micro-
finance audit manuals that have recently been developed by CGAP (the Consultative Group to
Assist the Poorest, located at the World Bank). These micro-finance audit manuas might also
be used to develop a standard scope of work for the external audits of non-regulated MFIs, as
such MFls may not always be “educated consumers’ of externa audit services.

Ratings by risk-rating agencies might also help to enhance the transparency of non-regulated
MFIs and the role of markets in providing discipline. Currently USAID, CGAP and the Inter-
American Development Bank are supporting the use of private risk-rating agencies by MFIsin
various economies.” In the Philippines, ratings by approved risk-rating agencies could be
required for non-regulated MFIs, or they could be voluntary, relying on market discipline in the
latter case. The Microfinance Council might itself evolve into such a rating agency. The
Microfinance Council might also expand to provide comparable data on credit cooperatives
(and on rura banks and thrift banks with the cooperation of the BSP) in order to facilitate
comparisons among al the main providers of microfinance services. In any case, the
promation of transparency would not be expected to substitute for “due diligence” efforts by
funding agencies, whether donors or private lenders or investors.

Credit bureaus (either in the narrow sense of a database or in a broader sense that includes an
evaluation or rating function)*® can provide an important means for reducing the information
costs involved in granting loans?” Credit bureaus can be particularly useful in the case of
small-scale borrowers where obtaining information directly from potential borrowers is likely
to be especialy costly relative to loan size. Moreover, when such potential borrowers (and their
lenders) operate in the informa (unregulated) sector where guarantees and formd
documentation are largely unavailable, the potential usefulness of other forms and sources of
information is increased further. However, there is another reason to promote al-encompassing
credit bureaus that may be even more important because it afects the entire financial system
and not just the efficiency and effectiveness of MFIs. As mentioned early in this paper, there
can be important feedbacks between regulated deposit-taking financia ingtitutions and
unregulated MFIs when borrowers access loans from both types of sources. Indeed, the failure
to take the importance of this into account in Bolivia (clearly the leading Latin American
country in micro-finance and its regulation) and to have debtor databases that included both

%5 In Peru, risk-ratings by approved risk-rating agencies are required for banks and certain other regulated
institutions. However, while this requirement has greatly expanded the market for risk-rating agencies, it
appears to have led to afocus on the banking sector and possibly to the neglect of the MFI market.

26 |t is important to clarify the difference between a credit bureau and a “Central de Riesgos” Whereasa
credit bureau often provides some evaluation of borrowers, a Central de Riesgosis simply a database to
which creditors supply information and from which entities allowed access to the database can obtain
information on the outstanding debts and repayment histories of the debtors covered by the Central de
Riesgos. A Central de Riesgos may be either government or privately owned, but in most Latin
American countries they are within the central bank or the superintendency of banks. Participation may
include just regulated financial intermediaries or all types of lenders, reporting may be either compulsory
or voluntary, coverage may include just loans above a certain size or all loans, and may be all loans or
only loans with repayment problems. As far as access, it may be limited just to participating institutions
or anyone may request information on a particular potential borrower, and fees may be charged for

Eartici pation and/or according to requests for information.

" See Annex 4: The Development of Credit Bureaus in Peru, which emphasizes the key elements that
have made Peru's credit bureaus probably the most advanced in Latin America if not among all

developing economies.
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types of lenders, left the regulatory agency there unable to foresee a major element in the
Bolivian financial crisis that has spread across both MFIs and banks.

To be as useful as possible, information in credit bureau databases needs to cover the total

exposures of potertial borrowers, that is, to include loans of all sizes from all types of lenders,
regulated or not, to include loans without problems as well as those with repayment problems
and, in so far as possible, to cover other types of financia obligations (e.g., guarantees for
others, trade credit, utility bills, tax obligations, etc.). Given adequate computerized information
systems, which are now widely available, and that timeliness and accuracy of reporting can be
assured, there are no significant technical constraints to including obligations of al sizes no
matter how numerous. However, there has been resistance in many Latin American countries to
mixing regulated and non-regulated lenders in the same database, based ostensibly on an

interpretation of the so-called “secreto bancario” as applying to loans as well as deposits (in
spite of the original intent of banking secrecy to provide protection for depositors).

It has been even more problematic in some economies to include all loans, good as well as bad,
in the credit bureau database. Lenders have no reason to fear sharing information on bad
borrowers, but providing information on the outstanding loans of good borrowers to the
database can be inhibited by lack of confidence in the security of the database, specifically the
fear that credit bureau employees could be bribed to supply information on good borrowers to
competing lenders.”® Thus, the effectiveness of a credit bureau is more limited by coverage, and
especialy by the need to adopt palicies that promote credibility, and hence participation, than
by any technical constraints. A poor rura area of Guatemala provides striking evidence of this,
as a group of MFIs using simple computer software set up a private credit database that has
come to encompass virtually all lenders and all types of debt because of the credibility that the
founding group was able to establish.

Main Conclusions and Recommendations

Although ingtitutional redlities may vary widely from economy to economy, there are
nonetheless some guiding principles that can be widely applicable. From the basic precepts of
prudentia regulation it is aready clear that MFls that do not take deposits from the genera
public should not be formaly regulated by the superintendency for banks and similar
institutions. However, it may not aways be easy to define deposits from the genera public,
specifically in the case of credit cooperatives that ostensibly take deposits only from members
but where in reality members can often include anyone from the general public. In fact, care
must be taken not only in categorizing credit cooperatives but aso in selecting an appropriate
regulatory ingtitution, if necessary, given that there is no recognized "best practice," or even a
consensus, to recommend for implementation worldwide.

In carrying out regulation and supervision, traditional practices appear to be biased toward risk
avoidance and hence against micro-finance. In addition, because good MFIs have very large
numbers of very small loans, traditional practices that rely on reviewing significant proportions
of loan portfolios tend to be costly. Rather than turning to specialized supervision for MFIs,
which is likely to increase fragmentation in financial markets, a more thoroughgoing adoption
of risk-based supervision, as recommended by the Basle standards, would seem to be a more
promising approach. In addition, risk-based supervision is more likely to deal flexibly with the
establishment and operation of small branches, essential for significant outreach of nicro-
finance into rural areas. At the same time, it is more likely to be sendtive to the potentialy
greater importance of systemic risks in rural areas where adequate diversification can be
difficult. Moreover, in focusing on risks and the capacity to manage them, riskbased

28 Those requesting information from a credit bureau database are supposed to supply the name(s) of the
potential borrower(s) for whom they want information and not to request lists of unnamed borrowers and
their outstanding loans.
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supervision can relate capital requirements to the risks of permitted activities rather than to
potentially arbitrary standards.

The aternative proposed for MFIs that do not take deposits is transparency so that potentia
funding agencies, public or private, loca or international, can make their ovn decisions based
on accurate, timely and comparable information. Transparency, however, is easer said than
achieved, as implementation requires standardized accounting consistent with what is
required for regulated institutions and complemented by appropriate performance indicators.
Increasing transparency can aso require support to strengthen financial infrastructure,
including better auditing services and perhaps rating agencies. Especidly important can be
credit bureaus that reduce the information costs of micro lending, while also protecting

regulated institutions from non-transparent over-lending by institutions, including MFls, that
are not regulated.



Annex 1

The Regulation of Credit Cooperativesin Selected Latin American Economies:
Brazil, Guatemala, Hondur as and Peru, with Some General Observations and
Recommendations

The issues of whether credit cooperatives take deposits fom the genera public or only froma
restricted group of members and, for those that do take deposits from the generd public, what
could be the most appropriate approach to regulation, are not unique to one particular economy.
In fact, these issues seem to confront credit cooperatives and government policymakers in
economies around the world and have become more pressing in recent years with the increasing
role that credit cooperatives can play in the field of micro-finance. This annex focuses on the
credit cooperative movements in four Latin American economies and the current status of
regulatory efforts in each one. Brazil, Guatemala and Honduras are discussed briefly, while
Peru is analyzed in much greater detail because donor agencies and government policymakers
are currently involved in a mgor effort to sort out many of the regulatory issues. The annex
concludes with some observations and recommendations on the characteristics of credit
cooperatives that should be given priority when making decisions about their regulation.
Brazil®

In Brazil credit cooperatives are only permitted to exist in the “closed’ form, that is, they must
be affinity based, which means that al members must have the same employer. The
Superintendency Department of the Central Bank estimates that there are 1,200 to 1,300 credit
cooperatives in Brazil. As of mid-2001, their total assets amounted to about US$2 billion,
perhaps 1 percent of the assets of Brazilian banks. All credit cooperatives are required to use a
standard chart of accounts, to have externa audits and to send figures regularly to the
Superintendency, which then deals with credit cooperatives through off-site supervision. If the
figures sent appear problematic, the credit cooperative is summoned to appear before the
Superintendency to explain the situation firsthand in greater detail. If members complain about
the operations of their credit cooperative, the problem is referred to the “central” of credit
cooperatives in that region for investigation. Formerly the Superintendency worked in
conjunction with these "centrals' to carry out regulatory functions, which included the regional
“central” visiting affiliated credit cooperatives at least twice per year.

Under the congtraint that only affinity-based credit cooperatives are legaly allowed to exigt, it
is understandable why Brazilian credit cooperatives have contributed little to improving access
to financial services for micro-enterprises or in genera for individuals of modest means.
Because membership of any Brazilian credit cooperative is limited to employees of a specific
entity, self-employed micro-entrepreneurs are by definition excluded from membership in
credit cooperatives, although micro-enterprises may be financed indirectly by family members
who are employed by entities served by credit cooperatives. Furthermore, the existence of even
1,200 or 1,300 credit cooperatives provides no technical basis for the expansion of Brazil's
credit cooperative system to include “open” or community-based credit cooperatives.
Specifically, the skills required for extending credit to the employees of an enterprise are
rudimentary, even more basic than consumer lending in general, as dl that a loan officer need
do is verify the sdlary and employment status of the credit cooperative member, together with
the ability to deduct loan payments from the member's salary. Lending to members of an open
or community-based credit cooperative requires far more sophisticated technical skills, whether
or not the member happens to be a micro-entrepreneur. Consequently, a more broadly based

29 Taken primarily from Robert C. Vogel, "Brazil's Micro Finance Institutions; Regulatory Environment
and Institutional Performance," paper prepared for the World Bank, February 2002.



credit cooperative system filling an important gap in access to financia services in Brazil could
not be expected to emerge quickly even if current regulations were relaxed.

By definition, closed or affinity-based credit cooperatives cannot take deposits from the genera
public and thus would not fall into the category of financial institutions that generally would be
subject to prudentia regulation. The way such regulation is carried out in Brazil in practice
suggests that the Superintendency is aware of the problematic aspects of the responsibility that
it has undertaken with respect to credit cooperatives. To economize on the resources that could
be required for full-scale regulation of such alarge number of small institutions, supervision is
al off-site, with credit cooperatives in fact coming to the Superintendency to dea with any
problems identified. Furthermore, a standard chart of accounts and external audits are required
to promote transparency, which further reduces the burden on the Superintendency. It should
aso be noted that the Superintendency has abandoned the practice of delegating supervision
partialy to the centrals in the region.* At the same time, it has continued to delegate member
complaints to these centrals to avoid being drawn into responsibilities of that type. Nonetheless,
officially regulating credit cooperatives, rather than smply having them report, can make the
Superintendency responsible in some sense to those owed money in case of a credit cooperative
failure.

Guatemala and Honduras**

The credit cooperative movements in both Guatemala and Honduras suffered through difficult
timesin the 1970s and into the 1980s. In Guatemala, there wascivil unrest for many years with
serious negative implications for credit cooperatives, especially those in rural areas with
significant indigenous populations. In Honduras, the problems were more within the credit
cooperative movement itself, as the management of the federation used externa funding from
donors to manipulate individual credit cooperatives and thereby maintain control for its own
benefit. For smilar reasons in both economies, the situation was also characterized by alack of
effective credit cooperative regulation. In both Guatemala and Honduras, there was a single
government agency responsible for the development and regulation of the overall cooperative
sector, but given the specialized technical nature of financia intermediation carried out by
credit cooperatives and the inherent conflict between regulatory and developmental objectives,
the responsible agency could not fulfill its obligations. Moreover, in both economies the
regulatory agency for the banking sector was totally unwilling to take on the responsibility for
regulating credit cooperatives.

Efforts began in the mid-1980s to rehabilitate the credit cooperative systems in both economies,
with financial support from the United States Agency for International Development (USAID)
and with the technical collaboration of the World Council of Credit Unions (WOCCU). The
approaches were different in the two economies, as the Honduras project focused on
strengthening individual credit cooperatives and reforming the federation through the efforts of
the credit cooperatives that had been successfully rehahilitated, while the Guatemala project
focused on strengthening the federation and, through the federation, the individual credit
cooperatives. While both projects were highly successful in strengthening the federation and a
significant number of individual credit cooperatives, the result in Guatemala was a relatively
centralized, top-down system, while in Honduras the individual credit cooperatives that had
been successfully rehabilitated shared leadership with the federation management. Nonetheless,
little progress was made on the regulatory side, as efforts to strengthen the government agency

30 Delegation to such bodies has typically performed poorly in Latin American countries, not only
because such bodies usually lack adequate resources and expertise to carry out the supervisory function
effectively but also because they suffer from a basic conflict of nterest in that they are supposed to
promote credit cooperatives while regulating them at the same time.

31 Information has been taken primarily from work by IMCC and by the author on USAID-funded
projects in Guatemala and Honduras.



responsible for credit cooperative regulation in each economy proved totally unsuccessful.
Resources provided to these agencies failed to strengthen their regulatory capacities, while
legal changes were not forthcoming in either country to refocus the cooperative agency on the
credit cooperative system (rather than cooperatives in general) and on regulation rather than
promotion and development. However, the credit cooperative federations in both economies
have implemented standard forms of accounts with standard definitions and performance
indicators for affiliated credit cooperatives that should ultimately make whatever option is
selected with respect to regulation more effective and efficient.

Unable to rehabilitate the government agency responsible for cooperatives and unable to
persuade the regulatory agency for banks that it should also attend to the regulatory needs of
credit cooperatives, the credit cooperative leadership in both economies decided that the only
option was to create their own regulatory agency. This effort was initiated first in Honduras
through the creation of a private regulatory agency with voluntary participation. The main
problem was that the regulatory agency was owned by the credit cooperatives to be regulated
and had no legal means to discipline credit cooperatives that did not live up to regulatory
standards beyond adverse publicity. In addition, some of the directors of the regulatory agency
did not come from the most financially sound credit cooperatives. The Guatemalan regulatory
agency is also private and a creation of the credit cooperative federation, but was initiated more
recently so that it chances for success are less clear at this point. Nonetheless, it has three
potential advantages. (1) it was begun as a rating agency so that collecting and providing
trangparent information, rather than imposing penalties, is its primary mandate; (2) it has strong
financial and technical support from CGAP and aso from WOCCU, neither of which was
actively involved in the Honduran effort; and (3) the Guatemalan federation has much greater
power over its affiliated credit cooperatives, especialy because it controls a credit cooperative
liquidity fund and a network through which the better (participating) credit cooperatives can
clear inter-system financial transactions.

Per u*?

