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FOREWORD

For over a decade, the World Bank Group has supported economic reforms in
Sub-Saharan Africa that aim to promote macroeconomic stability and liberalized
markets for trade and investment. These reforms are beginning to bear fruit: be-
tween 1994 and 1997, countries with strong economic management grew at al-
most 5 percent per annum, almost twice the rate of non-reformers. Now is the
time to set sights higher, to aim for the sustained annual growth rates of 8 percent
or more which are needed to lift Africa's people out of poverty.

These higher rates of growth can only be achieved with much more en-
gagement of the private sector-both domestic and foreign-in African econo-
mies. Among the countries of Africa, a broad consensus has emerged that the
private sector should play this leading role. External partners now confront
the challenge as to how to translate general support for economic reform into
concrete action to promote private sector development and entrepreneurship.

The framework presented in this document-one of three companion in-
itiatives on private sector, financial sector, and microfinance and small enter-
prise development-is the result of a sustained effort to consider afresh how
we can best mobilize our resources in support of this ambitious new agenda.
Although sound economic and infrastructural foundations are necessary for
sustained high rates of growth, the framework recognizes that these are not
sufficient. Also needed is a direct focus on the quality of public institutions
and the regulatory environment, the productivity of private firms (both large
and small), and the role of non-governmental organizations that help support
the private sector. The framework explores how the resources of the Bank
Group as a whole-the IFC, MIGA, FIAS and the EDI, as well as IBRD and
IDA, plus the Consultative Group to Assist the Poorest for microfinance-
can actively help to foster private sector growth, strengthen the institutional
underpinnings for product and financial markets, and facilitate the entrepre-
neurial efforts of the poor to earn sustainable livelihoods.

The ambitious agenda for action laid out here can only be realized
through a sustained commitment to collaboration-among staff within the
Bank Group and, more importantly, with our development partners in Africa
and around the world-and consultation with clients in the field. The new
spirit of openness and collaboration taking hold throughout the Bank Group
is exemplified by the "bottom-up" consultative process used to prepare this
document and makes us hopeful that success is indeed within Africa's reach.

-Callisto Madavo and Jean-Louis Sarbib
Vice-Presidents, Africa Region
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EXECUTIVE SUMMARY

High levels of poverty combined with slow economic growth in the formal
sector have forced a large part of the population of Sub-Saharan African
countries into self-employment and informal activities. African governments
place a high priority on developing their indigenous private sector to partici-
pate in and lead future growth. A related and equally pressing issue is raising
the ability of the self-employed and rural poor to sustain the economic activi-
ties essential to their survival. A diversified financial sector capable of meeting
the full range of demand for financial services, including informal and small
businesses, is needed to facilitate these objectives.

Internationally, a variety of financial institutions have found ways to
make lending to the poor sustainable and build on the fact that even the poor
self-employed repay their loans and seek savings opportunities. The challenge
in Africa is to build capacity in the financial sector drawing on lessons from
international best practices in micro, small enterprise, and rural finance.

Deepening Access to Finance for Private Sector Development
and Poverty Alleviation

The objective of the World Bank Group's strategy for Sub-Saharan Afri-
ca is to increase access to financial services by small enterprises and low-in-
come households by addressing three principal areas:

tFundamental issues: the policy, legal and regulatory frameworks that allow
innovative financial institutions and instruments to develop;

D Institution building: exposure to and training in best practices that banks
and microfinance institutions need to expand their outreach and develop
sustainable operations, along with performance-based support for capac-
ity building; and

* Innovative approaches: leasing, lending and other products that the World
Bank Group can use to increase access to financial services.

While common principles apply to developing financial systems that
serve the majority of African populations and businesses that lack access to
banking services, this strategy differentiates between the financial and devel-
opment needs of microenterprises, small and medium-scale enterprises
(SMEs), and rural households.
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Operationalizing the Strategy
Given the resource-intensive nature of developing a sound microfinance

portfolio, the World Bank's Africa Region works in close collaboration with
the Economic Development Institute (EDI), the Consultative Group to As-
sist the Poorest (CGAP), and Sustainable Banking with the Poor (SBP). Pri-
ority is given to countries that have demonstrated commitment to microfi-
nance development by formally requesting that the sector be included in the
World Bank's Country Assistance Strategy or the Region's Action Research
on Sustainable Microfinance Institutions. The International Finance Corpo-
ration (IFC) plays an important role in developing financial institutions that
serve SMEs and microenterprises, through equity investments in commer-
cially sustainable leasing companies and microfinance institutions.

