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FINANCIAL SECTOR:
FUNCTION AND RELEVANCE

The financial sector of a country
comprises all individual and institu-
tional players in the financial market,
both on the supply and on the demand
side, along with the market’s legisla-
tive and regulatory framework. Well-
functioning financial markets are an
essential factor facilitating the gene-
ration of income, employment and
asset building by small enterprises,
farmers and poor households (notably
women). Such financial markets can
contribute to SDC'’s efforts to alleviate
poverty effectively, provided that SDC’s
target groups are also able to access
essential ‘non-financial’ services like
education, health, physical infrastruc-
ture, market information, etc. Still,
only a small proportion of the econo-
mically active, yet poor population
in developing countries has access
to formal financial services. The key
development role of the international
community is therefore to facilitate the
rapid outreach of institutional finan-
cial services to large numbers of poor
people.

SDC FINANCIAL SECTOR
POLICY: RATIONALE, GOAL
AND STRATEGIC ORIENTATION

The policy offers strategic guidance
to SDC decision-makers at head office
and the cooperation offices, execu-
ting Swiss, international and national
agencies, and consultants so as to
ensure coherent and effective financial
sector development (FSD) projects. It
also guides SDC positions in multila-
teral organisations. Guidelines, tools
and other instruments supplement it.

SDC supports its partners in their
development, while aiming at sustaina-
bility and maximum depth and breath
of outreach (access), by strengthening
financial sectors at four levels:

o Demand side: helping clients
in strengthening their social capital
and financial literacy, and thus their
bargaining position, so as to facili-
tate their access to institutional
financial services.

o Supply side: supporting financial
institutions that have the potential
to significantly expand their services
to SDC’s target groups on a cost-
covering basis and share the deve-
lopment vision in becoming viable
institutions to maximise their breath
and depth of outreach.

e Infrastructure: supporting networks
and associations of financial institu-
tions, training institutions, rating
agencies, credit bureaus, auditors,
transfer and payment systems, infor-
mation-technology and  technical-
assistance providers, efc., so as to
strengthen FSD.

« Policy, regulatory, and supervisory
framework: supporting regulatory
and  supervisory institutions and
financial ~ sector  reform  where
framework conditions impede FSD.

SDC gives priority to rural areas and
to capacity development in its FSD
projects, and intervenes particularly at
the first three levels mentioned above.

SDC FINANCIAL SECTOR
POLICY: OPERATIONAL
PRINCIPLES AND INSTRUMENTS

Demand-side measures

e SDC does not intervene directly on
behalf of its target groups, but
through  dedicated and  skilled
support organizations (e.g. member-
based associations, self-help groups)
that help the target groups to
empower themselves through the
choice and effective use of diverse,
client-friendly and reliable financial
services.

o Realizing synergies with other
development programmes, notably
in the fields of small enterprise
development and rural develop-
ment. Very poor people in particular
can only wuse financial services
effectively in combination with access
to essential ‘non-financial” services.

Supply-side measures

e Support is provided to financial
institutions  with a clear vision of
providing SDC'’s target groups with
lasting access to financial services
that are financially and institutionally
viable or have a clear plan to reach
such status. Revolving credit funds
should thus generally be avoided,
as they tend to fail to cover costs,
have a limited client outreach, and
face a trade-off in pursuing a mix of
a wide range of social, economic
and project-specific objectives.
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o Application of “good practice”
management and a “client first” aftitude
that appropriately addresses the needs of
the clients. Particular affention is paid to
savings mobilization as a client service
and with respect to a healthy liability

structure including savings deposits.

e Considering the lack of banks cate-
ring to poor rural clients, the ‘up-
scaling’ approach is still very rele-
vant in the South. Microfinance service
providers with a vision and poten-
tial for economic viability and large-
scale outreach are strengthened,
thereby leading to their potential trans-
formation info regulated  institutions.

SDC may offer them capacity develo-
pment, technical assistance, risk capital
instruments (e.g. grants or guarantees)
and facilitated access to domestic capital
markets or to international social inves-
tors so as fo improve their governance

and financial leverage.

e This ‘linkage’ approach of brin-
ging self-help groups, their associa-
tions, or other types of semi-formal finan-
cial service providers fogether with formal
financial institutions  (strategic alliances)
helps reduce both risks and financial tran-
saction costs. SDC may facilitate linkage
processes through institution building of
self-help groups and their associations on
the one side, and that of financial institu-
tions on the other side. It may underwrite
risks by guaranteeing the financial institu-
tions a percentage of their loan portfolio.

o The ‘greenfield’ approach of crea-
ting new financial institutions is only
justified where no institutions are
present or existing ones are not willing
to extend their services to SDC’s target
groups in a financially and institutio-
nally sustainable manner. It normally
requires long-term support and high
capital outlays. SDC may cover part
of the start-up costs and facilitate the
access to (social) investors.

e The ‘down-scaling’ approach
can be a promising strategy, particu-
larly in small enterprise finance and in
more mature financial markets where
significant bank branch networks exist
(e.g. in Eastern Europe). The commit-
ment and strategies of banks to target
and/or  poorer
market segments is essential for down-

small  enterprises
scaling. Support to fully operational
banks to deepen outreach to SDC'’s
target groups on a long-term, profi-
table basis may cover technical assis-
tance, training and access to long-
term refinancing sources.

o In the course of financial sector

deregulation of former socialist
systems, SDC may assist in the restruc-
turing of development and agricultural
banks and apex institutions, if they
assume strategic roles vis-a-vis retail
financial institutions serving SDC'’s
target groups in terms of refinancing,
guarantees, equity participation, secu-

ritization, etc.
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SUPPORT OF
THE INFRASTRUCTURE OF A
FINANCIAL SECTOR

Financial sector infrastructure
support includes improving the quality
and flow of information between finan-
cial institutions, their clients, inves-
tors and the general public. SDC may
provide support with technical assis-
tance, the organization and (co-)
financing of national and interna-
tional partnerships, exchange visits,
traineeships, quality analytical work,
seminars and conferences.