Credit cooperatives are divided into two groups according to the current law governing the
Peruvian financia system, those that take deposits from the general public and those that take
deposits only from members. Cooperatives that take deposits from the genera public are
regulated under this law, but in fact there are none as no credit cooperative has opted to state
that it takes deposits from the genera public, presumably to avoid the regulation that would be
involved. Those that take deposits only from members are under the purview of the cooperative
law and, consequently, are regulated by FENACREP (the Credit Cooperative Federation) under
delegation from the SBS (Superintendency of Banks and Insurance). Because an “open” credit
cooperative (one that is not affinity-based) can make it very easy for anyone to become a
member, any individual from the general public can readily become a member of such a credit
cooperative, and hence a depositor. Based of this fact, current law notwithstanding, some of the
more aggressive Peruvian credit cooperatives, three in particular, have become as large as small
banks. This blurring of the line between “deposits from the genera public” and “deposits not
from the general public,” is at the heart of the need to reform how credit cooperative regulation
is structured in Peru.

32 | nformation taken prinarily from Thomas Fitzgerald and Robert Vogel, “Proposed Framework for the
Regulation and Supervision of Micro-Finance Institutions in Peru,” paper prepared for the Inter
American Development Bank, December 2001; and Felipe Morris, “Diagnostic and Recommendations
Regarding the Regulation and Supervision of Savings and Credit Cooperatives in Peru,” paper prepared
for the Inter-American Development Bank, May 2001.
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Table 1 provides a breakdown of Peru's 193 credit cooperatives by type of cooperative and by
type of loan, according to loan amounts outstanding. ** As of mid 2000, there were 70 credit
cooperatives not taking deposits, and another 67 small “open’ credit cooperatives (assets less
than US$0.9 million) that together accounted for less than 10 percent of the total value of loans
outstanding for the system. Both these categories of credit cooperatives are oriented heavily
toward consumer lending, as are the 15 medium size “open’ credit cooperatives (assets
between US$0.9 and US$5.7 million) and the nine affinity-based credit cooperatives connected
with the military. These two latter categories together accounted for slightly more than 20
percent of the total value of loans outstanding from the system. By far the most important
category is the three large “open’ credit cooperatives, accounting for more than 40 percent of
the total value of loans outstanding and responsible for the overall predominance of commercial
loans in credit cooperative portfolios. The last category, the 29 affinity-based credit
cooperatives with deposits, account for dightly less than 30 percent of the total value of loans
outstanding from the system, and these are the second most important commercial lenders after
the large open credit cooperatives.®

Table 1: Loans by Credit Cooperative Type and Loan Type (30 June 2000)
(amountsin thousands of US$)

Credit Non-Deposit Deposit Taking Total
Cooperative Type Taking
Affinity | Large | Medium | Small |Military
Based

No. of Credit 0| 2| 3 5| 6| 9| 1w
Cooper atives

Loan Type

Commercial 655 | 18,021 |57,577 5667 | 2132 84,051
SM E 50 1,496 2449 816 136 4,948
M ortgage 101 7,220 | 2,538 764 243 10,866
Consumption 7015 | 19,055 | 7456 | 12,632 | 3445 | 13212 62,816
Total 7820 | 45792 |67571 | 21512 | 6,636 | 13,348 | 162,681

Source: FENACREP

For Peruvian credit cooperatives, overdue loans have risen from 4 percent in 1995 to over 10
percent in the years since 1997. However, the overdue loan situation has worsened even more
for the Peruvian banking system, athough the credit cooperative figures may not be entirely
accurate since, as detailed below, effective supervision is lacking under FENACREP. Overdue
loans are lowest for affinity based credit cooperatives, are somewhat higher for large “oper’
credit cooperatives, substantially higher for medium size “open” credit cooperatives, and by far
the highest of al for small “open” credit cooperatives. The three largest credit cooperatives
have a much higher average loan size, US$3,486, compared to the small cooperatives with an
average size loan of only about US$100. Likewise, the average deposit is US$4,801 compared
to US$50. This reinforces the point that the three largest credit cooperatives are in fact more

33 Commercial and micro loans represent 55 percent of overall credit cooperative loan portfolios, while
consumer loans are 38 percent and housing loans are 7 percent. This lending pattern is heavily weighted
toward micro and small business finance compared to credit cooperatives in most other Latin American
countries. Another important aspect of the Peruvian credit cooperative system is its high concentration,
asonly three credit cooperatives account for 78 percent of deposits and 53 percent of loans.

3% The importance of commercia loans in the portfolios of affinity-based credit cooperatives, where
members would be expected to have salaried employment, suggests that other members of members
immediate families may have micro or small businesses that are financed indirectly through these credit
cooperative loans. The difficulty of distinguishing between commercial and consumer loans is important
to note, together with the twin difficulty that, within the househol d-enterprise unit, micro-enterprise loans
may support consumption, and vice verse, given the fungibility of money and credit.
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like small banks and thus need serious regulation like any deposit-taking entity. *> Nonetheless,
the smaller “open” credit cooperatives are more in need of attention given their problematic
loan portfolios, but with the simultaneous need to recognize the disproportionately high costs of
supervising al these small institutions or even requiring them to have externa audits. Most
obvious is the lack of a need to regulate affinity-based credit cooperatives heavily, given the
effective common bond among members and thus the ease of obtaining pertinent information
for lending and collecting loan payments, which is clearly reflected in the low overdue rates for
loans from such credit cooperatives.

Until 1992 Peruvian credit cooperatives were covered by the LGC (General Law for

Cooperatives) and regulated by INCOOP (Nationa Institute for Cooperatives), which was
located in Lima and which regulated only the credit cooperatives in Lima. Regulation was poor
with no site visits, and information was deemed unreliable since there were few accountants, no
standard form of accounts and no requirements for internal or externa auditing. In addition,
INCOOP was supposed to regulate 4,500 cooperatives of al types, and it delegated regulation
outside of Limato “regiona INCOOPs” that depended on the state governments. INCOOP was
liquidated by government decree in 1992, a year of crisisin Peru, and responsibility for credit
cooperative supervision passed to the SBS. The LGSFS (General Law for the Financia

System), passed in 1996, is now the basic law that covers credit cooperatives that take deposits
from the general public (see article 282), but, as explained above, no credit cooperatives have
opted to state that they take deposits from the genera public. Supervision of credit cooperatives
not taking deposits from the general public was delegated to FENACREP® in 1993 by
government decree, which was updated in 1996. by the LGSFS, with SBS Resolution No.

0540-99 now covering the regulation of credit cooperatives that do not take deposits from the
genera public. In spite of these refinements, a number of discrepancies remain between the
LGC and the LGSFS, and in particular credit cooperatives that do not officially take deposits
from the public do not need a license from either the SBS or FENACREP, but, according to the
LGC, smply to be inscribed in the public registry.

FENACREP has neither the human nor the financia resources to undertake credit cooperative
supervison effectively. Moreover, even with adequate funding and human resource
development, FENACREP would not be an appropriate regulatory entity for credit cooperatives
because of the inherent conflict between regulating and promoting. Not only is FENACREP
charged with promoting the development of the credit cooperative system, but is also owned
and effectively controlled (at least to a significant extent) by the affiliated credit cooperatives
that it is expected to regulate.

With respect to human resources, FENACREP has only 16 employees, of whom six are
dedicated to supervision. One senior person (formerly at the SBS) and two young economists
work in the area of control (off-site supervision). In the area of inspections (on-site supervision)
there are three accountants, with the lead position vacant. The area of control was only created
in 1996 and, with only three staff, cannot randle information from 193 credit cooperatives,
especialy since it has no standardized approach, and lacks an effective manual. Moreover,
much of the information submitted is said to be incomplete and of poor quality. FENACREP
requires the seventy largest credit cooperatives, comprising 95 percent of system assets, to
submit external audits annually, but it is not clear if thisisin fact enforced. About 40 on-site
inspections are carried out per year, with afocus on the three largest credit cooperatives and 26
others, which are seen to have serious problems and represent 12 percent of system assets. In
the case of on-site ingpections, there appears to be an adequate manual derived from the one
used by the SBS, but it is in need of updating.

% The three largest credit cooperatives also reportedly make loans to non-members, another reason to
subject them to bank-like regulation.

% FENACREP was founded in 1959 and officially recognized in 1965 under resolution No. 264 of
INCOORP. Currently it has 134 affiliatesand supervises 193 credit cooperatives.
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Under its arrangement with the SBS, for its regulation activities FENACREP is to charge
between 0.58 and 2.0 per thousand of assets, with a minimum charge of US$142 per credit
cooperative. Projected revenues for the year 2000 were US$372,000, of which about
US$330,000 was to come from fees for regulation, which is consistent with FENACREP’s
arrangement with the SBS. FENACREP's expenditures for 2000 were projected to be
US$385,000, the magjority for salaries, but were not broken down according to activities such as
regulation. This would have resulted in a small deficit, but as of the end of August 2000
revenues, exceeded projections, and expenditures were lower, leaving a surplus rather than a
deficit. Before drawing any conclusions about the costs of credit cooperative regulation and the
adequacy of its financing, it is useful to compare this with the costs incurred by the SBS in
regulating MFIs. As stated in the body of the paper, costs to the SBS of regulating MFIs were
estimated to be US$3,246,000 in 1999 and US$3,022,000 in 2000. It is thus clear that the
amount spent by FENACREP on regulating credit cooperatives must be totally inadequate.
FENACREP is spending less than US$400,000 per year to supervise 193 credit cooperatives,
while the SBS spends over US$3 miillion to supervise a far smaller number of MFIs, which
have approximately the same amount of assetsin total as the 193 credit cooperatives.

Some General Observations and Recommendations

Perceived problems of ownership and governance in credit cooperatives, especialy the failure
of members to participate actively or even to be informed about the affairs of their credit
cooperatives, are often cited as their most important weakness®’ In the present anaysis the
basic starting point is the definition of capital and especially the operational aspects of different
types of capital. First, ingtitutional capital, which consists (at least in hedthy credit
cooperatives) mainly in retained “earnings” plus various reserve accounts built up for special
purposes, needs to be separated from share capital that has been contributed by, and effectively
belongs to, individual members. Ingtitutional capital is available for the speciad purposes
indicated and, more importantly, to cover losses that might occur in bad years. It would only be
distributed among members (after satisfying prior claims) if the credit cooperative were to be
liquidated. On the other hand, the share capital that an individual member has contributed can
be withdrawn when that member leaves the credit cooperative. Since credit cooperatives,
especialy those with financial problems, typically make it difficult (or at least time consuming)
for a member to resign and to withdraw contributed share capital, members wanting to resign
often resort to taking “Pautomatic loans,” which normally can be disbursed in just one day and
can be up to 90 percent of a member's share capital. The purpose of automatic loans is, of
course, to give liquidity to members share capital, which is rightly seen as a highly attractive
attribute of share capital, and not to circumvent transparency by allowing members to resign
effectively without resigning officially through the designated procedures.

The analysis of credit cooperative capital has two important implications for regulatory
purposes. First, unless it is made impossible for credit cooperative members to withdraw their
share capital expeditiously (undesirable because of the importance of liquidity and of the right
to disassociate that comes with the right to associate), it is only institutional capital that stands
fully behind the obligations of the credit cooperative and thus can be counted fully for fulfilling
minimum capital requirements and capital adequacy ratios. Second, because members share
capital can be made effectively asliquid as deposits, an arbitrary regulatory distinction between
credit cooperatives that operate with member deposits and those that operate only with share
capita will likely be no more effective in dealing with highly aggressive credit cooperatives

37 Many experts concerned about the state of credit cooperative regulation in Latin America have also
focused on perceived ownership and governance problems. The view here on possible inherent
weaknesses in credit cooperative ownership and governance is more agnostic, based in part on the fact
that private for-profit banks have likewise failed in significant numbers, typically imposing losses that
are far greater than those imposed by failing credit cooperatives.
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than the distinction between taking deposits only from members and taking deposits from the
general public. Given the ability to blur the distinction not only between deposits from
members and deposits from the genera public, but also between deposits and share capital,
some reliance has to be placed on the concept of a*“club” whereby freely associating members
are expected to know and police each other effectively (aided, of course, by a government's
commitment to deal with fraud) in order for credit cooperatives to be distinguished effectively
from banks. Otherwise, if al credit cooperatives, even the smallet, are treated as if they were
deposit-taking banks, and thereby required to comply with what is required for even the
simplest category of bank, small groups of individuals of modest means will be thwarted in
their efforts to join together to help each other, and related innovations in the delivery of
financial services will likewise be thwarted.

Because of the importance of effectively taking deposits from the genera public in determining
the appropriate regulatory category, differentiating “open” or “community based’ credit
cooperatives from “closed” or “affinity-based’ credit cooperatives is essential. By their nature,
the latter cannot take deposits from the general public and thus would never fal into the
category of being regulated like banks. Moreover, the management of risk is entirely different,
such that “closed” or “affinity-based’ credit cooperatives can be given much greater leeway.*®
Lending limited to employees of a single enterprise, given that the enterprise itself does not
have serious economic problems, requires little more than verifying employment status and
prospects and having arrangements that permit loan payments to be taken out of saaries. In
effect, it is consumer lending with highly simplified credit scoring models rather than lending to
micro-entrepreneurs with variable and uncertain incomes.

Credit cooperative size—in number of members, in assets and in branches—becomes important
not only because of the more likely presence of club-type relationships in smaller groups but
also because of costs. The costs of just maintaining accounting records according to even a
smplified version of the form of accounts required for regulated financia intermediaries could
be unredisticaly high for credit cooperatives that are very small. Such requirements could
effectively stop the initiation of new credit cooperatives, especialy if it is true, as supposed,
that credit cooperatives can (even should) emerge from the voluntary cooperation of individuals
of modest means. To this must be added the costs of external audits and then the costs of
supervision itself, divided somehow between the regulatory agency and the regulated
ingtitution. To balance the goa of openness (to permit cooperation and innovation) with the
importance of protecting depositors and especially the stability of the financia system, size
must clearly be taken into account. It would be both uneconomical and repressive to regulate
credit cooperatives that do not have branches and have only a small number of members and a
small amount of assets.

The basic recommendations are that, for regulatory purposes and after taking into account the
way membership is defined (affinity based or open) and the way shares and deposits are
defined, size should be an important factor in putting a credit cooperative into one of three
groups:

Larger, open, deposit taking credit cooperatives with flexible membership requirements
that alow the genera public effectively to be depositors and that exceed a certain size
would be regulated, basicaly like banks.

% |n Peru, as shown above, affinity-based credit cooperatives are the category with the lowest
proportions of loan amounts overdue.



All affinity-based credit cooperatives and some intermediate range of open credit
cooperatives (depending on size, flexibility of membership requirements and
characterigtics of deposits and shares) would be required to report their financia
statements, using standardized accounting and supported by externa audits as deemed
appropriate.