The World Bank Group can work flexibly with a country at any of four
phases, as appropriate.

* Awareness raising: In collaboration with EDI, the Africa Region holds re-
gional seminars that introduce high-level policy makers and practitioners
to international best practice methodologies and standards of perfor-
mance practiced by sustainable institutions and to the policy and regula-
tory frameworks conducive to microfinance development.

* Diagnosis: Program preparation begins with a diagnosis of the institu-
tional, policy, and regulatory framework for development of micro, SME
and rural finance, and with country workshops in which key stakeholders
review the results of that work and design an action plan. Stakeholder in-
volvement is critical to ensure relevance, ownership and commitment.

* Preparation of the program: Program development is carried out jointly
with international experts and practitioners and national stakeholders to
maintain ownership and commitment. The resulting program could in-
clude, for example, proposals for policy and regulatory reforms and a pro-
gram of institution-building for micro and small business finance institu-
tions, through apex or other arrangements.

- Program support The World Bank Group supports programs through
lending and non-lending assistance for regulatory reforms, institution-
building, lines of credit (through creditworthy institutions), and other in-
novative instruments. In countries that have a micro, SME or rural fi-
nance program (or pilot) that is mature and ready for improvement, sup-
port may take the form of institutionalizing and professionalizing the ex-
isting program to improve outreach and sustainability, incorporate it into
the institutional framework of the country, and enhance management by
local staff
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I.THE OBJECTIVE:
DEEPEN ACCESS TO FINANCE
FOR PRIVATE SECTOR DEVELOPMENT
AND POVERTY ALLEVIATION

High levels of poverty combined with slow economic growth in the formal
sector have forced a large part of Africa's population to enter self-employment
or employment in small indigenous enterprises, or to depend on subsistence
agriculture for survival. The World Bank's Long-Term Perspective Study of
Sub-Saha ran Africa (1989) emphasizes the size and importance of the indige-
nous private sector in Africa. Despite the informal sector's remarkable vibran-
cy, its reputation as a seedbed of African entrepreneurship, and its substantial
donor support, the sector has remained largely marginalized in terms of gov-
ernment policies, sustainable support institutions, and its contribution to the
growth of income per capita. Similarly, small- and medium-scale enterprises
(SMEs) have yet to realize their potential for rapid employment and produc-
tivity growth. Rural households face particular problems associated with crop
cycles, periodic drought, and remoteness, which greatly raise the risks and
costs of serving them.

African governments give a high priority to enhancing the potential of
indigenous entrepreneurs to contribute to development and provide employ-
ment to the low-income population. In response, the World Bank Group's as-
sistance strategy for Africa emphasizes a supportive policy and institutional
environment for the indigenous private sector. Within this context, the strat-
egy differentiates among microenterprises, SMEs, and rural households, because
their development needs differ and, therefore, they may be best served by dif-
ferent types of financial institutions.'

1 Enterprises exist along a continuum according to a variety of characteristics, and precise defi-
nitions of microenterprises and SMEs vary according to the purpose at hand. For the purpose of
this strategy, microenterprises represent largely informal family businesses, most with little
probability of accessing bank finance. SMEs represent "firms" in the more formal sense, with
mainly wage employees, for which formal finance is a desirable possibility, if suitable informa-
tion and methodologies are available. In cross-country studies where comparability is important,
the upper limit for microenterprises is typically set at 5 or 10 workers, and for SMEs at 50 or
100 workers (for Africa). Programs that provide incentives typically include value of assets or
sales as a criterion, to exclude large capital-intensive operations.



While recognizing that enterprise development can be supported
through a wide range of instruments, this strategy focuses on delivering fi-
nancial services to the lower end of the market. The strategy to reach these
small enterprises draws heavily on lessons that have emerged over the last de-
cade from efforts to reach this market. These lessons demonstrate that the
emergence of viable microfinance institutions with a large clientele depends
on two fundamental conditions that underpin the Bank Group's strategy.
First, the policy and regulatory environment must be sufficiently flexible to
accommodate a range of banks and non-bank institutions and to enable them
to implement cost-recovery interest rates and innovative programs for risk
management. Second, institution-building must be keyed to achieving high
levels of performance if microfinance is to be sustainable and if banks are to
view SMEs as desirable clients.