HOW TO SUPPORT THE POLICY
AND REGULATORY FRAMEWORK
OF A FINANCIAL SECTOR

Financial sector reforms for greater
breadth and depth are needed to
create more competition for improved
services at lower costs. This requires not
only banking laws conducive to deve-
lopment of financial institutions, but
also efficient, non-bureaucratic super-
visory mechanisms. SDC may engage
in policy dialogue and in innovation
and reform processes of the regulatory
and supervisory environment, in close
coordination with other bilateral and
multilateral donors.

GENERAL OPERATIONAL
PRINCIPLES AND PRIORITIES

SDC'’s interventions comply with the
following main operational  princi-
ples and priorities:

e Based on a sector-wide analysis,
country-specific  strategies are desi-
gned to take into consideration local
priorities, partnerships, and SDC's
comparative advantages.

e SDC aims at capitalising potential
synergies in its FSD operations with
interventions in  agriculture, small
enterprise development, (functional)
literacy and integrated approaches,
without compromising the need to
institutionally separate financial and
non-financial services.

o Capacity development is essential at
all levels for the strengthening of
financial sectors. An institutional
perspective and  joint  planning
of capacity development measures
enhance ownership and infegration
into the partners’ own strategies and
resource plans.

o Recognition of the strategic impor-
tance of savings mobilisation, as
savings promotes the autonomy of
the target groups, the financial insti-
tutions and the national economy.

e SDC supports the development,
testing and dissemination of innova-
tive banking technologies adapted
to local conditions that help rural
financial institutions to reduce the
relatively high transaction costs and
risks associated with services to the
agricultural sector.

o Importance is given to the capitali-
sation, exchange and dissemina-
tion of practical experiences and
good practices.

o The quality of the planning, moni-
toring, and evaluation practices
and the «accountability for results» in
SDC’s financial sector operations
will be enhanced, building on inter-
nationally  recognised  methods,
indicators, and in-depth institutional
dialogue with SDC's partners. Im-
portance will be given to both
financial and social (development)
performance.

SDC’S MAIN COMPARATIVE
ADVANTAGES IN FSD

SDC sees its main comparative
advantages as follows:

e Rural finance, capitalising on syner-
gies with  complementary rural
development activities.

o Proximity to partners and understan-
ding of local contexts.

o Ability to work in multi-partner
arrangements at retail, infrastruc-
ture, and policy levels.

o Ability to take risk and to engage
early or to stay on in an institution’s
development process.

o Supporting innovation and experi-
mentation.

o Development cooperation with @
long-term perspective.

o Diversity of instruments that can be
used flexibly according to local

needs and conditions.

o Capacity development at all levels.
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DEFINITION AND FUNCTION
OF THE FINANCIAL SECTOR

The financial sector of a country
comprises all individual and institu-
tional players in the financial market,
both on the supply and on the demand
side, along with the market’s legislative
and regulatory framework. The finan-
cial sector comprises all banking acti-
vities as well as other asset-building
activities such as insurance, leasing,
factoring, pension funds, lotteries, and
so forth. Microfinance constitutes an
integral part of the financial sector that
targets, in particular, poor households
and small enterprises as clientele who
have no or only limited access to
formal financial services.

The main suppliers of financial
servicesinclude commercial, co-opera-
tive, development, and postal banks
(private and public ownership alike),
as well as regulated microfinance insti-
tutions, insurance companies, trading
companies and other financial institu-
tions in the formal sector. The informall
sector includes not only village savings
groups, self-help groups, development
funds, financial NGOs and tempo-
rary projects, but also moneylenders,
traders, traditional savings and credit
groups (rotating savings and credit
associations, savings clubs, etc.), as
well as friends and relatives. Many co-
operative savings and/or credit institu-
tions, associations and financial NGOs
are registered, but not regulated, and

fall into the semi-formal sector.
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The policy and regulatory framework
of the financial sector encompasses
policies, laws, and regulations on (1)
banks and their registration and super-
visory regulations, (2) the banking and
insurance supervisory authorities, (3)
the central bank, and (4) monetary
and foreign exchange policy. In some
countries, the legislative and regula-
tory framework of the financial sector
also covers insurance companies.

A national financial sector can
function quite differently in selected
regions/localities depending on its
overall level of maturity, the geogra-
phical,  socio-cultural,  economic,
political and historic features of the
regions/localities, and the level of
socio-economic infrastructure. At the
same time, a national financial sector
is embedded into regional and inter-
national financial markets.

The financial sector is vital to
national socio-economic development
because of its intermediation function
of mobilising savings and channel-
ling them to investments. Well-functio-
ning financial markets are an essen-
tial factor facilitating the generation of
income and employment as well as the
building of assets by small enterprises,
farmers and households. Financial
institutions offer the following main

services:

e Savings products
(including deposits on current
accounts and term deposits);

e Loans, not only for working capital
and investments, but also for
consumption and emergency
purposes;

e Domestic and internationall
payment transactions;

e Insurance products for
risk-mitigation purposes.
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RELEVANCE OF
THE FINANCIAL SECTOR

Still, only a small proportion of the
economically active, yet poor popula-
tion in developing countries has access
to formal financial services (notably
savings and credit products). The vast
maijority continues to turn to the semi-
formal and informal sectors, including
relatives and moneylenders. Usurious
interest rates charged by moneylenders
often lead to increased indebtedness
and dependence. Informal savings are
very insecure as the poor may lose
them through theft, fraud, fire, etc. The
key development role of the interna-
tional community is therefore to assist
in facilitating the rapid outreach of
institutional financial services to large
numbers of poor people.

