Guangzhou Mayoral Roundtable speech February 14, 2011.
I was asked to speak on ideas and suggestions on how to develop financial services.  Mark Johnson spoke about development of traditional banking and financial services. The Australian experiences he refers to are shared by New Zealand and I completely agree with what he had to say about the development of those services. Mr Ba talked about the need for different types of financial services. I have chosen to speak about a different type of financial service – Financial Inclusion through Micro-Finance.

This Roundtable is taking place as an adjunct to the ABAC meeting.  Financial inclusion is a critical aspect of what APEC is about.  APEC Leaders at their 1993 Blake Island meeting declared "As members of APEC, we are committed to deepening our spirit of community based on our shared vision of achieving stability, security and prosperity for our peoples".  Financial inclusion assists people to be more productive, prosperous and secure, and to achieve that deepened spirit of community.  
The APEC Business Advisory Council and in particular the Advisory Group on APEC Financial Systems Capacity Building promotes micro-finance as a very important way of advancing financial inclusion.  Giving greater access to finance to the around 700 million people in East Asia earning less than $2 a day will go a long way in promoting entrepreneurship, expanding the middle class and developing consumer markets within those economies.
Provision of small amounts of credit can radically change people's lives.  It has enabled entrepreneurial flair to assert itself with, for example, microenterprises being created in poor rural districts.  Then there is the flow on of the earnings generated from the business enterprises to the benefit of impoverished families who may now be able to afford education as well as the nourishment previously denied to them.  Payments they are now enabled to make for goods and services from business earnings flow into other parts of the economy in turn increasing the ability of others to produce and to consume.  This in turn increases the potential returns for the original borrower.  It truly is a virtuous circle created by the injection of a small amount of credit.
Whilst micro-finance is able to play such an important role, my message in this brief address is that micro-finance must be used for proper purposes.  The loan must be used for productive economic activity.  Productive activity produces revenue to be used in the first instance to meet the costs of the business, including the costs of servicing and repaying the micro-finance advance.  Only after all such costs have been met will there be profits.  Only from profits may there be expenditure on non-productive consumption.  
Recently, there have been reports that bad debt situations have reached epidemic proportions in the micro-finance industry in some parts of India.  There have been similar accounts about Bangladesh.  On 21 December 2010 the BBC News South Asia reported under the headline "Crisis hits India's small loans industry" that the southern state of Andra Pradesh, which accounts for a third of the households and nearly half of the loans within India's private micro-finance industry had become the victim of what an industry leader described as reckless lending and feckless borrowing.  This had led to borrowers defaulting on payments and taking their own lives and banks ceasing to lend to the cash-strapped micro-loan companies.  

Dr C Rangarajan is the Chairman of the Economic Advisory Council to the Indian Prime Minister.  At a speech given in December 2010 he said "The MFI's need to change their business model.  They have been indulging in multiple loans and also extending credit for unproductive purposes".  On January 5 he amplified his views.  He said that MFI's must extend credit only after taking into account every borrower's repayment ability.

I would put it this way.  If you are in the business of lending money, you want the loan to be repaid.  If the loan is not repaid and has to be written off as a bad debt, it is necessary to make many profitable loans to compensate for that loss.  Consequently it is bad business to lend to people who will be unable to repay.  Likewise, it is bad for the borrower to get herself (and most micro-finance borrowers are women), to get herself into a position where she is struggling to repay the loan.

But Dr Rangarajan made the point that "It is basic business strategy to ensure that the rate at which any institution lends must be such as to enable the borrower to repay the principal amount.  If it is not possible then it is a self-defeating exercise.  Therefore MFI's must introspect and decide on the level of margin they want to keep given their cost of borrowing from banks and ensure that greater effectiveness is involved in the process of lending".  He then went on to identify what seems to be the major cause of the problem in respect of lending by private micro-finance institutions in Andhra Pradesh, when he said that MFI's have resorted to multiple lending predominantly for the borrower's consumption purposes.  "This", he said, "is self-defeating and inconsistent with the repayment capacity of the borrowers.  The provision of credit for consumption purposes has to be a small part of the total MFI credit".
The traditional means of dealing with such problems is regulation – but regulation may impose so heavy a cost burden as to make the micro-finance operation unsustainable.  With Dr Rangarajan was the Chief Economic Adviser to the Finance Ministry, Dr Kaushik Basu.  He said that the MFI's should not be regulated too heavily as that would affect their very existence.

Micro-finance is a positive initiative with multiple advantages.  It increases participation in the domestic economy in areas where the output will largely be consumed within local communities with cascading economic advantages for those communities.  Provided it is done for proper purposes, it is a win-win initiative.  
For the reasons I have touched upon we should be seeking to develop infrastructures to facilitate and encourage microfinance, but also mechanisms to guard against the dangers resulting from lending for the wrong purposes.  I would like to see capacity building which successfully educates micro-finance providers to act in their sustainable self-interest rather than heavy-handed regulation which might stifle something of such overwhelming benefit to the peoples of the region.  