Lack of access to financial services-the absence of convenient savings
instruments and credit and payment mechanisms-is a major constraint lim-
iting the accumulation of assets by the poor and the development of indige-
nous enterprises. Even in a liberalized policy environment, gaps in financial
services to microenterprises, SMEs, and low-income households (both urban
and rural) are likely to persist for several reasons:

First, formal financial institutions perceive high risks associated with
lending to microenterprises, SMEs, and rural households and high trans-
action costs associated with the lack of reliable information on these cli-
ents. Adding to banks' limited capacity to lend to SMEs are the difficulty
of enforcing contracts (the result of an inadequate legal framework and
inefficient court system) and the lack of appropriate instruments for
managing risk. In addition, supervisory and capital adequacy require-
ments often penalize banks for lending to enterprises that lack traditional
collateral.

Second, alternative intermediaries, including nongovernmental organiza-
tions and indigenous savings and credit groups, can often address these
constraints through specialized techniques, but frequently suffer from
lack of sustainability because of their welfare orientation, small scale, low
absorptive capacity, and lack of exposure to international best practices of
micro and SME finance. The World Bank Group's operations have not
given adequate attention to informal savings and lending mechanisms
(such as tontines, savings collectors, stokvels, and funeral societies), which
are based on common bonds and knowledge about the borrower. Yet
these mechanisms have proven their ability to manage risk, enforce lend-
ing contracts, and reduce the transaction costs of delivering credit.
Hence, they should be incorporated in strategies to deepen and broaden
financial intermediation.

Third, usury acts and interest rate ceilings reduce the ability of financial
institutions to recover the high costs of lending to microenterprises (both
urban and rural) in many countries throughout Africa. In some countries,
the development of a flexible enabling environment is critical to avoid
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the mistake of overregulating-and possibly destroying-microfinance
institutions.

International best practice shows that lending to microenterprises and
SMEs is feasible if financial institutions implement practices that allow them
to widen their scale and outreach, lower their costs and risks, and provide
suitable products. A critical element is a regulatory framework that is condu-
cive to the evolution of new ways of doing business, including interest rates
sufficient to cover costs and innovations in risk management.

This framework provides a strategy that countries and the World Bank
Group can employ to strengthen the ability of financial intermediaries-both
formal and informal-to support the creation and development of microen-
terprises and SMEs in both urban and rural Africa. It focuses on three areas:

* Fundamental issues that each country must address-developing the
policy, legal, and regulatory frameworks that are essential to the develop-
ment of innovative financial institutions and instruments

* Capacity building-exposure and training in best practices and achieving
standards of performance that banks and rural and micro finance institu-
tions must have in order to expand their outreach and develop sustainable
operations

* Innovative approaches-lending and nonloan products that can increase
access by microenterprises and SMEs to financial services.
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II. MICROFINANCE DEVELOPMENT

Creating a financial system capable of lending to microenterprises and low-
income households is an integral part of the World Bank Group's strategy for
developing the indigenous private sector and alleviating poverty. While mi-
croenterprises typically foster little productive employment growth, they do
alleviate the severe unemployment that threatens the survival of the poor in
Africa. To survive and to grow as demand fluctuates, microenterprises often
need access to very small loans. They rely heavily on the informal system of
relatives, suppliers' credit, savings and credit associations, and moneylenders
for their financial needs. The performance of international best-practice insti-
tutions indicates that the self-employed repay their loans at high rates and are
willing to pay high rates of interest to obtain access to financing. The key
challenge in microenterprise development is to strengthen the capacity of the
financial system-both informal and formal-to lend sustainably to microen-
terprises.

Microfinance institutions consist of agents and organizations that engage
in relatively small financial transactions using specialized, character-based
methodologies to serve low-income households, microenterprises, small
farmers, and others that lack access to the banking system. They may be in-
formal, semi-formal (that is, legally registered but not under central bank reg-
ulation), or formal financial intermediaries. The World Bank Group's strategy
emphasizes incorporating their activities into countries' financial develop-
ment strategies to expand the scope and raise the efficiency of financial inter-
mediation. The intent is to ensure that access to financial services for poor
households, microentrepreneurs, women, and farm households improves sus-
tainably over time, rather than on a one-time project basis.