The situation is somewhat different
in transition economies where subs-
tantial branch networks often exist. But
many people still hesitate to entrust
their savings to banks due to their
recent experience of high inflation and
bank failures in the wake of economic
transition. And all transition econo-
mies, including countries in Southeast
Europe, share the same challenge as
developing countries with respect to
the very limited access to credit — if at
all — for most farmers and small enter-
prises (in 2004, the general level of
credit penetration in Southeast Euro-
pean countries was a third of that in
the Euro area).

The financial sector in the South
and the East fulfils a specific develo-
pment function when it mobilizes what
are often substantial, locally available
funds and encourages their reinvest-
ment in the local economy. In this
context, a properly functioning finan-
cial sector is a precondition for the
creation and growth of small enter-
prises and the related generation of
jobs and income for a large propor-
tion of the population, thereby repre-
senting an instrument for effective
poverty alleviation. Access to financial
services helps households to better
manage their cash flow, thus helping
them to mitigate risks and vulnerability.
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The infrastructure supporting a finan-
cial sector comprises various types of
service providers (training institutions,
organisational  advisors,  auditors,
technology firms, raters, etc.), credit
bureaus, associations, and so forth.

An empirically verified, positive
correlation exists between the overall
level of financial sector development
and economic growth and pro-poor
growth, respectively. The development
role of the financial sector in its own
right has been acknowledged inter-
nationally since the 1989 World De-
velopment Report. The UN Millennium
Declaration in 2000 underlined the
importance of the financial sector in
achieving prosperity and peace. The
UN Monterrey Conference in 2002
called for financial sector strengthe-
ning as a priority development task.
The donor guidelines on good prac-
tice in microfinance developed by the
CGAP (Consultative Group to Assist
the Poor) in 2006 call for the building
of inclusive financial sectors, and the
United Nations launched the Blue-
Book on microfinance in late 2005 to
underline the significant role of lasting
and cost-covering financial services
for poverty reduction.

However, financial services can only
help poor households and small enter-
prises to increase and/or diversify their
entrepreneurial  activities  provided
that they are also able to access the
required know-how, socio-economic
infrastructural services, and markets
where they can sell their products and
services. The better both the enabling
macro-economic and business envi-
ronment existing, and the law and
order situation prevailing, the more
efficiently financial institutions will be

able to operate.
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RATIONALE FOR A FINANCIAL
SECTOR POLICY

The Swiss Agency for Development
and Cooperation (SDC) developed its
Financial Sector Policy (FSP) to offer
strategic guidance to the decision-
makers at SDC Headquarters and in
SDC cooperation offices, to project
executing agencies, and to specialist
consultants in order to ensure coherent
and effective cooperation programmes
and projects inthe SDC’s partner coun-
tries in the South and East. Equally, the
FSP serves as strategic guidance for
those Swiss and international organi-
zations whose financial sector deve-
lopment projects are fully or partially
funded by the SDC. The positions of
the SDC on financial sector develop-
ment in multilateral organisations are
guided by this policy, too.

The FSP is periodically reviewed in
the light of SDC experiences and inter-
national ‘best-practices’ to ensure its
continued validity and, if necessary,
its adaptation and further develop-
ment. It is supplemented by guidelines,
tools and other instruments to facilitate
implementation.

The financial sector is a core sector
for sustainable economic develop-
ment, in which the SDC has a long
history and broad experience. The FSP
is based on the Federal Law of 1976
on Infernational Development Coope-
ration and Humanitarian Aid, the
Federal Law of 2007 on Cooperation
with the Countries of Eastern Europe,
the SDC Guidelines and its Strategy
2010, and the Medium-Term Strategy
2008-20110of the Employment and
Income Division. Important comple-
mentarities exist with small enterprise
development, agriculture, and rural
development.  Successful  projects
and programmes in these areas
depend on a well functioning financial
system.

As the SDC and SECO both operate
in the financial sector, their actions in
this field are closely coordinated. The
SDC also aims at co-ordinating with
other donors, the private sector, and
civil society in order to maximise deve-
lopment impact.
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GOAL OF THE SDC
IN PROVIDING FINANCIAL
SECTOR SUPPORT

The SDC employs the FSP as one
of its strategies in the fight against
poverty. It supports financial sector
development in selected partner coun-
tries with the goal of promoting income
and employment, as well as fostering
asset building by poor households,
individuals (notably women), small
farms, and small enterprises by means
of reliable and long-lasting access to
demand-oriented, diverse financial
services. Financial sector development
contributes — directly and indirectly — to

pro-poor growth and reduced vulne-
rabilities of poor people.

The SDC aims at strengthening
financial sectors in partner countries at
four levels:

o The clients: by helping them in
strengthening their bargaining posi-
tion together with their financial
and other management skills so as
to become more bankable.

e The financial institutions: by suppor-
ting them in becoming viable insti-
tutions that can maximise their
breath and depth of outreach to the
SDC's target groups.

e The support infrastructure (such as
microfinance networks and associa-
tions, auditors, rating agencies,
credit bureaus, training institutions,
IT providers, and so forth): by
assisting them in improving the
quality of the services they provide to
the financial institutions.

o The regulatory and supervisory insti-
tutions, and governments: by advi-
sing them in creating an enabling
legislative and regulatory framework
for the financial sector.

Country-specific  strategies define
the levels of cooperation and the
roles, specific instruments and areas
of expertise the SDC intends to employ
in coordination with local partners and
other donors, based on comparative
advantages.
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STRATEGIC ORIENTATION
OF THE FINANCIAL SECTOR
POLICY

The SDC's strategy is to support its
partners in their development, while
aiming at sustainability and maximum
depth and breath of outreach (access),
i.e. moving towards or staying in the
upper right quadrant of the diagram.
A diversity of financial and non-finan-
cial (e.g. personnel and organisational
development) instruments can be used
for this purpose, depending on local
needs and circumstances.