The very smallest credit cooperatives would receive no regulatory attention unless
membership requirements and share and deposit characteristics were defined in ways that
effectively alowed the general public to be depositors.
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Annex 2

A Banking System under Pressure: Banking Decline in Rural Peru

The Peruvian banking system, which includes finance companies and leasing companies as
well as banks, has been on a downward trend since at least the end of 1999.%° From a high of
US$15,084 million in total loans outstanding at the end of 1999, that figure fell to only
US$13,428 million as of the end of March 2002. This almost exactly parallels the behavior over
the same period of commercial credits, by far the largest component of bank lending, but the
smaller categories have behaved quite differently. Mortgage loans for housing have remained
highly stable, ranging from a low of US$1,039 million at the end of 2000 to a high of US$1,076
million as of the end of March 2002, a maximum variation of less than 4 percent, compared to
the decline of over 11 percent for both commercial credits and total loans outstanding.
Consumer credits have also declined sharply over the period, from US$1,109 million at the end
of 1999 to US$933 million as of the end of March 2002, a decline of more than 15 percent. On
the other hand, micro-enterprise credits have risen from US$223 million at the end of 1999 to
US$315 million as of the end of March 2002. While in percentage terms, this is a gain of more
than 25 percent, it does not fully offset the decline in consumer lending.*

ASBANC s statistics also show a marked deterioration in loan portfolio quality, with a major
increase in loans classified as loss as well as an increase in doubtful loans, although the
amounts classified as deficient and needing special attention actually declined somewhat. The
most notable trend was not, however, in the deterioration in the quality of bank loan portfolios
but rather in the withdrawal of banking activities from rural areas. While bank deposits in Lima
were largely stable from the end of 1998 through March 2002, reaching a low of US$10,239
million at the end of 2000 and a high of US$10,976 million at the end of 2001, deposits in
provinces outside metropolitan Lima fell steadily from US$2,119 million at the end of 1998 to
US$1,751 million by March 2002, a decline of more than 15 percent. Even more pronounced
has been the fall in loans outstanding in the provinces outside metropolitan Lima, from
US$2,71 1 million at the end of 1998 to US$1,391 million by March 2002, a decline of almost
50 percent from the initial level, such that the provinces have become net suppliers of funds
(deposits minus loans). On the other hand, loans outstanding in metropolitan Lima fell from
US$11,310 million at the end of 1998 to US$9,145 million by March 2002, a decline of less
than 20 percent. Moreover, the declines in deposits and loans outside of Lima were widespread,
affecting even the provinces with substantial banking activity (e.g., Arequipa, Ancash, Ica, La
Libertad, Lambayeque and Piura). Clearly, overall banking activity outside metropolitan Lima,
not just agricultural credit, is matter of concern, and the decline in rural banking has not been
offset by non-bank financial institutions, as shown below.

The importance of the decline in banking activity outside of the Lima metropolitan area is
emphasized when banks are compared with other financial institutions.*' For example, as of
September 2001, total loans outstanding from banks amounted to US$10,587 million, as
compared with US$212 million for Cajas Municipales, US$64 million for Cajas Rurales, and
US$41 million for EDPYMEs. While banks accounted for over 88 percent of total loans
outstanding, the institutions mentioned above accounted for less than 3 percent, while the other
two categories of financial institutions (finance companies and leasing companies) accounted
for the remainder, just under 9 percent. Moreover, the amount of bank loans outstanding just
for micro-enterprises amounted to US$273 million, plus another US$777 million for

% Figures provided by the Asociacion de Bancos del Peru (ASBANC).
* In many economies there is considerable overlap between consumer and micro-enterprise lending, due
not only to the way financial institutions may categorize their loans for reporting purposes but also to the
fungibility between household and enterprise receipts and expenditures.

*l See ASBANC, Boletin Financiero y Economico, September 2001.
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consumption, making it clear that banks account for at least half of the lending to finance
micro-enterprise activities. Turning to agricultural lending, as of October 2001, bank loans
made for agriculture amounted to US$373 million, plus another US$33 million from leasing
and finance companies, with Cajas Municipales, Cajas Rurales and EDPYMEs together
contributing US$48 million, or just under 11 percent.*” Unless there were a true revolution in
lending by non-bank financial institutions private banks will continue to provide the majority of
formal financing for agriculture, as well as being a major player in micro-enterprise finance.

* See ASBANC, “El Sector Agropecuario a Octubre 2001.”
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Annex 3

Types of Banks, Capital Requirements and Branching in the Philippines

In the Philippines, all commercial banks can offer all normal types of deposit accounts
(savings, time, demand, etc.) and various types of loans and credits, as well as common trust
funds, with a minimum capital requirement of 2.8 billion pesos (US$56 million). Expanded
commercial banks, with minimum capital of 5.4 billion pesos (US$108 million), can
additionally offer investment banking services, and all commercial banks can also offer foreign
currency deposits and derivative products with BSP approval. The various types of thrift banks
(savings and mortgage banks, stock savings and loan associations, and development banks) can
offer savings and time deposits, loans and credits of various types, and common trust funds, but
demand deposits and foreign currency deposits are subject to a minimum asset size and BSP
approval. In addition, certain types of thrift banks can also act as collection agents and
correspondents and can offer certain specialized services such as the issuance and trading of
mortgages.

An important difference between commercial banks and thrift banks is that minimum capital
for thrift banks is determined by location rather than by activity, with 400 million pesos (US$8
million) required for Metro Manila, but only 64 million pesos (US$1.28 million) elsewhere. For
rural banks, the main difference again pertains to the minimum capital required according to
bank location, with 32 million pesos (US$640,000) required for Metro Manila, 16 million pesos
(US$320,000) for the next two largest cities (Cebu and Davao), and a range from 8 million
pesos (US$160,000) to 3.2 million pesos (US$64,000) for smaller cities and municipalities,
depending on size. Permitted activities are similar to those for thrift banks, with savings and
time deposits allowed for all rural banks, but demand deposits requiring a minimum asset size
and BSP approval. In addition, rural banks are permitted to offer loans and credits and
correspondent services and to be collection agents, depositories for government funds, and
estate trustees.

Most other rules imposed by the BSP are essentially the same for all types of banks. Most
importantly, the minimum ratio of capital to assets of 10 percent is the same for all. Similarly,
loan provisioning requirements and loan to deposit ratios are the same for all types of banks.
While ceilings on loans to related parties and on loan amounts outstanding to any given
individual or entity are essentially the same for all types of banks, the implications are quite
different. Specifically, a single borrower limit of 25 percent of unimpaired capital applies to all
types of banks, but this has very different implications for the sizes of clients that can
effectively be served according to the amount of capital required. This of course is clearly
recognized by the BSP in the way that it identifies the type of clientele that each type of bank is
expected to serve. In particular, micro-finance is seen to be the province of thrift banks and
especially rural banks. This is consistent with the lower minimum capital requirements, and
hence likely lower maximum loan sizes, for thrift banks outside of Metro Manila and for rural
banks in all locations, but especially those in smaller cities and municipalities.

Nonetheless it is not clear if the substantial differences in minimum capital requirements
correctly reflect the risk management responsibilities implied by the permitted types of
activities. Furthermore, the differentiation in minimum capital requirements provides strong
incentives for thrift and rural banks to locate and establish their branches in smaller cities and
municipalities in general, and outside Metro Manila in particular. While this is undoubtedly
what is intended by the BSP and by Philippine government policy in general, it is unclear if this
is the best way to provide such incentives given the implications for the capacity to handle risk.
An important topic for further analysis could thus be the implications for the risks and risk
management capacities of minimum capital requirements that are strongly differentiated by
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location, as seen from the perspective of risk-based supervision in particular. At the same time,
it would be necessary to analyze what alternative incentive structures could be used to promote
banks to locate in smaller cities and municipalities and especially outside Metro Manila if this
continues to be BSP and government policy.

As mentioned above, additional capital is required to establish bank branches, and this also
varies by type of bank and by location. For commercial banks, the amount is 20 million pesos
(US$400,000) in the National Capital Region and Cebu and Davao, and 10 million pesos
(US$200,000) elsewhere. While these amounts are small relative to the minimum capital
requirements for commercial banks, they would clearly make it unattractive to open small
branches to serve micro-entrepreneurs and other low income individuals. For thrift banks, the
additional capital to open a branch ranges from 10 million pesos (US$200,000) in the National
Capital Region and Cebu and Davao, to 5 million pesos (US$100,000) in smaller cities and
larger municipalities, to 3 million pesos (US$60,000) in medium-sized municipalities, to
nothing in the smaller municipalities. For rural banks, it is 5 million pesos (US$100,000) in the
National Capital Region, 2.5 million pesos (US$50,000) in Cebu and Davao, and between 1.25
and 0.5 million pesos (US$ 25,000 to US$ 10,000) for all but the smaller municipalities, where
it is again nothing. As in the graduated minimum capital requirements, these structures are
clearly designed to favor smaller banks and the opening of branches in less urban locations.
Nonetheless, these additional capital requirements do raise the cost of opening branches in
almost all locations and have little or nothing to do with the level of risk or the ability to handle
risks. It would thus seem worthwhile to reconsider the advisability of these capital requirements
relative to other measures to encourage banks to open branches in less urban areas and to give a
competitive advantage to smaller types of banks.
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Annex 4

The Development of Credit Bureaus in Peru®

In Peru, the regulatory agency for banks and insurance (SBS) operates a credit database
(Central de Riesgos) to which all regulated institutions are required to supply information on all
loans. In addition, there are two private credit bureaus in Peru that supplement this
information with information reported to them by lenders of all types, non-regulated as well
as regulated, with coverage also including other types of a creditors (e.g., suppliers of
electricity, water and telephone services, members of the Lima Chamber of Commerce, credit
card processors, pension funds, etc.) and even tax payments. By 1997 there were three private
credit bureaus, but recently Riesgo Cero, the first private credit bureau established, could no
longer compete profitably and closed. Of the two remaining credit bureaus, INFOCORP,
owned 51 percent by Equifax and 49 percent by Banco de Credito and Banco Wiese, has come
to dominate CERTICOM, which is owned jointly by several other banks.

Three aspects have been especially important in the development of credit bureaus in Peru,
which have set that economy apart from most of the rest of Latin America. The first is the
broad coverage of the SBS credit bureau, including non-bank institutions such as Cajas
Municipales, Cajas Rurales and EDPYMESs, as well as financieras, and including all loans and
not just delinquent loans.** The second, supported by technical assistance from the Inter-
American Development Bank, was the extension of SBS credit bureau coverage in 1998 to
loans of all sizes, from the initial coverage of only loans greater than US$4,500. The third has
been the ability of private credit bureaus to acquire information from the SBS credit bureau and
to mingle this information with information from non-regulated institutions (something limited
by the so-called “secreto bancario” in many other Latin American economies).

The Consortium of Private Organizations to Promote the Development of Small and Micro
Enterprises (COPEME), an organization supported by the United States Agency for
International Development (USAID), has also been helpful in promoting the expansion of
credit bureau coverage. Specifically, COPEME has an arrangement with INFOCORP, now by
far the dominant private credit bureau, under which INFOCORP provides access to its credit
information to COPEME's affiliates at a discounted price.

In return, COPEME’s affiliates are expected to supply information to INFOCORP, so that
INFOCORP can expand its coverage to include non-regulated NGOs that engage in micro-
lending. Nonetheless, the extension of INFOCORP’s coverage has been limited by a lack of
disciplined reporting (e.g., timely and consistent) by non-regulated institutions (also including
the “semi-regulated” credit cooperatives), as well as by resistance to reporting all debtors, good
as well as bad. Even in the case of COPEME’s affiliates reporting may not be entirely
satisfactory, perhaps due to a lack of specific incentives.*

3 Based on J.E. Austin Associates, “Case Studies of Selected Credit Bureaus in Several Latin American
Countries” (Peru, pp. 815), October 2001, and “Risk Mitigation as a Cost-Effective MicroFinance
Strategy: Case Study of the IDB-Peru Global Micro-Enterprise Credit Program” (pp. 6.16), March 2000;
interviews with Julio Best Morla and Alfonso Higueras Suarez, respectively, Gerente General and Sub-
Gerente of INFOCORP, and work by the author in other Latin American countries.

* Cajas Municipales are savings and loan institutions owned by local governments; Cajas Rurales are
privately owned saving and loan institutions located in rural areas; EDPYMEs are micro-finance NGOs
that are regulated; and financieras are finance companies that typically specialize in consumer credit.

* Credit bureaus in some economies limit access to information to those institutions supplying
information, or at least offer these institutions a discounted price on requests for information.
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The success of private credit bureaus in Peru is best illustrated by current figures for he
dominant credit bureau (with 80 percent of the market) INFOCORP. Specifically, INFOCORP
has more than six million records on firms and individuals and processes more than 400,000
requests for information each month. Nonetheless, INFOCORP also reports certain constraints
that hinder its operations. One is delays at the SBS credit bureau in receiving, processing and
providing information, but INFOCORP has overcome this in part by soliciting information
directly from the major regulated institutions, especially banks. Another is that most non-
regulated entities provide information only on bad debtors; in fact, only the water company
reports good payers as well as bad ones. Also, as mentioned above, many unregulated entities
such as micro-credit NGOs and credit cooperatives report only sporadically and/or do not
provide information in a consistent format.

The failure of certain types of institutions to appreciate the potential usefulness of credit bureau
information is further reflected in requests for information from INFOCORP. EDPYMEs and
micro-credit NGOs, mainly located in Lima, are major users of INFOCORP information,
making 4,000-8,000 inquiries per month. Outside of Lima, Cajas Municipales are the main
users (over 2,000 inquires per month), with Cajas Rurales making only about 1,500 requests
per month, and credit cooperatives only a few hundred.

Lower participation outside Lima partly reflects the different mix of regulated and non-
regulated entities outside Lima, as compared to within Lima, plus the fact that the less complete
the coverage, the lower the value of credit bureau information for all potential users.
INFOCORP also reports that economies of scale are an important factor constraining its efforts
outside Lima, as a special effort to expand coverage in Arequipa did not yield profitable results
and was discontinued. It is thus important to identify whether the predominant barrier in rural
areas is economies of scale hindering credit bureau profitability or the preponderance of non-
regulated institutions with their lower rates of participation and lack of timeliness and
consistency in reporting. If lack of economies of scale is predominant, then subsidizing start-
ups in areas outside Lima might be helpful, whereas if inadequate participation by non-regulate
institutions is more important, then incentives to improve the quality of participation could be
more effective. *°

46 Sometimes, however, rural areas can take the lead. For example, in a rural area of Guatemala a group
of MFSIs, using simple computer software, set up a credit database that has come to encompass virtually
all lenders and types of debt because of the credibility that the founding group was able to establish.
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I ntroduction

Advances in technology, the ability of money to move around the globe at the speed of light,
innovative products and services, interrelations among economies, and a larger participation by
developing economies have made the world of finance a far more complex place. Adding to
this the liberalization that has occurred across the economic and financial spectrum in amost
every part of the world raises a number of important questions, three of which are addressed in
this paper:

Are government regulatory institutions, especially those in developing economies, keeping
up with the pace of change?

Where does micro-finance, an innovation of specia interest for development because of its
promise of expanded access to financial services for the poor, fit into the regulatory
scheme?

Can current regulatory techniques detect less-obvious risks-such as the foreign exchange
risks that precipitated the recent crisis in Asa—that have become part of the new financial
world?