Fundamental Framework
As governments implement regulations for the banking and formal non-

banking sectors, they may adopt frameworks that are inappropriate to micro-
finance institutions-frameworks emphasize reporting and supervisory re-
quirements as well as capital and interest rate structures suitable for lending to
the formal sector. The World Bank Group's approach to supporting the de-
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velopment of policy and regulatory frameworks that are conducive to microfi-
nance development is threefold. First, the World Bank supports policyforums
or roundtables that draw on international experience to raise the ability of
policymakers and bank regulators to approach regulatory issues from the per-
spective of microfinance institutions. For example, the World Bank discour-
ages the use of usury acts and encourages the development of a competitive
and diversified financial system to maintain interest rates at cost-recovery lev-
els. Second, the World Bank can assist with the writing of laws and regulations
governing microfinance institutions, in collaboration with the International
Finance Corporation (IFC), whose strategy also emphasizes policy and legal
reform. Third, capacity building at the level of government and regulatory
agencies would involve training in regulatory best practice and its rationale.

Capacity Building
The principal challenge is to build the capacity of microfinance institu-

tions to increase their outreach and sustainability, including their capacity to
mobilize financial resources. For those institutions with a predominantly wel-
fare-oriented perspective, the challenge is to introduce sound commercial
practices into their financial activities. This would be achieved through expo-
sure to and implementation of best-practice techniques for managing risk, re-
ducing administrative costs, and increasing revenue. The process of microfi-
nance development is one of steady progress toward higher standards of per-
formance. The methodology to be used by the projects financed by the World
Bank involves performance-based grants (usually on a declining or matching
basis) for start-up costs, the introduction of management information sys-
tems, training for staff and management, and other institution-building ex-
penditures. Eligibility for such support should be based on the achievement
of specific performance in the areas of repayment, operational and financial
self-sufficiency, and number and type of clients reached (especially the poor
and women). In addition building and empowering networks of microfinance in-
stitutions would increase their coordination and their opportunity to learn
from one another and also would build their capacity to work together in their
dialogue with donors and policymakers.2

International experience has shown that microfinance institutions need
support for institution building and for covering operational costs in their
early years of operation. During the transition toward sustainability, the
World Bank can leverage its work at the policy and institution-building levels
by working with organizations that provide grant funds. These would include
other donor agencies (bilateral and multilateral) and the Consultative Group
to Assist the Poorest (CGAP), which provides grants directly to selected mi-
crofinance institutions meeting sustainability and outreach criteria. The IFC
supports microfinance institutions that are becoming commercially sustain-

2 The Swiss-funded Regional Action Research on Sustainable Microfinance Institutions in Af-
rica, managed by AFTE1 and AFTP1 through the Regional Programs budget, helps to build
best practice networks of microfinance institutions in six countries, to exchange information and
promote their interests.
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able, such as the Kenya Rural Enterprise Program and Cashbank in South
Africa, through equity investments and, in some cases, guarantees and credit
lines.

Innovative Instruments and Approaches
Because of the World Bank Group's involvement in developing integrat-

ed financial sectors, one possible innovation would be to build up linkages be-
tween the formal banking system and nonbanking institutions that lend to
the self-employed poor. The potential for this is likely to be confined to cer-
tain countries with a well-developed formal financial system, such as South
Africa, C6te d'Ivoire, Ghana, Kenya, and Zimbabwe. The World Bank and
the IFC will cooperate in developing complementary approaches in the deep-
ening of these financial systems. Unlocking formal sector resources for use by
microenterprises would involve creating mechanisms that reduce the risk to
banks of working with microfinance institutions and with nonbank organiza-
tions in the informal sector that are rooted in the community and whose costs
of lending are lower. Such models would draw on lessons learned from the
Acci6n Internacional Bridge Fund, which is a guarantee fund that insures
lines of credit from commercial banks to qualifying microfinance institutions.
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111. SMALL AND MEDIUM ENTERPRISE
FINANCE DEVELOPMENT

SMEs differ from microenterprises in the amount of finance they require, the
difficulty of applying character-based methods of finance, their need to be
competitive with larger firms and imports (making interest rates an important
consideration), and their potential for growth and the creation of wage em-
ployment. In addition, they are more likely to require longer-term investment
capital as well as short-term working capital. Since dynamic SMEs can bene-
fit from external finance to realize their potential to grow rapidly and become
competitive, strengthening the capacity of the formal financial system to
serve them, and improving their ability to access banking and other financial
services, could have significant payoffs for indigenous private sector develop-
ment and employment growth. Although SMEs value access to finance even
at slightly higher rates than normal commercial bank rates, their competitive
position in the economy requires that interest rates be at a level that does not
weaken their position.