HIGH SUSTAINABILITY

Sustainable financial Sustainable financial
services with low access services that reach
. of the target clients. the target clients.
(9]
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Highly subsidized Highly subsidized
financial services with low financial services that
access of target clients. reach the target clients.

LOW SUSTAINABILITY
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In pursuing its above-mentioned
goal and strategy, the SDC supports
its partner countries with measures
targeting:

A) the demand side: by strengthe-
ning the social capital and the financial
literacy of poor house-holds and indi-
viduals (notably women), small farms,
and small enterprises so as to facili-
tate their access to financial services.
Social capital comprises the organi-
zational and knowledge-based capa-
city of a group to mobilise resources
from the outside and from among its
members and to employ them for the
common benefit of the group, i.e., to
build assets, to enhance bargaining
power, to proactively change, or to
influence local factors impacting on
their livelihoods.

The SDC does not infervene directly
on behalf of its target groups, but
through relevant support organiza-
tions (e.g. member-based associa-
tions, self-help groups) that help the
target groups to empower themselves
through the choice and effective use
of appropriate financial services. Only
then can the target groups gain social
and economic advancement through
the access to institutional financial
services. Most often, this will also
require access fo non-financial services
and access to markets. The SDC there-
fore also supports better access of its
target groups to non-financial services,
such as functional literacy, business

development services, plus social and
infrastructural services. Delivery of
non-financial services, however, must
be organised separately from financial
services.

The SDC pays attention to envi-
ronmental laws and regulations so
as fo contribute to the environmen-
tally sustainable business operations
of its target groups. The sustainable
use of natural resources determines
the quality and long-term productivity
of the livelihood systems of the SDC
target groups.

B) the supply side: by supporting
only financial institutions that (1) have
the potential to significantly expand
their services to the SDC's target
groups on a cost-covering basis within
the given market and legal framework
conditions, and that (2) share a deve-
lopment vision with the SDC and
commit themselves to implementing it
within a specific time frame based on
the following principles:

o «Client-first» attitude and client-
oriented financial  products  that
appropriately address the needs of
the SDC’s target groups. A parti-
cular focus is given to safe and
accessible savings products for the
lower strata of the poor population.

o "Best-practice” management to
maintain or aim at institutional and
financial sustainability. This requires

openness for developing, testing,
introducing and adapting innovative
banking technologies that  help
reduce fransaction costs and risks
associated with the services to the
target groups.

o Particular attention is paid to savings
mobilisation as a client service (as
mentioned above) and with respect
to a healthy liability structure inclu-
ding savings deposits.

e The early development of internal
controlling  systems,  transparent
performance evaluation, and repor-
ting on a regular basis.

e Good governance practices and
importance given to personnel and
leadership development.

C) the infrastructure of the financial
system: by supporting networks and
associations of financial institutions,
training institutions, rating agencies,
credit bureaus, auditors, transfer and
payment systems, information-techno-
logy and technical-assistance provi-
ders, and so forth. Support is particu-
larly required and can have substantial
leverage in those partner countries
where the poor quality level of such
institutions constitutes a serious bottle-
neck for financial sector development.

D) the policy, regulatory, and
supervisory framework of the finan-
cial sector: by supporting regulatory
and supervisory institutions and finan-
cial sector reform in coordination and
collaboration with the World Bank,
the International Monetary Fund,
and other donors in partner countries
where framework conditions impede
financial sector development.

Overall, the SDC gives priority to
rural areas and to capacity develop-
ment in its financial sector develop-
ment programme. Furthermore, focus
is given to the following levels of inter-
vention: support to target groups (the
demand side), selected («strategic»)
financial institutions, and the strengthe-
ning of the financial sector infrastruc-
ture. In its most important partner
countries and based on country-
specific strategies, the SDC can also
contribute to the development of more
favourable regulatory and supervisory
framework conditions, particularly in
collaboration with other bilateral and
multilateral donors. In such cases it is
important that the SDC is able to put
its experience fo effective use and that
relevant know-how can be successfully
mobilised for the benefit of the local
partners or for sharing on an interna-
tional level.
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OPERATIONAL PRINCIPLES
OF THE FINANCIAL SECTOR
POLICY

The operational principles of the
financial sector policy are outlined
below according to intervention levels
and the key actors which the SDC
supports in strengthening the financial
sectors of its partner countries.

How to support poor households
and small enterprises in
accessing financial services.
(demand-side measures)

The FSP’s key operational principles to
support potential and current clients are:

e Target group  orientation in
compliance with the SDC'’s overar-
ching goal of poverty reduction
by focussing on poor households
and individuals, small farms and
small enterprises in all sectors of the
economy. Special attention is paid
to rural areas and women by consi-
dering their particular socio-cultural
and economic situation.

e Strengthening the human and social
capital of these target groups
through  dedicated and  skilled
support organisations. The «banka-
bility» of poor people is important
for them to be able to access diverse,
client-friendly and reliable financial
services.

e The SDC aims at realizing synergies
with other development programmes,
notably in the fields of small enter-
prise development and rural deve-

lopment (linking with business, exten-
sion and infrastructural services like
education, transportation, etfc.). Very
poor people in particular can only
use financial services effectively in
combination with access to certain
non-financial services (e.g. func-
tional literacy).

o Customer protection that can take
the form of financial literacy training,
along with disclosure of lending
terms and conditions, etc. Potenti-
ally effective measures are efficiency
improvements in  financial institu-
tions and the development of a policy
framework  facilitating  competition

so as fo bring down interest rates.
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How to support financial institu
tions in targeting poor house-
holds, small farms, and small
enterprises as strategic clientele
(supply-side measures)

The FSP’s key operational princi-
ples to support financial institutions
that target or would like to target poor
households, small farms, and small
enterprises as strategic clientele are:

e Support is provided only to insti-
tutions with a clear vision of provi-
ding SDC'’s target groups with lasting
access to financial services. Such
institutions are either already finan-
cially and institutionally  viable
or have a clear plan to reach such
status.