The answer to the first question is “no”: government regulatory institutions, in most cases, are
not keeping up with the rapid pace of change. At one end of the spectrum, exotic activities
involving derivatives and hedge funds often require sophisticated approaches to assess risks
and potential rewards. These approaches are beyond the capabilities of most bank examiners
and usually require the talents of specialists. The answer to the second question lies at the other
end of the spectrum. There is much debate but little consensus about where micro-finance fits
into the regulatory scheme. Many regulators view micro-finance as a relatively unsophisticated
area of finance, but in redlity it requires considerable competence to practice and to supervise.
The answer to the third question is, unfortunately, now well-known. Current regulatory
techniques were not effective in detecting the risks associated with the foreign exchange
inflows and the accompanying lending in foreign exchange that led to the recent economic
problemsin Asiaand Latin America.



There is no doubt that aternatives to traditional forms of banking supervision need to be
considered and, as economies develop and improve their supervisory capabilities, they will
need to define the types of supervision that they want to practice. Traditional forms of
supervision are important regulatory tools but have some severe limitations. In particular, they
are labor intensive and narrow in focus, as they look at many transactions to assess the
condition of individual financia ingtitutions at a point in time. Although traditiona forms of
supervision will undoubtedly remain important tools in the repertoire of regulators approaches
to supervision, more dynamic approaches to supervison will be needed as financia systems
become more liberalized and developed. These approaches must be able to address not only the
current condition of ndividual banks but aso their likely future performance, including their
managements' ability to dea with risks caused by the economic environment over which they
may have little or no control. Since banking systems usually reflect the economic environments
in which they operate, regulators need to be able to trandate economic information into
potential risk factors for the banking system (systemic risks). Risk-based supervision addresses
these issues.

The objective of prudential regulation and supervision is a banking system that is safe and
sound. This objective could be largely achieved by having banks hold only assets with as little
risk as possible (e.g., only short-term government debt), but this would defeat another objective
of the financial system to provide financia services to facilitate economic efficiency and
growth, and to spread the benefits of growth as widely as possible, especially through
appropriate lending policies and practices. Risk-based supervision, practiced rigoroudly, can
promote safety and soundness while aso opening possibilities for innovation in order to
facilitate the widest availability of financial services. For example, risk-based supervision treats
mitigating risks and offsetting risks as valid approaches to risk management, whereas
traditional forms of supervision tend to be biased in favor of risk-avoidance and hence against
innovative products and services for new types of clients.

This paper provides insights regarding differences between traditional supervision and risk-
based supervision, and suggests that risk-based supervision has a role in the supervision of
financia indtitutions across the entire financial spectrum in developed as well as developing
economies. Currently, outside the United States, there is no uniform approach to risk-based
supervision. This paper was written in part to promote consistency in approaches and to add
discipline to the subject by providing background information and outlining the basic elements
that are at the heart of risk-based supervision. Thisis not a highly technical paper designed for
bank supervisory personnel, but rather for policymakers interested in seeing improvements in
regulatory effectiveness. Nonetheless, it attempts to be rigorous in explaining as precisely as
possible in arelatively brief paper the key elements of risk-based supervision. It is well known
that risk management is a crucial element of banking, and hence of banking supervision, but
this paper goes on to recognize that, to be effective, risk-based supervison must embody
certain basic elements. As the paper will show, risk-based supervision is not smply a matter of
looking in some general way at the more obvious risks of banking.

The first part of this paper discusses and compares the characteristics and merits of traditional
forms of supervision and risk-based supervision in their ability to achieve the objectives of
safety and soundness on one hand and wider access to financial services on the other. The
remainder of the paper looks at the riskiness d bank lending in two specific areas and the
ability of supervision to detect this riskiness, and the resulting implications for access to credit.
In the first case, the identification of problems like those that led to the Asian financial crisis
shows that what appears to be low risk lending may not in fact be so low risk and that excessive
lending can occur; i.e., there can be too much access to credit, the risks of which may not be
detected by traditiona approaches to banking supervison. In the second case, recent
innovations have developed new techniques for lending at low cost and low risk to potential
small-scale clients, but these clients may nonetheless be denied access to credit if traditional
approaches to banking supervision are applied.
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A Brief Comparison of Traditional Supervision and Risk-Based Supervision

At the risk of oversmplifying the differences in approaches to supervision, traditional
supervision focuses more on quantifying problems and minimizing risks in individual financial
ingtitutions, while risk-based supervision focuses more on the quality of risk-management
systems and the recognition of systemic risks to the banking system caused by the economic
environment.

The results of traditional supervision and risk-based supervision can vary greatly. Traditional

supervison often results in quantifying problems, correcting symptoms of problems, and
instructing banks to avoid risks that seem too high. Risk-based supervision assesses the quality
of risk-management practices, addresses causes of problems, and makes recommendations that
give banks options on how to minimize the adverse consequences of risk-taking. One of the
options might be to allow banks to take the risks and experience the losses associated with the
risks so long as barks charge interest and fees that more than offset the losses and thus yield a
profit. The traditional approach tends to limit a bank's ability to serve the economic
community's needs by limiting the risks a bank can take, whereas risk-based supervision alows
banks to take risks so long as the banks demonstrate the ability to manage and price for risks.

Risk-based supervision thereby alows banks to meet more of their economic community's
needs. Traditional supervision tends to apply a cookie- cutter approach to supervision in which
al banks are treated alike, often at the lowest common denominator. Risk-based supervision
treats banks differently depending on each bank's demonstrated ability to manage risks. It does
not pendize well-managed banks by making them operate under standards designed to keep

weak, poorly managed banks solvent.

This paper does not suggest replacing traditional supervision with risk-based supervision in al
instances. There are appropriate places for each approach. When bank supervisors are dealing
with ingtitutions that are known, or thought, to have serious problems that may threaten
solvency, there is then a need to quantify problems, which can best be accomplished using
traditional foams of supervision. Traditional supervision pgrovides a snapshot of an institution's
condition at a point in time. It is transaction-oriented and usually more labor intensive than
risk-based supervision, thereby straining the scarce resources of most regulators. However, the
worse the condition of a financial institution, the greater the need to quantify problems with
precision. In healthy banks, where the likelihood of failure is not an issue, there is less need to
quantify problems with great precision.

Risk-based supervision assigns the highest priority to areas of highest risk. Management of
those areas is evaluated, along with systems designed to optimize income while managing risk
and minimizing the adverse consequences of risk-taking. Transactions are tested to the extent
necessary to validate he competence of management and the integrity of systems. It is
important to evaluate the stability of management and systems in order to gain confidence that
a bank will continue to operate in a safe and sound manner between supervisory inspections.

Historical Background: The Originsof Risk-Based Supervision

Banks are, by definition, in the business of taking and managing risk. For centuries bankers
have assessed and managed risk intuitively, without the benefit of a forma and generaly
accepted framework or common terminology. For as long as there have been bank regulators,
they too have assessed risk without the benefit of a forma framework and common
terminology. This was possible because of the narrow scope of products and services offered by
banks.

No longer is it sufficient to understand just the primary risks associated with a product or
service. Secondary risks and obscure risks have accounted for significant losses in recent years.
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It can readily be observed that traditional methods for looking at risk are being strained and are
often inadequate in today's environment.

On 28 February 1979, in a statement before the U.S. Senate Committee on Banking, Housing,
and Urban Affairs, Comptroller of the Currency John G. Heimann announced the creation o
the Multinational Banking Division within the Office of the Comptroller of the Currency. In
that statement he announced in part “We are particularly proud of two fundamental innovations
in our office’'s approach to bank examinations. We believe that our new examination
procedures, which emphasize a qudlitative review of a bank’s condition and management and
rely heavily on the Nationa Bank Surveillance Systemra computer-based data and ratio-
analysis system represents an important advance in the state of the art.” The adoption of the
“new examination procedures’ was referred to as the top-down approach to supervision, while
the more traditional (transaction analysis) approach was referred to as the bottom-up approach.
Comptroller Heimann went on to say “An equally fundamental departure is our creation of a
Multinational Banking Division, which will supervise our largest and most complex banking
ingtitutions. The establishment of what is, in effect, a new region for the regulation and
supervision of the multinationals recognizes the redlity that these entities are fundamentally
different from the great mgjority of the institutions which we examine and supervise....”

Because of the complexities and unique characteristics of multinational banks, one of the first
responsibilities of the Multinational Banking Division was to develop new and more dynamic
approaches to supervision. Two options were considered: develop individua examination
procedures, tailored to the specific needs of each multinational bank, which would have been
prohibitively time-consuming and would have required constant updating; or develop a
supervisory framework that provides a consistent approach to all banks and, at the same time, is
flexible enough to adjust to the many differences among lanks and among the myriad of
products, services, and activities banks provide. The latter prevailed.

After several months of assessing then current practices, a meeting with senior bank examiners
was held in San Francisco on 27 February 1980, to discuss new approaches to examining and
supervising multinational banks. At that meeting it was decided that examiners should relate
the results of examinations to risk exposure, specifically those risks that can have the most
adverse impact on capital, liquidity, and compliance with laws, and to the potential effects that
risks have on the future of the institution under examination. It was also decided at that meeting
that examinations would focus on areas of highest risks. So began the road towards risk-based
supervision.

During the mid- to late 1980s, the devel opment of risk-based supervision was interrupted by the
faillure of hundreds of banks and thrift institutions in the United States. The Office of the
Comptroller of the Currency and other regulators spent most of their resources guantifying
problems in troubled institutions. Although regulators did not formally practice risk-based
supervision at that time, elements of risk-based supervision were blended with traditional
supervision. Regulators focused resources on ingtitutions known to present the greatest risk to
the financial system. Since the greatest risks were credit risks, large numbers of individual
loans were reviewed in order to quantify problems and evauate the adequacy of loanloss
reserves and capital. Traditional approaches were appropriate in these situations because it was
aready known that risks were high and that management and management systems were
strained and, in many cases, inadequate.

After the debacle in the banking and thrift industries that occurred during the 1980s, regulators
had a much greater appreciation of the importance of understanding systemic risks and the
effects of the economic environment on individual institutions and banking systems as a whole.
Moreover, as financial institutions returned to health, the importance of evaluating how well
they are managed and the adequacy of their risk-management systems was also more fully
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appreciated. Risk-based supervision thus re-emerged and by 1994 became the preferred
approach to supervision.

The work that started in the early 1980s to address problems associated with examining large,
complex banks has resulted in what is today commonly referred to as risk-based supervision. In
seeking a common approach to examining a group of widely diversified banks, the foundation
was laid for developing a common approach to supervision that can be adapted to highly
diverse banking systems. Just as risk-based supervision overcame the need to develop different
approaches to examining large banks with different organizational structures and different
approaches to delivering products and services, risk-based supervision also overcomes the need
to develop different supervisory approaches for different types of financial institutions.

Four Recent Contributions That Enhance Banking Supervision

In recent years four advances have occurred that enhance banking supervision in general and
risk-based supervision in particular. The first two are associated with the Bank for International
Settlements in Basle, Switzerland: the Bade Capital Accord, and the Core Principles for
Effective Banking Supervision, promulgated in September 1997 by the Base Committee on
Banking Supervison. The others are the CAMEL (Capital, Asset Quality, Management,
Earnings, and Liquidity) bank rating system and the redlization that collateral based lending is
not necessarily low risk lending.

The Bade Capitad Accord provides a more consistent approach to capita adequacy
requirements by introducing a uniform set of international standards. The Core Principles for
Effective Banking Supervision, promulgated by the Basle Committee on Banking Supervision,
set out the minimum standards that are considered necessary for effective supervision. Several
of the principles embrace risk-based supervision and encapsulate the concepts developed at the
Office of the Comptroller of the Currency over the past twenty years. However, because the
Core Principles is a brief document and covers a variety of topics, it cannot fully explain the
key differences between risk-based supervision and traditional regulatory practices or provide a
systematic explanation of al the basic elements that would enable a regulatory agency to
implement risk-based supervision.

The CAMEL rating system for financial institutions has come into wide use in recent years and
is generally considered to be an important tool for banking supervision. It is used to record the
results of supervisory activities, but its use does not depend on a specific approach to banking
supervision. Collateral based lending has traditionally been perceived by many bankers to be
low risk, and many supervisors in developing economies rely heavily on the existence of

collateral to be able classify bank loans as low risk. As discussed below, however, collateral

based lending can have some unintended results.

The Bade Capital Accord

The Badle Capital Accord of July 1988 and subsequent amendments set out internationally
agreed- on standards for determining capital adequacy. The Accord of 1988 defines what
congtitutes capital and assigns weights to various categories of assets and off-balance-sheet
activities. Its primary benefits are that:

capital adequacy is evaluated from economy to economy using common measurements;
weightings are assigned based on perceived risks (e.g., the perception that little or no
capital is required to support low risk, highly liquid assets, while more capitd is required to
support the same amount of higher-risk, less liquid commercial loans); and risks to capital
are counted for capital adequacy purposes whether they appear on or off the balance sheet.
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Prior to the Basle Accord there was no uniform approach among economies for determining
capital adequacy. Most economies used what is commonly referred to as the capital leverage
ratio. This ratio measures the amount in the capital account relative to total assets. Each
regulator determined what could be included as capital (such as common stock, the types of
preferred stock, reserves, etc.) and the minimum amount of capital that was acceptable. This
approach to determining capital adequacy did not differentiate according to the quality and
liquidity of assets. Therefore, when regulators required banks to decrease their leverage ratios,
many banks smply reduced the amount of highly liquid, high-quality, low yielding assets on
their books. This improved the capital ratio but did not reduce the risks to capital and had the
adverse effect of reducing liquidity. At the same time, banks also sought to improve their
leverage ratios by shrinking their balance sheets in other ways. They started sdlling risk assets
and engaging in activities that involved risks that did not appear on their books. By assigning
different risk weights to assets, the Basle Accord removes the disincentive to carry large
amounts of high-quality, highly liquid assets on the books, so that liquidity can be improved
without adding stress to the capital base. The Basle Accord also captures categories of risk that
are present but do not show on balance sheets.*’

Core Principles for Effective Banking Supervision, Promulgated September 1997 by the
Basle Committee on Banking Supervision

The Central Bank Governors of the G10 countries have endorsed the Core Principles for
Effective Banking Supervision, including a Compendium.*® The document states in part: "The
Bade Core Principles comprise twenty-five basic Principles that need to be in place for a
supervisory system to be effective. The Principles relate to:

Preconditions for effective banking supervision Principle 1
Licensing and structure Principles2to 5
Prudential regulation and requirements Principles 6 to 15
Methods of ongoing banking supervision Principles 16 to 20
Information requirements Principle 21
Formal powers of supervisors Principle 22
Cross-border banking Principles 23 to 25

The document goes on to state that “The Principles are minimum requirements and in many
cases may need to be supplemented by other measures designed to address particular conditions
and risks in the financia systems of individual countries.” The total document, including
appendices, is forty-four pages double spaced and is an excellent document for building the
framework for an effective supervisory system, but it does not go into great detail on any single
subject. Principles 11, 12, and 13 are the most relevant to riskbased supervision.

Principle 11: Barking supervisors must be satisfied that banks have adequate policies
and procedures for identifying, monitoring, and controlling country risk and transfer
risk in their international lending and investment activities, and for maintaining
appropriate reserves against such risks.