Fundamental Framework
The development of a vibrant private sector is facilitated by financial in-

stitutions willing to lend on the basis of reasonable cost and risk. This in turn
requires a legal environment that facilitates the enforcement of contracts, in-
cluding the efficient operation of commercial courts and a culture of repay-
ment based on easy forfeiture and collection of collateral. Collaboration be-
tween the World Bank and the IFC is important to improve the legal envi-
ronment and to develop links with business groups, universities, and other
entities that are actively trying to improve the business environment for
SMEs. It is also important that donor and government credit operations
maintain high performance standards with regard to repayment so that they
do not undermine the financial discipline necessary for a sound financial sys-
tem.

In countries where the legal environment is less than ideal, the establish-
ment of lease laws can facilitate small business access to finance. This is
achieved under leasing legislation that gives financial institutions ownership
of equipment or other collateral, allowing them to repossess on a badly per-
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forming loan and thereby circumvent an inefficient court system. An effective
lease law needs to be supported by modifications in the tax code, including
accelerated depreciation, tax credits, or other special tax arrangements that
give financial institutions adequate incentives to develop leasing or lease-pur-
chase at a reasonable cost to SMEs.

Capacity Building
The traditional lending practices of banks are based on costly gathering

and analysis of information and fixed property for collateral as the principal
mechanisms for managing risk. Group lending methodologies that effectively
replace these processes in microfinancing are not appropriate for SMEs,
which tend to be more individualized and whose loan amounts may exceed
what private individuals can guarantee. Some countries, such as Sri Lanka
and Ecuador, have successfully induced commercial banks to commit them-
selves to developing SMEs as profitable clients through staff training, decen-
tralization of decision-making, strong follow-up, and portfolio performance
incentives.

In the World Bank Group's efforts to assist SMEs, the JFC plays a lead-
ing role through five main products: three for technical assistance and two for
financing. The technical assistance tools aim at providing SME clients with
an integrated package of business development and advisory services at each
stage of the project cycle (pre-financing and post-financing support services).
The Africa Project Development Facility, which is supported by a number of
donors, assists African entrepreneurs in developing business plans, locating
technical partners and raising financing. The African Management Services
Company, also supported by some donors and 50 private corporations, helps
companies alleviate the shortage of qualified managers by seconding experi-
enced managers for short periods and training local managers. The Enterprise
Support Services for Africa helps SMEs after they secure financing in the key
areas of financial management, marketing, and MIS. Direct financing to
SMEs is available at the IFC through two special windows, the Africa Enter-
prise Fund, and the Small Enterprise Fund. In addition, the IFC offers new
instruments such as local currency loans and guarantees. The World Bank
Group also finances SMEs indirectly through financial sector credit lines and
operations such as leasing companies.

Leasing (or hire-purchase) is an appropriate instrument with which to
give SMEs access to relatively expensive equipment while minimizing prob-
lems of collateral and contract enforcement. The IFC has successfully invest-
ed in leasing companies in a number of African countries, and it can provide
advisory services and other products suited to SMEs. The World Bank em-
phasizes staff training to help banks and non-bank financial institutions to
increase their awareness and use of best-practice methodologies for managing
and collecting small business loans and developing appropriate products.

Innovative Instruments and Approaches
In countries in which the World Bank Group has small enterprise or pri-

vate sector assistance operations, it can dialogue with high-level managers of
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banks and other financial institutions to identify the type of assistance that
would encourage them to increase lending and the range of financial products
available to SMEs. On this basis, agreements would be reached as to the type
of mechanisms the World Bank Group would support. Such mechanisms
could include, for example, the development of credit scoring (an index of
characteristics that predict creditworthiness), loan officer or branch incentive
programs, leasing instruments, risk-sharing mechanisms, lines of credit for
long-term financing, and portfolio guarantees. In turn, the institutions would
commit themselves to realistic but significant increases in small business
lending.

World Bank private sector development operations in some countries in-
clude matching grant funds that facilitate the access of SMEs to business de-
velopment services and marketing, especially for exporters.
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IV. RURAL FINANCIAL MARKETS

The provision of financial services in rural Africa has followed the gradual
monetization and commercialization of the agricultural economy. The deliv-
ery of financial services in rural areas has initially been the domain of infor-
mal savings and credit associations, local traders, and suppliers of inputs and
consumption goods. The commercial financial systems have developed more
rapidly in areas where export crops are produced and finance is provided
down the production, processing, and marketing chain.