Therefore, revolving credit funds
are generally avoided, as they tend
to be run by staff without the
required  technical  qualification,
particularly as components of non-
financial development programmes
and projects. They tend to fail to
cover costs, have a limited client
outreach, and face a trade-off
in pursuing a mix of a wide range
of social, economic and project-
specific  objectives. However, in
exceptional cases, in the absence of
any other viable options and, if well
designed and managed professio-
nally, such funds can be used as an
action research activity for inno-
vative  financial service activities.

However, funds should be institutio-

nalised as soon as feasible, and the
ownership must be clear.

e New financial institutions are sup-
ported only where no institutions
are present and where existing ones
are not willing to move or extend
their services to the SDC's target
groups in a financially and institutio
nally sustainable manner. The ‘green
field” approach normally requires
long-term support and high capital
outlays during ten or more years for
the new institution to mature into an
economically viable operation. The
time needed to reach financial and
institutional  sustainability can  be
significantly reduced, however, if
established  financial institutions
are prepared to bring in their human
resources and proven management
know-how and systems. In such
situations, the SDC may cover part
of start-up costs and facilitate the
access to (social) investors.

e The SDC may forge links between
existing or newly created self-help
groups, their associations, NGOs
or other types of semi-formal finan-
cial service providers on the one
side, and formal financial institutions
on the other side (strategic alliances).

This ‘linkage’ approach helps reduce
both risks (through «social colla-
teral») and financial transaction costs
(with client groups assuming selected
tasks in the delivery of services).

The SDC can facilitate the linkage
process through (1) institution buil-
ding of self-help groups to increase
their social capital, notably their finan-
cial literacy, asset building capacity,
organizational strength and  bargai-
ning power; (2) insfitution building of
NGOs, associations etc. on the one
side, and financial institutions on the
other by training staff; (3) identifica-
tion of linkage partners and support in
negotiating ‘linkage’ contracts; and (4)
underwriting risks by guaranteeing the
financial institutions a cerfain percen-
tage of their loan portfolio with self-
help groups or other linkage partners.

o The SDC endeavours to facilitate
lasting access to financial services
in the most efficient manner. There
fore, the ‘down-scaling’ approach
may be a promising strategy, particu-
larly in small enterprise finance and
in more mature financial markets
where  significant  bank  branch
networks exist (e.g. in certain coun-
tries in Eastern Europe). The commit-
ment and strategies of banks to
target small enterprises and/or poorer
market segments is essential for
down-scaling. Support to fully opera-
tional banks to deepen outreach
to the SDC's target groups on a

long-term,  profitable  basis  may
cover technical assistance and trai-
ning in areas such as product deve-
lopment, costing and marketing, the
adjustment of management infor-
mation systems (MIS), customer rela-
tions with the new clientele, etc.
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o Considering the lack of banks that
are interested in serving poor rural
clients, the ‘up-scaling’ approach
is still very relevant in the South.
Microfinance service providers with
a vision and potential for economic
viability and large-scale outreach
are strengthened, thereby leading
to their potential transformation into
regulated institutions. The SDC may
provide support for capacity deve-
lopment and technical assistance,
and facilitate access to domestic
capital markets or - where this is not
possible or not the most favourable
option - to regional or inter-national
microfinance  funds and private
investors as early as feasible. This
contributes to improve governance,
strategic guidance, and financial
leverage.

e Inthe course of both financial sector
deregulation and the transformation
of former socialist financial sectors,
the SDC may also assist in the
restructuring  of development and
agricultural banks and apex institu-
tions. A precondition for SDC
support is that these institutions
assume strategic roles vis-a-vis retail
financial institutions  serving  the
SDC’s target groups. Such a role
may include refinancing, guaran-
tees, equity participation, securiti-
zation, and other services. The
SDC's assistance would be depen-
dent on sound equity structures
and governance, professional
management, and the absence of
political interference.

What the operational
instruments are for supporting
financial institutions

The SDC can apply (combinations
of) the following operational instru-
ments in its cooperation with financial
institutions, depending on needs and
local circumstances:

o Institution building through organi-
zational and human resource deve-
lopment. This may encompass stra-
tegic planning and financial fore-
casting,  organisational  change
processes, the introduction and
development of key management
systems (e.g. MIS, internal control
and audit, risk management, liqui-
dity/treasury management, and so
forth), as well as product develo-
pment and marketing etc., involving
both technical assistance and training.

e Financial instruments depending on
the development stage of the institu-
tions concerned:

o Grants for co-financing start-up
and expansion costs may be required
and justified temporarily at gradually
decreasing levels.

o Loans may be needed for refinan-
cing purposes as long as access to
credit and equity on the national and
international  markets is  not
possible.

o Guarantees or other instruments
may be needed to facilitate the deve-
lopment of local refinancing markets
for the sustained growth of pro-poor
financial institutions.

o Equity or quasi equity in specific

cases, following separate SDC
guidelines. However, SECO, social
and commercial microfinance funds,
international financing institutions
and  other specialised inter-
mediaries have  comparative
advantages in enhancing impor-
tant dimensions of good gover-
nance and in financial leveraging.
o Risk capital instruments (basically
grants or guarantees) to share risks
that financial institutions take when
developing and testing new products
and innovations with a potential to
reduce transaction costs and deepen
outreach towards poorer clients and
rural areas.