" The Basle Accord should not be confused with risk-based supervision. The Basle Accord assigns risk-
weightings to broad categories of assets, but it does not prescribe a particular approach to banking
supervision the way traditional approaches or risk based supervision does. The Basle Committee on
Banking Supervision offers many publicationsthat deal with risksin banking systems.

“8 The Basle Committee al so worked with country authorities not in the G-10 in devel oping the Principles.
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Principle 12: Banking supervisors must be satisfied that banks have in place systems
that accurately measure, monitor, and adequately @ntrol market risks; supervisors
should have powers to impose specific limits and/or a specific capital charge on market
risk exposure, if warranted.

Principle 13: Banking supervisors must be satisfied that banks have in place a
comprehensive risk-management process (including appropriate board and senior
management oversight) to identify, measure, monitor, and control al other materia
risks and, where appropriate, to hold capital against these risks.

The present paper augments these Principles by defining the three dimensions of risk and the
three methods for g the adverse consequences of risk-taking. It also discusses the six categories
of risks that have historically resulted in the overwhelming majority of losses in banking
systems*®

CAMEL Financial Institutions Rating System

CAMEL is the most widely used financia ingtitutions regulatory rating system in the world.
The primary purpose of the CAMEL regulatory rating system is to identify financia ingtitutions
with greater-than-desirable levels of regulatory concern. In addition to the C, A, M, E, and L
component ratings, there is usually an overall summary or composite rating for each ingtitution.
Composite ratings are used to identify institutions of concern, while component ratings isolate
particular aspects of ingtitutions that give rise to concerns. CAMEL in and of itsdf is not
associated with any particular approach to financial institution supervision. It is used to record
the results of awide variety of reviews of financial institutions in loth the formal and informal
sectors.

Much of the world continues to use CAMEL, though in some highly developed countries an
"S' has recently been added to CAMEL, resulting in CAMELS.* The"S' has been added to
capture the dynamics of financial markets that impact the institutions being rated. As financial
instruments such as derivatives become more exotic, and imbedded risks become less obvious,
the risks associated with these and other complex financia instruments need to be reflected in
someway. The"S" also reflects an evauation of stress tests performed to gauge the impact of
market movements, both up and down, and of management's overal ability to manage
exposure. Whereas CAMEL ratings can be assigned using more traditional approaches to
supervison, it would be difficult to assign accurate "S' ratings without using risk-based
supervision.

Implicit in CAMEL ratings is the level of risks in financia ingtitutions. Usually, the higher the
risks in an institution, the more adverse the CAMEL rating. However, CAMEL is not a risk
rating system. CAMEL does not focus on specific risks or actions taken to minimize the
adverse consequences of risk-taking.

“9 Furthermore, the present paper deals primarily with financial risks, and thus there are some important
risks that are not addressed. These are risks that are less financial in nature and, historically, have not
been assigned responsibility for large losses in large numbers of banks. These include risks such as
legal compliance risks and reputation risk and risks associated with strategic planning.

03" stands for Sensitivity to Market Risks.
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There are in fact three ways to minimize the adverse consequences of risk-taking:

avoiding risk involves not taking the risk or putting limits on the amount of risk to be
assumed:;

mitigating risk involves implementing internal controls and risk management practices and
hiring people with greater levels of expertise; and

off-setting risk involves charging higher interest rates and fees for higher levels of risk
and/or higher operating costs.

Regulators and indtitutions usually desire favorable CAMEL ratings, which means to many
regulators lower levels of risk exposure. The easiest way to maintain lower levels of risk isto
use risk avoidance. This stands in contrast to the other two ways of managing risks, which are
mitigating risks and offsetting risks. Risk avoidance requires less skill for bankers and
regulators than taking risks and managing them. Risk avoidance also tends to cause financial
institutions to do two things: limit the scope of products and services offered; and exclude
people at the lower end of the socioeconomic scale. On the other hand, financia ingtitutions
that understand how to manage risk can take greater risks and offer more products and services
to a greater number of customers across the economic spectrum and, at the same time, remain
profitable and maintain satisfactory CAMEL ratings. Regulators who understand how risk is
managed can be more tolerant of institutions with higher risk-profiles accompanied by better
risk-management systems. This has significant consequences for the less advantaged in
societies, who are usualy perceived as higher-risk customers, especidly in the area of loan
products.

In some developing economies, regulators take a critical view of unsecured lending because
they view it as a higher-risk form of lending. Often, when unsecured lending is observed,
adverse CAMEL ratings are assigned. This approach has the effect of restricting the amount of
credit available to small-scale entrepreneurs for whom formal documentation and collaterd is
neither available nor required for an adequate assessment and management of risk. Bankers and
regulators usually take the position that collateralized lending is a less-risky form of lending,
but there are a number of misconceptions regarding collateral-based lending.

Misconceptions about Collateral-Based Lending

There is a widespread perception that collateral-based lending is less risky than unsecured
lending. Such thinking is especialy prominent in developing economies, dthough it is not
limited to them. Collatera-based lending is often used to mask deficiencies in financia
institutions and regulatory agencies. Bankers and regulators who are not skilled credit analysts
and who do not understand loan structuring often feel more comfortable with collateralized
loans. By collateralizing loans, the burden of managing the risk is shifted to the borrower.
Attempts to avoid risks by substituting collateral for sound credit judgment and credit risk
management often lead to problems, as in the agricultural lending crisis in the United States in
the 1980s. The crisis was caused in no small part by the false sense of security that came with
collateral-based lending. Farmers eager to expand their operations bought land at inflated prices
with expectations of lofty farm commodity prices. Both farmers and bankers took comfort in
knowing that real estate provided underlying support for loans. When farm commodity prices
failed to reach lofty expectations, collateral values plummeted to levels consistent with the
income that the land could in fact generate at lower commodity prices. Many farmers and
bankers failed, as the land could not generate sufficient income to repay loans; this was
compounded when farmers and bankers tried to sell the collateral in crowded and depressed
markets.
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In developing economies, much of the lending done is secured by real estate as bankers and
regulators perceive collateralized lending to be the least risky form of lending. Both want to
minimize the risks associated with lending. The perception is that people are afraid of losing
their real estate and will therefore repay their loans. Such thinking can lead to problems. The
worst aspect of collateral lending is that it produces a false sense of security for bankers and
regulators. Because of this false sense of security, some bankers fail to exercise the basic
disciplines that are critical to sound lending and thereby risk doing harm to themselves by
building unsound loan portfolios. Collateral lending can aso be more harmful to borrowers
than not granting them credit in the first place.

Some of the problems caused by having a false sense of security from collateral based lending
are:
Lenders rely on the value of the collateral and do not do a proper analysis of the borrower's
finances.

Because lenders do not do a proper analysis of borrowers finances, which includes
understanding the cash flows of borrowers, loans are not structured properly payments are
not matched to the point in time when borrowers have cash to make payments.

With loans to small, marginal borrowers, loan structuring is especialy important because
borrowers are living on low cash levels. If payments are due before borrowers have cash,
borrowers will be unable to make payments. If payments are due too long after borrowers
have cash, the cash will be diverted to other uses and will not be there when payments are
due.

Efforts to strengthen ndividua loans, by relying on collateral, can result in less obvious and
unintended weaknesses.

What happens when collateral based loans are not structured properly? Often, high
delinquencies result. High delinquencies are troublesome for a number of reasons:

Delinquencies bring into question the creditworthiness of borrowers and will probably
make them appear to be poor credit risks the next time they apply for loans.

Delinquency creates unnecessary stress for borrowers when they are unable to repay.

Delinquency promotes bad habits and poor credit disciplines for borrowers who may be
borrowing for the first time.

Collecting delinquent loans is expensive in terms of time taken from more productive
endeavors.

Ddinquency can cause liquidity problems.

Since most funds for new loans come from the repayment of existing loans, fewer
borrowers can benefit from available funds.

In deposit-taking ingtitutions, depositors may not have timely access to their funds.

Underwriting standards are the criteria used for granting credit, and loan structuring is
matching loan payments with cash flows of borrowers. Failure to do appropriate credit analysis
and loan structuring are two leading causes of loan problems and high delinquencies. There is
nothing wrong with taking real estate as collateral, but it is not always necessary for sound
lending. It should be taken out of an abundance of caution. It should not be relied on as the
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primary support for most loans. It should be viewed as a secondary source of repayment and
should not substitute for sound underwriting decisions and proper structuring. All lending
should be done on a financialy sound basis. This is true regardless of the size of the loan.
Collateralized lending is not by definition less risky and, if not viewed properly, can produce a
false sense of security and lead to poor lending practices™

Differences between Traditional and Risk-Based Supervision

One of the easiest ways to explain the differences between traditional supervision and risk-
based supervision is to use an analogy. Evaluating the health of afinancia institution is similar
to evaluating the health of a person. A person in generally good health goes to a doctor for an
annual physical check-up. The doctor checks the vital signs, checks the functions of vita
organs, checks for ailments that commonly afflict people who are the patient's age and gender,
inquires about his or her lifestyle, eating habits, exercise habits, family history, etc., and makes
a judgment about the health of the patient and about risk factors that may affect the health of
the patient. The doctor usualy will not spend a lot of time and resources running tests for
possible ailments unless there are symptoms, high-risk factors, or other reasons to suspect
specific health problems. On the other hand, if the patient is known or thought to be in poor
hedlth, or at high risk, the doctor will run many more tests in order to assess the health of the
patient. Where health problems are detected, extensive testing will probably be done to evaluate
the extent of the problems, the extent of the harm that has been caused, and the treatment
necessary for healing.

The examination of a financial ingtitution should be similar to the physical examination of a
person. If an ingtitution is thought to be in generally good hedlth, the supervisory approach
taken should differ from that taken if the institution is known or thought to be in poor hedlth, or
a high risk. If an ingtitution is well managed and thought to be in generally good health, arisk-
based approach is appropriate. The vital signs (the adequacy of capital, liquidity, and
compliance with regulations) should be checked, functions of vital organs (performance
indicators for the mgor functions of the indtitution, i.e, the loan portfolio, asset/liability
management, liquidity, earnings, etc.) should be tested, risk factors should be evaluated,
symptoms of problems assessed, and systems and management practices tested. Regulators
should not spend alot of time and resources running tests (doing detailed, transaction oriented
examinations) for possible problems unless there are symptoms, management weaknesses, or
other reasons to suspect problems. The key phrase is "in well managed ingtitutions.” On the
other hand, if an ingtitution is known or thought, to be in poor health or at high risk, a more
traditiona or bottom-up approach would be appropriate. The regulator should do transaction
testing in order to assess the health of the institution. Where problems are detected extensive
reviews should be done to evaluate the extent of the problems, the extent of the harm that has
been caused, and the actions necessary for rehabilitation. Audit activities may even be
necessary to define and quantify problems.

Risk-based supervision saves regulatory resources and promotes a more safe and sound
financial system. It saves resources because it focuses regulatory resources on areas of highest
risk and usually requires substantially less transaction testing. It promotes a more safe and
sound financia system because at the heart of risk-based supervision is an assessment of how
well ingtitutions manage risk. By getting institutions to do a bitter job of managing risks as
opposed to correcting symptoms of problems, as is often the case with traditional supervision,
regulators focus their actions on correcting causes of problems and thereby requiring
improvements in management practices and management systems.

®1 There are certain types of loans for which collateral is the primary source of repayment, such as loans
for inventory and crop loans. For these types of loans, reliance on collateral may be more appropriate.
Proper loan structuring is always appropriate.



Risk-based supervision is a higher form of supervision than others. It is not practiced at the
exclusion of traditional supervision. Like the doctor who detects symptoms or high- risk factors
and prescribes extensive testing to determine the nature and extent of problems, regulators who
find symptoms of problems or high-risk factors and less-than-satisfactory risk- management
practices should do sufficient transaction testing to determine if problems exist and, if so, their
nature, cause, and extent.

Traditional Forms of Supervision

If asked, most banking regulators would say their role is to maintain the safety and soundness
of the banking systems for which they are responsible, for the purpose of promoting economic
activity in the economy where they are located. Safety and soundness are difficult to define
because there are no limits to how safe or sound a financial institution can be, and therefore
they are not easy points from which to start a discussion of banking supervision. It is easier to
start the discussion at the other end of the spectrum. Banks fail for two reasons: either they run
out of capital or they run out of liquidity (or they run out of both). Unsafe and unsound banking
practices are practices that threaten a bank's capital or liquidity. Traditionally, regulators have
used their powers to help banks avoid unsafe and unsound practices. Often this is done by
telling banks to reduce or avoid risks that are perceived as threats to capita or liquidity. It is not
a very sophisticated approach but neither are many of the traditiona methodologies used in
making these determinations.

In many economies that do not practice risk-based supervision, bank examinations are very
closdly tied to accounting and auditing principles. Traditional supervision often fails to account
for the different levels of knowledge and confidence that regulators have regarding the
ingtitutions supervised, and therefore the same procedures and approaches are applied to al
institutions almost equally. These are known as bottom-up examinations. Their primary focus is
on the accuracy of the balance sheet, including loan loss reserves, the income statement, and
the adequacy of traditional internal controls that are primarily designed to prevent fraud. Their
primary objectives are balancing journals, reviewing large numbers of individual transactions
such as loans, and quantifying problems based on the aggregate of transactions reviewed. This
approach has merit for determining the current condition of a financia ingitution and
quantifying current problems but provides little insight into future performance and does not
put the onus of accurate record keeping and problem identification and correction where it
rightfully belongs, which is on management and the directorate. Also, corrective actions are
often directed toward the symptoms of problems rather than the causes of problems.

Transaction reviews quantify problems as opposed to qualifying problems. This may seem like
a subtle nuance—after al, a problem is a problem—but the supervisory reactions to each type
are dramatically different. In cases where problems are quartified, the supervisory response is
usually to take actions that are directed towards reducing the size of the problem. The trouble
with this approach is that it usualy addresses only the symptoms of the problem without
addressing the causes of the problem. Therefore, even after problems seem to be resolved, there
is a high probability that they will return. By contrast, top-down, and risk-based supervision
focus on qualifying problems by identifying system flaws and poor management practices that
cause both current or potentia problems. Where problems are deemed to be significant, the
supervisor may employ transaction analysis to quantify them in order to determine more
precisely to what extent capital and liquidity are at risk and to prescribe appropriate remedies.

Bottom-up supervision requires a great deal of technical knowledge and skill, but is the least-
sophisticated approach to financia institution supervision. It is labor intensive and strains the
resources of most regulatory institutions that employ it. It usually does not differentiate among
high-, medium and low risk activities. Because it often addresses the symptoms of problems
instead of the causes, it frequently leads to remedies that promote reducing risks as opposed to
employing techniques to manage risks better. Reducing risks is a form of avoiding risks that
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has a tendency to reduce the variety and volume of products and services offered to the public.
This includes credit to small-scale borrowers who may be considered less creditworthy
(discussed below in detall).

Bank examiners are not, or should not be, auditors. Examiners should be financial, risk, and
compliance analysts. Assuring the accuracy of bank records is the responsibility of bank
management, and assuring adequate audit coverage is the responsibility of the directorate.
Regulators should use their powers to ensure that bank management and directors fulfill their
respective responsibilities. To do otherwise strains scarce regulatory resources and runs counter
to regulators responsibilities to ensure that the financial institutions for which they are
responsible are properly managed.