Politically and socially, rural financial systems (or their absence) attract
much attention. Clients of rural financial markets are engaged in economic
activities that employ 70 to 80 percent of the population in most sub-Saharan
African countries, and produce 40 to 60 percent of GDP and 80 to 90 percent
of exports. The rural poor represent the large majority of the absolute poor in
these countries, and the possibility that better access to finance could help
them out of poverty is a compelling one. Reaching the rural poor may require
special efforts to overcome the difficulties of low levels of education and
skills.

The development of rural financial markets in Africa is hindered by sev-
eral natural factors, including: (i) dispersed populations and poor transporta-
tion and communication facilities, which make unit delivery costs very high
for small financial transactions; (ii) the high risk associated with the main
economic activity-rainfed agriculture-and the difficulties in diversifying
away this risk because of segmented markets caused by the above difficulties;
(iii) the strong seasonality associated with this activity and the resulting high
probability of co-variant price and income shocks; and (iv) the absence of tra-
ditional physical collateral normally required by the banking system. Thus,
the costs and risks associated with the delivery of lending services in rural ar-
eas is likely to be high, with negative consequences for the outreach and qual-
ity of the portfolio. These problems overlap with those of microenterprise fi-
nance, but factors (i)-(iii) are special problems associated with providing sus-
tainable financial services in rural areas.

Successful rural financial systems capitalize on the characteristics of the
local real economy and draw on social institutions and relationships. Exam-
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ples of such systems include the rural agricultural cooperative system in Ken-
ya, built on the back of the coffee industry, and FECECAM in Benin, built
on a network of village savings and loan institutions. Experience in rural Afri-
ca has shown that there is substantial demand for small savings instruments
and payments and transfer services, with lending taking place where it is facil-
itated by marketing mechanisms.

The Approach
To develop financial services in rural areas in a manner that is both re-

sponsive to client needs and financially sustainable, the World Bank Group
supports three main approaches:

* Bring the commercial system closer to the rural clientele by improving the
business environment (reducing uncertainty and risk, and reducing costs
of information gathering, client monitoring, and other transactions) and
designing financial products that are attractive to both clients and pro-
viders. For this purpose, work on the commercial financial system would
include activities such as: prudential supervision frameworks and special-
ized provisions for rural banks and financial institutions (with adapted
supervision requirements); improved transfer payment networks; im-
proved financial product definition and market identification; risk-re-
ducing strategies (warehouse receipt collateral systems); credit bureaus to
monitor repayments across sectors and across all institutions; and time-
bound subsidies for experimental rural branch banking.

* Bring the clientele closer to thefinancial system through grassroots training
efforts in financial skills and business management, building community
associations and institutions, and organizing potential participants in the
financial system (smallholder farmers, small traders, and others) into
groups that can support improved access to markets and finance. These
measures for building up the client base can be complemented by provid-
ing institution-building support to specialized private financial institu-
tions that focus on micro and small borrowers through group liability and
other techniques-building on and working through indigenous organi-
zations where feasible. If developed correctly, these measures can lead to
sustainable, self-financed provision of financial services (especially start-
ing with savings services) and can link eventually to the more formalized
commercial system.

a Link ruralfinance to non-financial activities in rural areas, in particular to
product processing, input supply, and marketing activities. For example,
private smallholder-based agroindustry (outgrower cotton, sugar, veg-
etables, fruits) could develop arrangements for passing financing down
the line to purchase agents and producers. This approach would also look
into ways of providing financing (and increasing cost recovery) through
providers of inputs (fertilizers, chemicals, machinery) and marketing en-
tities (auctions, integrated processors and sellers). Development of the
background legislation and design work needed to increase the use of
product leasing arrangements would also be supported.
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Fundamental Framework
To overcome the problems of risk management and the cost of obtaining

information on potential borrowers in rural areas, the regulatory structure
should facilitate the formation of a broadly dispersed network of institutions,
capable of mobilizing savings, as a first step into financial intermediation. The
cost of broadening the coverage of the regulatory system would have to be
borne by the country. The regulatory framework should also seek to enhance
the linkages between village-based institutions, both formal and informal,
and the commercial financial network. Both types of institutions stand to
gain from such a relationship: the commercial banks gain relatively cheap de-
posits, and the village institutions are able to diversify their asset base away
from the risks in the local economy and also to tie into the national payments
system. The World Bank's contribution to the development of the policy and
regulatory framework is the same as for microfinance and would entail: (i)
policy forums to bring international experience to bear on local issues; (ii)
technical assistance in the design of laws and regulations governing rural fi-
nance institutions; and (iii) capacity building in the regulatory structure,
adapted to the peculiarities of rural financial institutions.