How to support the infrastructure
of a financial sector

The SDC may support the crea-
tion and institutional strengthening of
microfinance networks and associa-
tions, training organizations, credit
bureaus, rating agencies and apex
organisations, and the development of
markets for essential services to finan-
cial institutions, i.e., services for audi-
ting, information technology, human
resource development, etc. The more
qualified the services of these organi-
zations are, the better they enable the
financial institutions to improve their

services to the SDC's target groups.
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A wide variety of instruments are
available to strengthen the infrastruc-
ture of a financial sector. These include
technical assistance, the organization
and (co-)financing of national and
international partnerships, exchange
visits, traineeships, quality analy-
tical work, seminars and conferences.
Improving the quality and flow of infor-
mation between financial institutions,
their clients, investors and the general
public may be an effective interven-
tion, too.

The SDC may also support such
improvements of the legal framework
for financial transactions as have an
important impact on the operations of
financial institutions and their clients,
such as general contract and property
laws and collateral laws. The latter
depend on the status of the cadastre
system, the regulations for mortgages
and foreclosure, as well as the quality
of the judiciary system.

How to support the policy
and regulatory framework of
a financial sector

Financial sector reforms for greater
breadth and depth are needed in
many partner countries to create more
competition for improved services
at lower costs. This requires not only
the banking laws conducive to deve-
lopment of financial institutions, but
also efficient, non-bureaucratic super-
visory mechanisms.

Financial institutions must be able fo
determine cost-covering inferest rates
based on their management strategies.
Government interest rate caps generally
prevent financial institutions from serving
poor clients. An environment fostering
competition, together with measures to
facilitate the lowering of fransaction costs
prove more effective in bringing down
inferest rates.

In countries where the SDC has subs-
tantial financial sector programmes and
experience, and if the necessary exper-
tise can be mobilised locally or interna-
tionally, the SDC may engage in policy
dialogue and in innovation and reform
processes of the regulatory and super-
visory environment, in close co-ordi-
nation with other bilateral and multila-
teral donors. Given their important role
in rural areas, the regulation of savings
and credit co-operatives are of specific
interest to the SDC.

Intfroducing  or extending regula-
tory functions to microfinance institu-
fions requires utmost caution so as not
to constrain the growth of semi-formal
institutions. It also requires the early
development of specialised supervisory
capacity.

Instruments to support the develop-
ment of a conducive policy and regula-
tory framework include quality analytical
work, exchange visits and seminars, tech-
nical assistance and capacity develo-
pment of regulatory and supervisory
authorities.

What general operational
principles and priorities have
been set by the SDC in financial
sector development

e The SDC’s main comparative
advantages in financial sector deve-
lopment are:

Rural finance, capitalising on syner-
gies with complementary rural deve-
lopment activities

Proximity to partners and unders-
tanding of local contexts

The ability to work in multi-partner
arrangements at retail, infrastruc-
ture, and policy levels

The ability to take risk and to engage
early or to stay on in an institution’s
development process

Supporting innovation and experi-
mentation

Development cooperation with a

long-term perspective
Diversity of instruments that can be
used flexibly according to local
needs and conditions
Capacity development at all levels.

e Based on a sector-wide analysis,
country-specific strategies are desi-
gned taking into consideration local
priorities, partnerships, and the SDC's
comparative advantages. The SDC
focuses its interventions on geogra-
phical areas and activities where it
can best mobilise expertise and capi-
talise its experience. This is the basis
for the SDC to harmonise and align its
contributions a) to the development of
local financial markets serving poor
house-holds, small farms and small
enterprises, b) to the support of local
poverty reduction strategies, and c)
to the achievement of the Millennium
Development Goals (MDGs).

o The SDC aims at capitalising poten-
tial synergies in its operations in the field
of financial sector development, agri-
culture, small enterprise development,
(functional) literacy and integrated
approaches (such as local economic
development-LED), without compromi-
sing the need to institutionally separate
financial and non-financial services.

o Capacity development is essen-
tial at all levels for the strengthe-
ning of financial sectors. Support in
this field needs to be adapted to the
resources available to partners and
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may, over time, become highly selec-
tive and limited in duration. An insti-
tutional perspective and joint planning
of capacity development measures
enhance ownership and integration
into the partners’ own strategies and
resource plans.

e Recognition of the strategic impor-
tance of savings mobilisation, as
savings promote the autonomy of the
target groups, the financial institutions
and the national economy. Institutions
that mobilise savings should be regu-
lated in order to protect savings depo-
sits. Small co-operatives and other
member-based institutions might mobi-
lise deposits without formal supervi-
sion, as their internal social control
mechanisms may compensate for the
lack of external control and external
supervision may be too costly.

e Special consideration is given to
risks associated with agricultural credit
caused by climatic factors, natural
disasters and unpredictable price
changes. New solutions and mecha-
nisms are needed to cover agricul-
tural risks. Therefore, the SDC is parti-
cularly committed to supporting the
development, testing and dissemi-
nation of innovative banking tech-
nologies adapted to local condi-
tions that help rural financial institu-
tions to reduce the relatively high tran-
saction costs and risks associated with
services to the agricultural sector.