Risk-Based Supervision

Risk-based supervision is an enhancement of top-down supervision. Top-down supervision was
developed in the 1970s. It focuses examination resources on an overall financial analysis of the
financia institution under review, and it documents and tests policies, procedures, systems, and
management practices. Unlike the bottom-up approach, transaction testing is done to test
compliance with stated policies, procedures, systems, and practices, not for quantifying each
problem disclosed without regard for significance. When problems are disclosed, corrective
actions are directed toward correcting the causes of the problems, not just the symptoms.

A common analogy used to describe top-down supervision is an assembly process for making
boxes. If one wants to assure that quality boxes are produced, one can either examine every box
produced and correct each individual defect, or one can take random samples of the boxes
produced and, when a problem is identified, determine the cause of the problem and correct it.
Fixing the cause of the problem will help ensure that boxes produced in the future are of high
quality and will eliminate the need to devote resources constantly to correcting defective boxes.

If loan policy in financial ingtitutions sets out certain underwriting criteria, a sample of loans
would be reviewed to determine compliance with the criteria. Those same loans would aso be
tested for credit quality. If problems are identified, they would be defined and actions would be
directed towards correcting the causes for the problems rather than just correcting the problems
found in the individual loan. The problems with the individual loan are usualy just symptoms
of larger problems. If credit quality is determined to be the problem with the sample loans, but
the loans are in compliance with underwriting standards, then changes in underwriting
standards may be appropriate. At this point there is no attempt to quantify problems unless the
examiner suspects that the problems are significant enough to undermine the safety and
soundness of the ingtitution. In the top-down approach, problems are identified and defined,
and the root causes for the problems are addressed. If problems are identified that, in the
opinion of the supervisor, significantly impact the safety and soundness of the ingtitution, then
bottomup examination techniques may be necessary to quantify the problemsin order to assess
the adequacy of capital and liquidity.

Risk-based supervison enhances top-down supervison in three ways. First, it focuses
supervisory resources on the areas of highest risk within individual financia institutions.
Second, it uses a common framework and common terminology, developed specifically for
risk-based supervision, to assess risks and evauate management practices, policies, and
procedures in the context of managing risks; that is, optimizing returns while minimizing the
adverse consequences of risk-taking. Finaly, it incorporates an assessment of management's
ability to deal with risks beyond the control of management, such as systemic risks and risksin
the economic environment in which the financia institution operates.
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Risk-based supervision requires a greater understanding of the ingtitutions being supervised and
of the environment in which they operate. It requires an understanding of the risk profile of the
institution under examination in order to identify areas of greatest risk and therefore deserving
of greatest attention. It requires an understanding of the nature of risks, together with
management's ability to deal with both internal and external risks. Once the areas of greatest
risk have been identified, the examiner reviews the risk-management systems in those areas.

There are the four basic components of a risk-management system that are reviewed to assess
management’ s ability to manage risks:

¢ jdentification of risks;
*  measurement of risks;
e controlling risks; and
* monitoring changes in risk profiles or changes in the corresponding controls.

At the heart of risk-based supervision is evaluating how well financial institutions manage
risks. In order to understand risk-based supervision, one must first understand risk
management. The following section provides an outline of elements that make up risk-
management systems.

Basic Elements of Risk-Management Systems

Risk-based supervison has gained considerable popularity in recent years. It has been
embraced in the Bade Core Principles and promoted by the World Bank and the International
Monetary Fund (MF). Due in part to its newness, there is not yet a consensus on how to
practice risk-based supervision. The three federal banking regulatory agencies in the United
States (the Federal Reserve, the Federal Deposit Insurance Corporation and the Office of the
Comptroller of the Currency) have adopted similar approaches. Other devel oped economies are
in the process of adopting different approaches, according to unpublished drafts reviewed by
one of the authors of this paper. One purpose of formalizing risk-based supervision in the
United States was to develop a common framework and common terminology for practicing
and communicating assessments of risks in the banking system. One of the purposes of this
paper is likewise to increase the consistency of frameworks that are being developed as risk-
based supervision spreads around the world.

The authors believe there are basic elements that should be understood by bankers and banking
supervisors and incorporated in their respective approaches to risk assessment and risk
management. These elements are a modest enhancement of the Basle Core Principles.

1. The six most common risk factors in financial ingtitutions that account for an overwhelming
majority of losses are:

¢ Credit Risk
e Liquidity Risk
¢  Market Risk

e  Operationa Risk

* |nterest Rate Risk



* Foreign Exchange Risk
There are other risks that should be considered by bankers and banking supervisors, such as
legal, reputation, and strategic risks. Although these are important categories of risk to consider
in individual institutions, historically they have not accounted for large losses at a large number
of financia ingtitutions. Inflation risk is reflected in market risk and in nterest rate risk. In
highly inflationary economies, inflation risk may be broken out as a separate category of risk.
Other significant risks peculiar to a particular institution or group of institutions should also be
considered.
2. There are three dimensions of risk:

e Size (Amount) of the Risk

e Duration (Length of Time) of the Risk

* Probability of Adverse Consequences

3. There are three ways to minimize adverse consegquences of risk-taking:
e Avoiding or Placing Limits on Certain Activities (Risks)
* Mitigating Risks
* Offsetting Risks
4. The four components of financia risk management are:
* |dentifying Risk-the categories of risk listed in element 1 above
* Measuring Risks understanding the dimension of risk listed in element 2 above

e Controlling Risks-ways to minimize the adverse consequences listed in element 3
above

* Monitoring Changes in Risks and Controls -developing reporting systems that identify
significant changes in risk profiles or controls of significant products, services, and
activities.

The following is an explanation of the six most common risk factors in financia institutions
that have historically accounted for an overwhelming majority of losses:

Credit Risk. Credit risk is the financia exposure resulting from an institution's dependence on
another party to make or keep it whole. Credit risk usually occurs in assets shown on the
balance sheet, but it can aso appear in off balance sheet accounts as some form of contingent
obligation. It is acquired through actual or implied contractual agreements where an ingtitution's
funds are extended, committed, or otherwise exposed.

Liquidity Risk. Liquidity is traditionally defined as the ability of an institution to meet its
obligations as they come due. This means an ingtitution has the ability to accommodate a
decrease in funding sources (i.e., deposits or borrowings), an increase in assets (i.e., loans or
other commitments), and the ability to pay expenses as they come due.
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Market Risk. Market risk is the potential adverse effect that external market forces can have
on the value of an ingtitution's assets, liabilities, and off-balance-sheet positions in marketable
instruments, commodities, metals, etc. It arises from movements in markets. Inflationary
expectations are usually reflected in market prices. However, in a highly inflationary
environment, inflation risk should be broken out and treated as a separate category of risk.

Operational Risk. Operationa risk is the exposure to loss resulting from the falure of a
manual or automated system to process, produce, or analyze transactions in an accurate, timely,
and secure manner.

Interest Rate Risk. Interest rate risk is the risk to an indtitution's net interest margin. The net
interest margin is the difference between the amount of interest earned on assets (i.e., interest
income from loans and investments) and the amount of interest paid on liabilities (i.e., interest
expenses paid on deposits and borrowings). Interest income less interest expense equals net
interest income or the net interest margin. Interest rate risk is the risk of not having sufficient
interest income (and/or having excessive interest expenses) to maintain a net interest margin
sufficient to pay expenses (salaries, rent, etc.), increase capital, and pay dividends.

Foreign ExchangeRisk. Foreign exchange (FX) risk is the risk associated with doing business
in two or more currencies. FX risk usualy takes two forms. availability and price. FX
availability risk deals with the degree of difficulty of converting one currency into another. This
risk is highest in economies that have established controls to ration foreign currencies. FX price
risk results from adverse changes in values of the foreign currencies in which an ingtitution is
doing business. It may result in a direct loss to an ingdtitution if the ingtitution has to
reprice/revalue its assets and/or liabilities to reflect movements in currency values; or the risk
may be indirect, that is, if a customer of afinancia institution is doing business in two or more
currencies and is adversely affected by currency value fluctuations, the adverse effect of
fluctuations could indirectly affect the financial institution. This can be especialy true if the
financia headth of a customer is affected, and the customer then experiences difficulty in
repaying borrowings.

In order to understand thoroughly the risk profile of atransaction or portfolio of transactions, it
is necessary to assess al three dimensions of each type of risk present. Assessing risk involves
more than just measuring the amount of dollars at risk. The following is an explanation of the
three dimensions of risk:

Size isthe dallar (or other currency) value at risk.

Duration is the length of time for which an ingtitution will be exposed. Usually the greater the
length of time, the greater the probability that circumstances will change. Circumstances may
change for better or worse, so that duration viewed in isolation is neither positive nor negative.

Probability of adverse consequences evaluates the likelihood of circumstances changing in
such a way as to cause an ingtitution not to achieve desired results. For example, if an
institution lends to a financially weak customer, the probability of adverse consequences (loss
or failure to perform as agreed) is greater than lending to a financially strong customer.

Risk management encompasses all of the activities associated with minimizing the adverse
consequences of risk-taking. These activities can be divided into three categories:

= avoiding risks,

=  mitigating risks; and

= offsetting risks.



Understanding what these three categories encompass and the differences among them is at the
heart of risk management. The following is an explanation of the three ways to minimize
adverse consequences of risk-taking:

Risk avoidance is accomplished a number of ways. Policies outline, either directly or by
implication, activities in which an ingtitution will engage and those activities in which it will
not engage. Placing prohibitions or limits on products or services is a way of avoiding risk or
avoiding too much risk in a certain area. Conservative practices, in the absence of policies, are
also a way of avoiding risks. This approach to minimizing the adverse consequences of risk
taking is the most restrictive with respect to products and services offered by financia
institutions and is the most unfriendly to small and margina borrowers.

Mitigating risk encompasses steps taken, within a product or service, to reduce the adverse
consequences of risk-taking. Mitigating risks usualy involves additional direct or indirect
expenses. Mitigating risk is often thought of in the context of internal controls. Without an
accurate risk profile of a product or service, designing corresponding risk-management
techniques and proper risk-management controls is difficult. The cost of steps taken to mitigate
risks should be less than the potential adverse consequences of risk-taking. This is basic
cost/benefit analysis.>

Offsetting risks involves taking risks and a willingness to take the |osses associated with risk--
taking, but charging interest and fees sufficient to cover losses and yield a profit. It may aso
involve using income from other activities to cover losses, as is usualy the case with the
introduction of new products and services.

The following in an explanation of the four components of risk management:

Identifying Risk. In order to manage risks, risks must first be identified. Almast every product
and service offered by financia ingtitutions has a unique risk profile composed of multiple
risks. For example, at least four types of risks are usualy present in most loans. credit risk,
interest rate risk, liquidity risk, and operational risk (see element 1 above for the list of risk
factors).

Measuring Risks. Once the risks associated with a particular activity have been identified, the
next step is to measure the significance of each risk. Each risk should be viewed in terms of its
three dimensions: size, duration, and probability of adverse occurrences (see element 2 above).

Controlling Risks. Once risks have been identified and measured for significance, there are
basicadly three ways to control significant risks, or a least minimize their adverse
consequences. avoiding or placing limits on certain activities/risks, mitigating risks, and/or
offsetting risks (see element 3 above). It is a primary management function to balance expected
rewards against risks and the expenses associated with controlling risks.

Monitoring Risks. It is up to management to establish management information systems
(M19) that accurately identify and measure risks (risk profiles) at the inception of transactions
and activities. It is egually important for management to establish an MIS to monitor
significant changes in risk profiles. A loan payment delinquency report reflecting loans that
are not paying as agreed is one report that indicates possible changes in perceived risk profiles.
Since many financia institutions depend heavily on their net interest margins for survival, an
MIS that reflects the impact of changes in interest rate risk is very important. In general,
monitoring risks means devel oping reporting systems that identify adverse changes in the risk

%2 Often the terms "mitigating risks' and "offsetting risks" are used interchangeably. They are not
interchangeable, asshould be clear from the discussion in the text.
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profiles of significant products, services, and activities and monitoring changes in controls that
have been put in place to minimize adverse consequences.

Good risk management is not an expense to be minimized; it is not even revenue-neutrd; it isa
revenue enhancement tool and therefore a capital enhancement tool. Good risk management
allows an institution to operate with a high level of precison. Too much risk with too few
controls results in loss. Too many controls and limits, given the corresponding risks, result in
loss by incurring unproductive and unnecessary expenses and by foregoing opportunities.
Understanding the risk profiles of products and services, and balancing them with actions
taken to reduce the adverse consequences of risk-taking, alows an institution to optimize
revenues and maximize the use of capital.

There will come a time when financia institution executives will expect their managers to
develop accurate risk profiles for the products and services for which they are responsible.
These risk profiles will reflect the multiple facets of risks discussed in this paper. They will
also reflect the actions taken to avoid, mitigate, and/or offset risks, and will factor in the
rewards expected to be gained. As a result, bank executives as well as regulators will be in a
better position to assess the balance among risks, costs, and rewards and their impact on
capital and liquidity.

Comparing Traditional and Risk-Based Supervision in Two Cases

The first part of this paper has been devoted primarily to comparing traditional regulatory
practices with risk-based supervision at a conceptua level. For the remainder of the paper, the
focus shifts to the effectiveness of risk-based supervision as compared to traditional practicesin
two cases that are currently of particular interest. It is argued below that the Asian financia
criss became a crisis rather than just a correction because of inadequacies in banking
supervision; more specifically, it became a crisis because banks and their regulators were not
fully aware of the exchange rate risks implicit in lending in foreign currencies to domestic
borrowers operating in the non-tradable goods sector. What is then explored is whether risk-
based supervision might have been better able than traditional regulatory practices to detect and
deal with these risks. The second case is the regulation and supervision of financia institutions
engaged in small-scale (micro) lending in developing economies. It is argued that traditional
regulatory practices have typically focused on examining individua loan files for evidence of
formal guarantees, collateral, and audited financia statements while neglecting the existence of
systems to manage effectively the risks of such lending thereby discouraging non-regulated
institutions from becoming regulated and banks from engaging in micro- lending. In contrast,
risk-based supervision, with its focus on risks and risk management, is said to be more open
(but not more lenient) to the provision of micro-finance services within the regulated financial
sector, which potentially benefits low income individuals, small-scale enterprises, and non
regulated ingtitutions interested in becoming licensed.

Can Current Regulatory Techniques Detect Foreign Exchange Risk in Misplaced Dollar
Lending?

As the recent Asian experience has shown (and the Latin American one before that) a country
must be able to manage inflows of foreign exchange effectively. If the country simply
accumulates more and more foreign exchange, the domestic money supply will grow (foreign
exchange assets of the centra bank and the banking system are balanced by liabilities-the
money supply) and, as is all too well known, can cause inflation. If the country attempts to
control impending inflation through restrictive monetary policies, domestic interest rates will
rise and encourage even greater inflows of foreign exchange. If the exchange rate is flexible,
inflows of foreign exchange may tend to push the exchange rate higher, thereby encouraging
more inflows if there are expectations of continuing appreciation of the exchange rate. The



combination of either higher inflation or a higher exchange rate, or both, makes export
industries that have often been the key to rapid economic growth less competitive. However,
since capital inflows and increasing stockpiles of foreign exchange are usualy viewed
positively, few governments have seen the need to implement policies to deal with potentially
excessive capita inflows, or even to investigate how this might be done effectively. At least
until recently, the risks that can be associated with large capital inflows have typically been
underestimated.