Apart from strengthening the social
capital and financial literacy of its
target groups in rural areas, the SDC
may technically and financially support
such measures as the deve-lopment
and testing of new products, service-
delivery methodologies and local risk-
sharing schemes.

e Importance is given to the capita-
lisation, exchange and dissemina-
tion of practical experiences and
good practices. The SDC therefore
supports national, regional and inter-
national networks and conferences,
and actively participates in interna-
tional committees and global initia-
tives such as the CGAP Attention is
given to supporting and facilitating the
application of sector knowledge and
good practices within the SDC and its
partnerships.

o The quality of the planning, moni-
toring, and evaluation practices and
the «accountability for results» in the
SDC’s financial sector operations will
be enhanced, building on internatio-
nally recognised methods, indicators
and, in-depth institutional dialogue
with the SDC’s partners. Importance
will be given to both financial and
social (development) performance,
and evaluations will be used systema-
tically to compile lessons at the institu-
tional level and to improve the SDC’s
financial sector development policy

and practice.
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CHALLENGES AHEAD

During the coming years, the inter-
national community and the SDC face
several challenges in implementing
financial sector policies that promote
access of poor households, small
farms and small enterprises to finan-
cial services:

o Cutting poverty in half by 2015 to
reach the first Millennium Develop-
ment Goal requires the strengthe-
ning of the economic basis for deve-
lopment. Financial sectors are of
strategic importance in this process.
Developing and transition coun-
tries face formidable tasks in building
inclusive financial systems that offer a
range of appropriate financial services
on a commercially viable basis to their
poor population majorities. They need
to increase their financial sector pene-
tration many times over, notably in Sub-
Saharan Africa and in selected Asian
and Latin American countries. Apart
from improvements in the general
business environment, the regulatory
framework, and in the financial infras-
tructure, capacity-building at the retail
level remains the main constraint for
reaching poor clients on a massive
scale.

e The role of donors is changing with
the proliferation of international micro-
finance funds and the entry of private
investors into the loan and equity
market. Donor co-ordination is also
becoming more demanding because
an increasing number of development
organizations are entering the field of
micro-finance due to its appeal as a
successful tool for poverty reduction.
The SDC faces the continuing chal-
lenge of identifying its optimal role vis-
a-vis private actors and in multi-donor
programmes (donor harmonisation
and alignment).

e The financial volume of the SDC'’s
engagement in financial sector deve-
lopment is modest compared to that
of the International Finance Insti-
tutions or major bilateral donors. The
SDC must therefore focus on where it
can add value, on longer-term pers-
pectives, quality, innovation, strategic
(local) partners and the capitalisation
of its experiences and synergies with
like minded partners.
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e Banking to serve rural areas, small
farmers, and small enterprises in rural
and semi-urban areas continues to
require a good deal of attention and
innovation (to reduce transaction
costs and cope with risks; to capita-
lise on synergies with extension, lite-
racy, and business-service providers;
to tap the potential of remittances from
urban areas and abroad; to coope-
rate and build strategic alliances with
commercial banks; and to strengthen
the management and governance of
savings and cooperative systems, efc.).

o Savings mobilisation is particularly
important for poor clients and the
long-term funding needs of financial
institutions. It needs to be promoted at
all levels of a financial sector. Decen-
tralised financial systems based on
local savings have also proven to be
stable in the face of major national
and international economic shocks
(Ecuador, Indonesia, etc.) and have
helped poor households in coping with
the fallout of these shocks and vulne-
rabilities in general.

e Banking with poor clients and small
enterprises  requires  development
know-how and commitment as well
as banking know-how. Understan-
ding the specific challenges of deve-
lopment finance, and the application
and continuing development of good
practices (knowledge mana-gement) in
this field, will go a long way in harnes-
sing the potential of sustainable finan-
cial services for the population majo-
rities in developing and in transition
countries.

NI
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ANNEX 1
THE ELEVEN KEY PRINCIPLES
OF MICROFINANCE

(CGAP 2004)

The following Eleven Key Principles of Microfinance were
prepared by the CGAP and its members. They were endorsed
by the G8 in 2004. The references in parentheses help to
highlight or better clarify selected issues.

1. Poor people need a variety of
financial service, not just loans, but
also savings, insurance and money
transfer services.

2. Microfinance is (no panacea,
but rather) a powerful tool in fighting
poverty. Poor households use finan-
cial services to raise income, build
their assets, and cushion themselves
against external shocks.

3. Microfinance means building
financial systems for the poor. It will
reach its full potential only if is inte-
grated info a country’s mainstream
financial system.

4. Microfinance can pay for itself,
and must do so, if it is to reach very
large numbers of poor people. Unless
microfinance providers charge suffi-
cient to cover their costs, they will
always be limited by the scarce and
uncertain supply of subsidies from
donors and governments.

5. Microfinance is about building
permanent local financial institutions
that can attract domestic deposits,
recycle them into loans, and provide
other financial services.

6. Micro credit is not always the
answer. Other kinds of support (i.e.
grants, as well as convenient voluntary
savings services) may work better for
people who are so destitute that they
are without income or means of repay-
ment.

7. Interest rate ceilings (and interest
rate subsidies) hurt poor people by
making it harder for them to get credit,
as they prevent microfinance providers
from covering their costs.

8. The role of government is to
enable financial services (by creating a
supportive legislative, regulatory, and
supervisory framework), and not to
provide them directly.

9. Donor funds should comple-
ment private capital, not compete with
it. Donor subsidies should be tempo-
rary start-up support designed to get
an institution to the point where it can
tap pri-vate funding sources, such as
deposits.

10. The key bottleneck is the shor-
tage of strong institutions and mana-
gers. Donors should focus their support
on capacity building.

11. Microfinance works best when
it measures and discloses its perfor-
mance. Microfinance providers need
to produce accurate and compa-
rable reporting on financial and social
(development) performance.
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ANNEX 2
SELECTED READINGS AND LINKS

The following annotated bibliography contains a small selection
of published and unpublished literature relating to the financial
sector which focuses on lessons learned from experience and
good practices. The list is in no way exhaustive.