Eventually, however, the combination of inflation and/or an overvalued exchange rate will

hinder exports, so that a country's balance of trade (exports of goods and services less imports)
will turn negative even though the balance of payments (which includes capital flows as well

as goods and services) continues to be positive due to continuing capital inflows. Even with
less-buoyant exports and increasing imports, the country's economic growth may continue
unabated due to increased demand for domestically produced and consumed goods and
services (“non-tradable™) resulting from the changing terms of trade favoring non tradable. In
fact, in many economies, including Mexico and the Asian Tigers in varying degrees, this
growth has even become a "boom" focused on urban real estate development in particular.

Inflows of financia capital persist because the country continues to look highly attractive to
foreign investors as the credible policies that produced high growth and good returns continue
to be in place. Even the capita inflows themselves promote higher returns for foreign investors
as long as the foreign exchange rate continues to appreciate. Rather than being viewed as a
signal of an impending correction, the deteriorating balance of trade may initially be seen asan
appropriate counterpart to the inflows of financial capital.

Even though most "experts' in investing, foreign or otherwise, now eschew “timing,” it must
nonetheless be conceded that at some point there will be a correction involving outflows of
capital and a depreciating exchange rate. The question is whether such a correction-one that
could well be deemed hedthy for such a country is likely to become a crisis. Earlier
experiences in Mexico and elsewhere in Latin America, and more recently in Asia, suggest
that this depends largely on the foreign exchange position of the banking system. Banking
regulators and bankers themselves have long been sufficiently sophisticated to understand that
a balanced foreign exchange position is warranted to hedge risks; that is, assets denominated in
foreign currencies should be sufficient to balance foreign currency liabilities. Thus, when
dollars flow in and are deposited as dollars in the country's banking system, bankers and
banking regulators understand the need for dollar denominated assets, and these have often
taken the form of loans denominated in dollars. If these loans have been made to producers of
tradable goods, especialy exporters, these producers will actualy benefit from a devaluation
that is the essence of a correction. Thus, exporters will easily be able to repay their dollar
loans. If, however, borrowers with dollar loans are in the nontradable goods sector and thisis
likely to be the case if the overvaluation has continued for a long time and has become
substantial, thereby making non-tradables the more profitable sector-such borrowers will have
great difficulty repaying dollar loans after the devaluation. The hedged position that bankers
think they have is then illusory.

Urban real estate booms are just the most obvious examples of the imbalances that can develop
when continuing substantial capital inflows are not dealt with effectively by government
policies and are instead allowed to create a significantly overvalued exchange rate and thereby
to promote a non-tradables sector that is unsustainably profitable for a moment. The
subsequent collapse of the urban real estate market is often spectacular and thus subject to
great finger-pointing after the fact. What is redly important to understand beforehand,
however, is that any lending in dollars to the non-tradables sector be it urban real estate or
something eke is essentialy unhedged and hence highly risky. If banks implicitly have large
unhedged foreign exchange positions through dollar loans to the non-tradabl e sector, they can
easly be driven to insolvency by a significant devaluation of the exchange rate. Such bank
insolvencies are likely to mean much higher interest rates for al borrowers, along with fiscal



costs to the government that will ultimately be borne by taxpayers. Thus correction turns to
crisis.

To what extent are bank regulatory authorities, using traditional approaches to banking
supervision, aware of the implied foreign exchange risks that can turn a correction into a
crisis? Even if the extent of dollar lending to the nontradable-goods sector can readily be
estimated, can traditional approaches to banking supervision detect foreign exchange risks of
this type in the banking system? Can risk-based supervision offer any advantages in these
cases for either industrialized or developing economies?

When banking regulators do a good job, it usualy goes unnoticed. One of the primary
missions of regulators is to maintain safe and sound banking systems that support economic
activities in the economies where they are located. If they do their job well, problems are
averted; and, when problems do aise, they are dealt with effectively with little or no fanfare.
This makes it difficult to measure the effectiveness of regulators and the quality of
supervision. It is impossible to measure problems that have been averted. It is impossible to
measure what did not happen. On the other hand, it is easier to identify shortcomings involving
problems that were not averted. The current Asian crisis is a problem that was not averted.
Many fingers have been pointed and questions asked as to whether it could and should have
been recognized earlier and why no one saw it coming. Suggestions are being made that risk-
based supervision might have helped financial ingtitutions and economies identify the problem
earlier and thereby soften the blow.

It is difficult to say with great certainty, but risk-based supervision probably would have done
a better job of identifying this problem. Most modern day banking crises typically have had
one thing in common-an excessive alocation of capital to particular markets, whether the
markets are defined by geography, type of lending, or industry. Traditiona forms of
supervision focus on individual institutions with little analysis of the economic environment in
which they operate. Traditional supervison does not incorporate geographic and industry
analysis into the assessment of an individual bank's products and services. Traditiona
supervision focuses on the interna operations of individua institutions. Risk-based
supervision considers both internal and external factors that affect the conditions of individual
banks and the banking system as a whole. One element of risk-based supervision is that it tries
not only to identify systemic risks caused by the economic environment in which banks
operate but also management's ability to deal with them.

Recent history is replete with examples of banking problems that have resulted from excessive
concentrations of capital in certain markets. In the United States, for example, there was over-
lending and over-investment in conglomerates (large diversified corporations) in the 1960s,
and then in the mid-1970s there was over-lending and over-investment in real estate
investment trusts (REITS), followed by over-lending and over-investing in less developed
economies (LD), then petro-dollar recycling, then the energy sector, followed by the
agricultura sector, then real estate again, and now the Asian economic crisis. In all of these
cases, the markets started out highly profitable, thereby attracting more and more capital. As
these markets grew, traditional regulators did little to measure the depth and other
characterigtics of these markets, instead they evauated the primary exposures of individua
institutions (i.e., the relationships between individual ingtitutions and their customers).



To investigate whether risk-based supervision could have done a better job reducing the
adverse consequences of these earlier events, and especialy of the Asian economic crisis,
three aspects of risk-based supervision are relevant:

e Understanding the environment in which banks and banking systems operate;

* Understanding the risk profiles of individua institutions, and

* Understanding the risk profiles of the products, services, and activities that make up
the individual institutions (and aggregating the risk pofiles developed in this step
develops the point above, the risk profile of the institution).

ENVIRONMENT
BANK

PRODUCTS, SERVICESAND ACTIVITIES

It is important for regulators to understand the economic and political environments in which
the ingtitutions for which they are responsible operate. In the case of the Asian economic
crisis, it would have been beneficial for regulators to know the amounts of the capital inflows,
the amounts of the inflows that were in the form of debt and equity, how they were deployed,
the sources for repayment of debts, and the likelihood of capita withdrawals. As discussed
above, many banks that lent in the Asian market lent in hard currencies and therefore appeared
to have relatively balanced foreign exchange positions, with little apparent foreign exchange
risk. However, as also noted above, belying the apparent balanced foreign exchange positions
were loans made and payable in hard currencies to borrowers whose incomes were in loca
currencies. The sudden withdrawal of capital caused local currencies to iummet, making the
repayment of hard currency loans difficult in many cases and impossible in others. It is clear
that traditional forms of supervision failed to detect the risks that led to the Asian economic
crisis. The practice of riskbased supervision, which breaks down the component risks in the
loans and capital investments that led to the crisis, would likely have done a better job
recognizing risks that were not intuitively obvious.

Understanding the economic environment and the systemic risks caused by environmental
factors requires skills that are beyond the present capabilities of many traditional banking
regulators, and is not part of the focus of most traditiona approaches to banking supervision.
Identifying systemic risks often requires coordinating information from various private and
government sources. This implies that regulators should have the capability to gather and
interpret such information. Information on the economic environment is important for a
number of reasons. When issues and concerns arise, regulators can issue advisories to the
banking system.* Also, information on the economic environment is important to field
examinersin developing risk profiles of products and services and individual institutions since
banking systems usualy reflect the economic environments in which they operate. The lag
factor is important to understand as the conditions of banking systems usually lag economic

®3 With respect to regulators issuing advisories, care should be taken not to overreact to movements
in markets and economic indicators. Advisories that cause banks to change their normal operating
patterns dramatically can disrupt market activities and thus become self-fulfilling prophesies.
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performance. It often takes months after an economic downturn to determine its impact on the
banking system, and the reverse is aso true, as it usualy takes months after an economic
recovery for the effects to be felt by the banking system. Over the past thirty years, lag time
seems to be getting shorter. In the Asian economic crisis, the lag time was very short.
Understanding the economic environment can provide regulators with information about
emerging problems and, to the extent that lags exist, be used as a leading indicator regarding
the probable future condition of the banking system.

Aggregating risk profiles for the products, services, and activities is the basis for developing
overall risk profiles of individual banks. Developing risk profiles is not easy. It requires
considerable knowledge, experience, and judgment. Also, it is not very precise. Institutions fall
into three broad categories: high risk, medium risk, and low risk. In the United States, where
al of the federal regulatory agencies employ risk-based supervision, summary risk profiles are
not assigned to individual banks. Instead, regulators trandlate risk profiles into the more
universally used CAMELS rating system. Perhaps as more economies, both developed and
developing, move toward risk-based supervision, there will be a movement towards assigning
composite risk ratings.

Using risk-based supervision techniques could potentialy have helped identify problems as
they emerged in Asia. Risk-based supervision assesses how well bank managers identify,
measure, control, and monitor risks. For the loan portfolio of a bank lending in the Asian
market, traditional supervision usually assesses only the primary risk associated with loan
portfolios, which is credit risk. Since al products, services, and activities have profiles made
up of multiple risks, risk-based supervision checks for the presence or absence of a minimum
of six types of risks: credit risks, liquidity risks, market risks, operational risks, interest rate
risks, and foreign exchange risks. Depending on a number of factors, regulators using a risk-
based approach might have noticed that foreign exchange was a significant risk factor for the
bank in question because it was a significant risk factor for mgjor loan customers. Armed with
better information about the economic environment, regulators using risk-based supervision
might have been able to recognize the high-risk exposure. There is no assurance this would
have happened, but it is certain that traditional approaches to supervision were not effective.

Regulatory Barriers to Incorporating Small-Scale Clients into the Formal Financial
Sector

The complaint is often heard that banks fail to provide financia services, especidly credit, to
creditworthy small-scale clients. Bankers argue that smaller-scale clients are much more costly
and risky to serve than large-scale clients. This may be true given the lending procedures that
most banks employ to deal with their traditional market niche of large-scale clients.
Documentation in the form of audited financial statements and collateral based on land or
heavy equipment seems appropriate for reducing credit risk of large-scale clients.> Such
documentation can be relatively low cost if loans are relatively large in size, but the fixed costs
of externa audits and formal collateral may loom large in the case of small loans. In addition,
audit reports may reflect tax considerations more than economic redlities and, as noted
elsewhere, collateral may be of questionable value if it has to be seized and sold on the open
market. Consequently, traditional bank lending practices may not be as low risk as they seem.
At the same time, traditiona banking supervision practices may tend to endorse, and hence
solidify, these lending practices in ways that not only limit the availability of credit to small-
scae clients but also fail to deal with risks as well as more appropriate alternatives such as
risk-used supervision. >

>* A focus on well-known persons as major clients can also seem like abasis for low-risk lending, but this
can (and has) led to high concentrations of bank credit portfoliosin small numbers of large loansto firmsand
individualswho have closetiesto the bank.

%5 Collateral and documentation requirements that constrain credit for small-scale clients may not be just a
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An important innovation in finance has been spreading in developing economies during the
1990s that has called into question assumptions about the universal applicability of traditional
bank lending practices and traditional approaches to banking regulation and supervision.*®
Beginning mainly with non-governmental, non-profit organizations (NGOs), innovative
techniques have been developed that alow lending to very small-scale clients (micro-
entrepreneurs, in particular) on a profitable basis, so that these “micro-finance” NGOs can be
sustainable without continuing subsidies from governments or donor agencies. In short, what
was originally a charitable endeavor (credit for low income micro-entrepreneurs), is becoming
a profitable activity for micro-finance ingtitutions, and even for banks, if they are able to adopt
new lending techniques and are willing to charge market rates of interest that cover al costs
including a margin for profit (and which micro-entrepreneurs have readily been willing to pay,
if loans can be immediately available and hasde-fire).

In most economies, these innovative micro-finance institutions are not licensed or regulated
because they do not take deposits, but rather have been funded primarily by contributions from
governments and donor agencies (and sometimes by bank borrowings and by retained earnings
in the case of the more profitable NGOs). Nonetheless, in recent years many successful micro-
finance institutions have become interested in deposit taking as a complement to the credit
services they provide to their clientele and especialy as a potentially major source of funding
to expand their outreach. In amost al economies, however, this requires that they become
licensed and regulated-which has often not been easy, in part because of high initial capital
requirements, but also because of suspicions d banking regulatory authorities regarding the
leadership of micro-finance institutions (e.g. that they lack interested ownership and
management with real banking experience). Also in question is their ability and willingness to
deal effectively with risks. At the same time, banks (with some notable exceptions such as
Bank Rakyat Indonesia (BRI) in Indonesia, Gameen in Bangladesh, and Bancosol in Bolivia)
have remained highly skeptical of the possibility of doing micro-finance profitably, quite
possibly because the techniques for successful micro-lending are so different from traditional
bank lending practices. In any case, the historica development of micro-finance has led to
focusing regulation on the specia characteristics of micro-finance ingtitutions in comparison
with commercid banks instead of the risk characteristics of micro-finance products and
dients.

Dealing with micro-finance is only one aspect of the challenges facing banking regulators. The
entry of financial intermediaries into new market niches inevitably involves new products and
services and new financial technologies, al of which have different risk characteristics and
techniqgues for managing risks effectively. Regulatory authorities, like the financial
intermediaries they supervise, must be flexible with respect to such innovations and must
develop approaches to examination and supervision that focus on the most important risks and
how they are being managed. Consequently, the basic issue for regulators is to develop
approaches that encompass new products, services, and clients in general, not just micro ones.
If regulators focus on institutional peculiarities (capital and ownership in the case of micro-
finance ingtitutions) rather than on risk characteristics of clients and products, regulators are
likely to be faced with increasing fragmentation in their approaches to supervision (and even a
kind of institutional schizophrenid). There is thus a growing need to develop supervisory

reflection of perceived prudent banking practices but may also reflect bank regulation and supervision
reguirements.

% At the same time, in more developed economies as interest rate spreads have narrowed for traditionally
favored largescale clients, many commercial banks have tended to move "down-market" (e.g. into
consuming lending) where new techniques are required to manage risks and control costs techniques that
are distinct from, but have certain similarities to, those used in developing economies in lending to very
small -scal e, self-employed producers (micro-entrepreneurs).



approaches that assess the management of risk regardless of the type of financia activity or
ingtitution. Risk-based supervision facilitates this type of supervison.

In order to understand the potential advantages of aternatives to traditional regulatory
practices (risk-based supervision in particular) for dealing with risks without unnecessarily
constraining access to credit, it is useful to begin by reviewing what are seen to be the key
differences of micro-finance clients and products. The most typical micro-finance product is a
very small loan, usualy short-term (almost always less than one year, unless the client is of
long standing, and often less than 90 days). Most banks have devel oped lending practices that
have relatively high fixed costs, but are nonetheless efficient for larger loans because they
yield relatively low total costs. But these relatively high fixed costs make small loans
unattractive. A view thus arose that small loans were necessarily high cost as well as high risk.
However, the advent of viable microfinance institutions has shown that high fixed-lending
costs are not necessarily immutable and that innovative technologies can be found to lower
these costs substantialy. In addition, viable micro-finance institutions have often achieved
rates of loan recovery that are equa to or better than those of successful banks, thereby calling
into question the perceived high risk of micro loans. To understand how sustainable micro-
finance ingtitutions have developed low-cost, low risk lending technologies that are
substantialy different from traditional bank lending technologies, it is necessary to understand
some key characteristics of microentrepreneurs.

Two potentially problematic characteristics of micro-entrepreneurs are lack of traditional kinds
of information about their businesses and lack of collateral to secure loans. Micro-
entrepreneurs rarely have audited financia statements because this would be too costly and of
little use to them. In fact, they often do not have written records of any kind. Moreover, given
the close linkages between the household activities and the business activities of the typical

micro-entrepreneur, written business records would give only a very partia picture of the
financial circumstances of the micro-entrepreneur. In addition, being in the informa sector,

micro-entrepreneurs rarely file tax returns or have any kind of registration or license indicating
that they are even in business. From the viewpoint of usable collateral, even if a micro-
entrepreneur had an asset that a lender might, in theory, try to sell to satisfy a debt, it may not
be possible to ascertain if the asset isin fact owned by the micro-entrepreneur and not subject
to prior claims, abeit informal ones. Formalizing and registering such collateral would almost
certainly make loans prohibitively expensive for micro-borrowers and lenders. If a micro-loan
officer cannot expect to use collateral and formal documentation in a significant way in the
decision process, it is difficult to see how these elements could be of much use to an examiner
from aregulatory agency.

Just because traditional types of information and collateral are not available does not mean that
information is not crucial for successful micro-lending. Loan officers amost aways construct
simple cash flow statements (but rarely balance sheets and income statements), but instead of
looking for micro-borrowers to provide cash flow information, loan officers usualy dicit such
information through a series of questions that cover not only business but also household
activities. In addition, loan officers will be very interested in the appearance not only of the
business but aso of the household (and the latter is facilitated by the fact that micro-enterprise
activities are often carried on either in or adjacent to the house). Furthermore, with many
successful micro-lenders, a trained and experienced loan officer (which he/she must ke before
being sent off alone) can approve a micro-loan on the spot, without recourse to higher-level
managers or loan committees, and perhaps even disburse it then and there. This technique is
used for two main reasons. timeliness has been found to be highly valued by micro-finance
clients; and higher-level managers and loan committees cannot contribute effectively to the
decision process through traditional review procedures. Much of the information collected by
loan officers is based on appearances in the house and business location; it is aso relative to
the hundreds of other micro-entrepreneurs that a trusted loan officer would have aready
vistedat some point in his or her career, so that it would be very difficult to convey such



information in a way that could effectively be re-assessed by higher-level managers or a loan
committee (or by bank examiners).

Because decision making is left largely in the hands of loan officers does not mean that loan
officers should be unsupervised. As aready indicated, he must be trained, must have
substantial supervised experience, and must be given responsibility accompanied by the
incentives (rewards and disincentives) that signify true responsibility. The other key to a
decentralized system is the ready availability of management information required for
monitoring and control. Just as successful micro-finance institutions have developed the
information, monitoring, and control systems required for decentralized decision making, and
accompanied these systems with appropriate responsibilities and incentives, so regulatory
agencies might focus on these key elements in deciding if risks are adequately managed. A
better understanding of micro-lending processes and the risks involved could change the task
of regulatory agencies from examining thousands of individua micro-loans (with a close eye
to evidence of collateral and formal documentation in credit files)to analyzing how micro-
lending ingtitutions are providing loan officers with training, responsibility and incentives and,
in turn, monitoring, evaluating and controlling their performance.

Interest in the regulation of micro-finance institutions has prompted much to be written on this
topic (see the reference section at the end of this paper). Considerable emphasis has been
placed on analysis of regulatory laws and norms and not on the ways in which these laws and
norms are applied by regulatory agencies. In micro-finance literature, there are aways
discussions of laws and norms, but rarely any discussion of how these laws and norms are
applied in practice by bank examiners. A main reason for the lack of attention to examination
practices is that analyzing bank examination practices is a highly labor-intensive activity
requiring a review of examiner working papers and/or actual participation in bank
examinations.>” Study costs can be especidly high in the case of micro-finance examination
practices because of the extreme scarcity of individuals who have the requisite experience and
expertise in both micro-finance and banking regulation and supervision.

Even though there are virtually no studies that contain first-hand analysis of bank examination
practices as they pertain to micro-finance, it can nonetheless be supposed that this may be a
problem area. The standard approach to on site bank examination, even as carried out by
regulatory agencies that are regarded as advanced, may not be appropriate for micro-finance.
Traditionally the vast majority of bank examiners time and efforts at on site examinations has
been devoted to examining credit files-in particular, delinquent and problem loans, all loans
over acertain size, and a stratified sampling of remaining loans. For a bank with atypical loan
size distribution, more than half of total loan amounts outstanding may be covered, and thus a
similarly high proportion of all risk assets, since loans are likely to be the main category of
risk assets. While such a procedure and allocation of time and effort may work well for a
typical bank, this approach is clearly inappropriate for a bank that specializes in micrdending,
or for a micro-finance ingtitution. First, without a very large sample, and hence a large
alocation of time and effort, only a very small percentage of micro-loans will be examined.
Second, since micrdending decisions are not based in any significant way on traditional

collateral or forma documentation such as audited financial statements, bank examiners will

find little of interest in micro-loan credit files, perhaps just some very basic information on the

%" Regulatory agencies may also be cautious about having outsiders analyze their examination practices
even if the intent is to improve current practices. Banking secrecy laws may severely limit
circumstances under which outsiders can observe examinations because this may imply having access
to information deemed confidential under the laws and norms governing banking supervision. In
addition, officials of banking regulatory agencies may be concerned that problems may be discovered in
the banking system that had not previously been noted and that such problems may be ascribed to
inadequaciesin banking supervision.
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micro-entrepreneur together with the loan officer’s notes about past cash flows and estimates
of future ones.

Are there dternative approaches to deal with the unfavorable cost-benefit relationship of
traditional examination practices as applied to micro-finance that could also reverse the trend
toward regulatory fragmentation caused by the heavy focus on the specia characteristics of
micro-finance institutions? Among the main characteristics of successful micro-lenders are
loans with low administrative costs for the lending institution and low transaction costs for the
borrower. These, together with the characteristics of micro-entrepreneurs and micro-loan
products discussed above, imply that decision-making must be decentralized and that loan
ddivery must likewise be decentralized to the vicinity of the borrower. Such decentralization
places heavy reliance on adequate systems, not only to convey information between the field
and headquarters on all aspects of loans and borrowers, and especially on the repayment status
of each loan, but also for monitoring and control purposes. For example, each loan officer in
the field must have immediate access to the information required to map out and coordinate
vigits to existing borrowers whose payments are about to come due or overdue, aong with
visits to potential new borrowers. Also needed is information on the institution's current and
perspective overall liquidity position. Officials at headquarters must have immediate access to
information from the field to aggregate information needed to monitor loan officers
performance, and this information must be verifiable and protected from sdlf interested
tampering. The importance of information systems for effective and efficient operating,
monitoring, and control purposes suggests that these systems might be the main focus of
examinations by regulatory agencies. Rather than examining individual loan files, it could be
far more productive to examine information systems to determine if they are up to date,
accurate, accessible, and adequately protected from unauthorized entries

The characteristics of micro-finance imply that traditional approaches to examinations of
micro-finance activities are excessively costly. Moreover, the different interpretations of risk
management held by bankers on one hand, and supervisors on the other, can contribute to
misunderstandings. For supervisors, managing risk often means smply avoiding risk, while
bankers (at least good ones) understand that risks can also be managed by mitigating risks
(through better personnel and information systems for monitoring and control) and/or by
offsetting risks (through appropriate pricing, that is, charging higher interest rates and fees on
micro-loans). As an dternative ssmply to improving current regulatory practices, it may be
worthwhile to consider changes that can unify approaches to regulation and supervision, rather
than introducing further fragmentation. The risk-based approach to supervision does this by
providing a consistent approach to supervision that is flexible enough to be adapted to all
financia products and services.

There is little argument over the fact that micro-finance products and services, especialy
micro-lending, are different from traditional banking products and services. Debate continues
over exactly what those differences are and, as a consequence, many attempts have been made
to describe them. As part of the debate, the argument is often made that risks are different for
micro-finance and therefore there is a need for a different regulatory approach and different
sets of rules for micro-finance ingtitutions. Part of the debate derives from a lack of common
terminology and subtle differences in the use of terms. For example, are the risks in micro-
loans different from those in more traditional bank loans? The answer is not really. But ask the
question another way: is the risk profile of micro-lending different from the risk profile of
other types of bank lending? The answer isyes. The differenceisin the risk profiles, not in the
set of risk factors. This sounds like a subtle difference, but it is crucially important for
understanding the debate over the approach regulators should take in supervising micro-
finance institutions and the micro-finance operations of commercia banks. Although the set of
risk, factorsis basically the same for traditional bank products and services and micro-finance
products and services, the weights within the set of risk factors are different and result in very
different risk profiles. Regulators currently supervise financial institutions that have many



different market niches. It can be argued that micro-finance is just another market niche and
does not require specia supervision and regulations.

All bank and micro-finance products and services have multiple risks in their profiles. One of
those risks is aways operational risk. To understand the differences in risk profiles for
different products and services, it is necessary to break them down into their component parts.
For example, as discussed above, there are six risks that account for an overwhelming majority
of losses in financia ingtitutions. The first and most obvious is credit risk. The others are
operationa risk (which includes operating costs), interest rate risk, liquidity risk, market risk,
and foreign exchange risk. Market and foreign exchange risks are virtually nonexistent in most
micro-finance activities.

Once the component risks have been identified, it is necessary to assess them on an individual
loan and loan portfolio basis. For example, in a micro-finance institution the size of the credit
risk associated with one micro-loan is very small (not the same as low) due to the size of the
transaction, but the credit risk for the entire portfolio could be high, depending on the systems
and processes in place. For a wholesale commercia bank (one that makes only large loans),
the size of the credit risk associated with individual loans could be large and, as with the
micro-loan portfolio, the credit risk for the portfolio could also considered be high. However,
in the case of the wholesale commercia bank, operational risk may be low because of the
number of eyes (controls) that look at each loan and check and double check the numbers,
whereas in the micro-finance institution operational risk may be high for the opposite reasons.
Therefore, by understanding the risk profiles and controls of the two examples, it would be
appropriate for a regulator to take a different approach in the two ingtitutions. In the micro-
finance institution, more focus on systems and processes would be appropriate because of the
small risk associated with individua transactions. In the commercial bank, more focus on
individua loan transactions would be appropriate because of the higher risk associated with
each loan, though operational risks would not be ignored.

Risk-based supervision is a framework that establishes common terminology and approaches
to evaluating the management of risk in financial ingtitutions. While it is a common approach,
it is flexible enough to be adaptable to virtualy al, if not al, financia products and services,
and to ingtitutions large and small. In the two examples above, the types of risks are the same,
but the emphasis put on evauating them would differ. This disaggregation of the risks that
make up the risk profiles of individual products and services is at the heart of risk-based
supervision. By un-blurring the risks that make up each product and service, managers and
barking supervisors are better able to understand risk profiles and evauate actions taken to
minimize the adverse consegquences of risk-taking. It is the responsibility of the management
of each financia ingtitution to understand the risks associated with the business they are
running and to take steps to minimize the adverse consequences of these risks. Risk-based
supervision looks at how well management identifies, measures, controls, and monitors risks.

Risk-based supervision is a relatively new approach to supervising regulated financia
institutions. While it is currently practiced in a consistent and systematic way by few
regulators around the world, it is rapidly being recognized as the preferable approach to
banking supervision. There is thus a need to bring more consistency among the regulators
considering risk-based supervision and to familiarize more regulators with respect to the
possible benefits of risk-based supervision. This could minimize the perceived differences in
approaches needed to supervise traditional commercial bank activities compared to micro-
finance activities, whether the micro-finance activities are in banks or in stand-alone
institutions. It would aso be helpful, for the sake of the debate over the supervision of micro-
finance ingtitution activities, if there were greater understanding that, while most financial
products and services share a common set of risk factors, they can have very different risk
profiles. The differenceisin therisk profiles, not in the set of risk factors.



Conclusion

Although risk-based supervision is a relatively new approach to banking supervision and has
not yet been applied widely outside the United States in a consistent and rigorous fashion, it is
nonetheless gaining recognition as the preferred approach as indicated by its inclusion in the
Base Committee's Core Principles for Effective Banking Supervision. The purpose of this
paper has not been to teach risk-based supervision to bank regulators but rather to familiarize
government officials and the professiona staffs of donor organizations as to what it is and how
it can improve supervision in two cases. when risks are hidden, as in the implicit foreign
exchange risk in dollar loans to the non-tradable goods sector that played a mgjor role in the
Adan criss; and when lending may be unnecessarily limited, such as to micro-entrepreneurs
who lack traditional collateral or written records.

The timeliness and potential importance of risk-based supervison and its accompanying
analytical tools are clear from the emphasis currently being given by such donors as USAID
and the World Bank, for whom initiatives to resolve systemic problems in banks and other
financia ingtitutions in devel oping and transitional economies have become a high priority. As
this paper makes clear, however, risk-based supervision is not designed to solve the problems
of failing banks. In fact, traditional, transactions-oriented approaches to banking supervision
are more gppropriate because they are designed to quantify as precisaly as possible the extent of
losses that will need to be covered in either rehabilitation or liquidation. Rather, the special
usefulness of risk-based supervision is to identify ahead of time risks that may cause serious
problems in the future and to assess the ability of bank management to deal with the risks
identified. Donor officials and economic policymakers will not have learned from reading this
paper how to implement risk-based supervision in a target economy, but hopefully enough
detailed information has been provided to understand how far the many economies that assert
that they are already implementing risk-based supervision still have to go.

Among the important attributes and potential benefits of risk-based supervision discussed in
this paper are that it:

* Provides aframework that offers two distinct advantages:

(1) establishes common terminology and approaches to evauate risk and risk
management in financia ingtitutions; and

(2) is flexible enough to be applicable to al financial products and services and to all
types of financial institutions from large banks to small credit unions.

* Consders externa factors. Unlike traditiona supervision, which focuses on the internal
operations of a single ingtitution, risk-based supervision considers external factors
affecting not only individual banks but aso the banking system as awhole.

* Provides areg