GENERAL LITERATURE

Adams Dale, D. Graham and J.D. von Pischke (1984), Undermining Rural
Development with cheap Credit. Westview Press, Boulder and London
(ISBN 0-86531-768-2)

Amendériz Beatriz and J. Morduch (2005), The Economics of Microfinance.
The MIT Press, Cambridge, MA (ISBN 0-262-01216-2)

Christen Robert Peck, T. Lyman and R. Rosenberg (2003), Microfinance
Consensus Guidelines: Guiding Principles on Regulation and Supervision
of Microfinance. CGAP/The World Bank Group, Washington DC.
Download at www.cgap.org

Churchill Craig (2006), Protecting the Poor: A Microinsurance Compendium.
Munich Re Foundation, ILO Geneva Switzerland (ISBN 978-92-2-119254-1)

Consultative Group fo Assist the Poor (2nd ed. 2006), Good Practice
Guidelines for Funders of Microfinance: Microfinance Consensus Guidelines.
CGAP/The World Bank Group, Washington DC. Download at www.cgap.org

Consultative Group to Assist the Poor (3rd ed. 2003), Microfinance
Consensus Guidelines: Definitions of Selected Financial Terms, Ratios, and
Adjustments for Microfinance. CGAP/The World Bank Group, Washington DC.
Download at www.cgap.org

Evans Anna Cora, and C. Ford (2003), A Technical Guide to Rural Finance:
Exploring Products. World Council of Credit Unions, Madison, WI.
Download at www.woccu.org

Helms Brigitte (2006), Access for All: Building inclusive Financial Systems.
CGAP/The World Bank, Washington DC (ISBN 0-8213-6360-3)

Hirschland Madeline (2005), Savings Services for the Poor: An Operational
Guide. Kumarian Press, Bloomfield Connecticut (ISBN 1-56549-209-9)

IFAD (2006), Assessing and managing social Performance in Microfinance.
IFAD, Rome. Download at www.ifad.org

Johnson Susan and Ben Rogaly (1997), Microfinance and Poverty Reduction.
Oxfam, London (ISBN 0-85598-369-8)
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Ledgerwood Joanna (1998), Microfinance Handbook: An institutional and
financial Perspective. The World Bank, Washington DC (ISBN 0-8213-4306-8).
Available in English, Spanish and French at Intercooperation, Berne,
Switzerland

Ledgerwood Joanna and Victoria White (2006), Transforming Microfinance
Institutions: Providing full Financial Services to the Poor. The World Bank,
Washington DC (ISBN 0-8213-6615-7)

Robinson Marguerite S. (2001), The Microfinance Revolution. Volume 1:
Sustainable Finance for the Poor. The World Bank, Washington DC
(ISBN 0-8213-4524-9)

Rutherford Stuart (2004), The Poor and their Money. Oxford University
Press, New Delhi (ISBN 019 565255 X). In French: Rutherford Stuart (2002),
Comment les Pauvres gérent leur Argent. Karthala & Gret, Paris.

Download at www.eldis.org/static/DOC6987.htm

SDC PUBLICATIONS

Dauner Gardiol Isabel, Intercooperation (2004), Mobilizing Savings — Key
Issues and Good Practices in Savings Promotion. Swiss Development
Cooperation, Berne.

Download in English, French and Spanish at www.deza.admin.ch/ei

Egger Ruth, Intercooperation (2005), Rural Finance — What is so special
about it2 Swiss Development Cooperation, Berne.
Download at www.deza.admin.ch/ei

Havers Mark, The Springfield Centre for Business Development (1999),
Micro and Small Enterprise Leasing: Lessons from Pakistan. Swiss
Development Cooperation, Berne.

Download at www.intercooperation.ch/finance/download/divers/leasing-
pakistan.pdf

Intercooperation (2005), Monitoring System for Savings and Credit Opera-
tions, long and short version. Swiss Development Cooperation, Berne.
Download at www.intercooperation.ch/finance/download/#monsystem

Intercooperation (2004), Remittances, the Money of the Migrants. Swiss
Development Cooperation, Berne. Download at www.deza.admin.ch/ei

o Milligan Walter (1994), 11 Reasons for the possible failure of a Revolving

Fund. Swiss Development Cooperation, La Paz. Download, also in Spanish
and French, at www.intercooperation.ch/finance/download/#rfocmlf

o Reichmuth Markus, M. Flaming, R. Dominicg, Tulum (2006), Lessons learnt

from Guarantee Funds: The Example of the International Guarantee Fund
(IGF). Swiss Development Cooperation, Berne.
Download at: www.intercooperation.ch/finance/download

e Schlaufer Caroline, Intercooperation (2007), Islamic Financial Services:

Preliminary Orientations. Swiss Development Cooperation, Berne.
Download at www.intercooperation.ch/finance/download

WEB LINKS

BSM Finance: www.intercooperation.ch/finance
(Financial sector website Intercooperation on behalf of SDC)

Cerise: www.cerise-microfinance.org
for social performance: www.cerise-microfinance.org/publication/impact.htm

Consultative Group to Assist the Poor (CGAP): www.cgap.org
Mix Market: www.mixmarket.org

Obhio State University Rural Finance Program:
http://aede.ag.ohio-state.edu/programs/ruralfinance

Portail Microfinance: www.lamicrofinance.org in French
for rural finance: www.lamicrofinance.org/resource centers/finrur

Swiss Development Cooperation: www.deza.admin.ch/ei
The MicroBanking Bulletin: www.mixmbb.org

The Microfinance Gateway: www.microfinancegateway.org

for savings: www.microfinancegateway.org/resource_centers/savings and
for social performance:
www.microfinancegateway.org/resource_centers/socialperformance

for savings: www.microfinancegateway.org/resource_centers/savings
and for social performance:
www.microfinancegateway.org/resource_centers/socialperformance
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