To ensure coherence and prevent negative externalities between ap-
proaches, it is important that the stakeholders reach agreement on the frame-
work for the development of rural financial markets. This framework should
take into consideration the measures to be taken by: the Central Bank, in de-
fining prudential requirements (for deposit-taking institutions) and its super-
visory procedures; commercial banks, as they finance agriculture-related ac-
tivities, develop new instruments for serving rural clients, or serve as higher-
level intermediaries for smaller regional and local institutions; specialized in-
stitutions being developed to serve a particular rural clientele; and village-
based organizations, financial or otherwise, that may eventually play a role in
improving financial intermediation in rural areas. While not binding, such a
framework would chart the area of action for each of the participants and set
out the rules of the game so as to avoid behavior that would prejudice the fi-
nancial sustainability of the system as a whole.

Capacity Building
As with microfinance, the focus is on broadening the outreach and en-

hancing the financial sustainability of rural operations of the appropriate fi-
nancial institutions: commercial banks, non-bank financial institutions, mi-
crofinance organizations, and village-based financial institutions. As described in
the corresponding section on Microfinance Development, the approach would
entail: (i) seminars and workshops to expose all players to best practice tech-
niques for managing risk, reducing cost, and increasing revenue; (ii) perfor-
mance-based assistance (rewarding financial sustainability first, and outreach
increase second) to those institutions that take up the proposed approach,
with funding for start-up costs, improvement of management information
systems, training for staff and management, and equipment and hardware as
appropriate; and (iii) the formation of networks of institutions, to advocate
for supportive policies and share learning experiences and training facilities.
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Social development and investment funds may be able to play a comple-
mentary role by building up the capabilities of the client base. Social funds
and welfare-oriented revolving funds have not proven very successful in es-
tablishing sustainable credit programs, but they may be able to develop the
capabilities of rural clientele to form community groups and manage business
activities to enhance their attractiveness as microfinance clients.

Innovative Instruments andApproaches
There is no unique solution to the problem of expanding financial servic-

es in rural Africa. Each country must adapt and innovate in accordance with
the opportunities provided by its economic infrastructure, the degree of de-
velopment of its commercial financial system, the level of monetization of its
rural economy, and the coherence of its social organization at the village level.
Any approach taken will have to rely on a variety of instruments and tactics to
broaden access and coverage. In the early years of system development, at
least, an institutional focus-possibly an industry confederation or a govern-
ment office-may be needed to develop a framework, facilitate innovation,
bring in international expertise, provide feedback on results, and support the
design and financing of experiments.
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V. OPERATIONALIZING THE STRATEGY:
THEWORLD BANK GROUP'S ROLE

Developing microfinance and small business finance programs requires a
combination of tools at both the policy and the institutional level. It demands
an intensive commitment of time and resources on the part of the World
Bank Group, other donors, microfinance institutions, banks, central banks,
and governments. Strategic use of limited resources implies focusing on a
small set of countries in which to support the development of appropriate
strategies, regulatory frameworks, and model projects. Relatively strong em-
phasis is placed initially on microfinance development, because best-practice
methodologies are better known and documented in that area and further ex-
perience with them can yield lessons for the less tractable areas of SME and
rural finance. Coordination with the IFC in the design of country strategies
will ensure the best use of complementary tools in this field.

The countries chosen for microfinance development should have one or
more individual institutions or a network of institutions that can provide
strong leadership, and a government and central bank committed to achieving
a regulatory environment conducive to the development of micro, SME, and
rural finance. In addition to operations with microfinance and SME compo-
nents, the Africa Region's programs in these countries would mobilize addi-
tional resources through grants (from Trust Funds and the Institutional De-
velopment Fund); through equity and loan guarantees from the IFC for high-
performing institutions; and through collaboration with the Economic De-
velopment Institute (EDI) for policy and practitioner workshops, CGAP for
assistance to specific institutions, Sustainable Banking with the Poor (SBP)
for best-practice case studies, and Action Research for development of net-
works of institutions. In operational work and in organizing workshops, the
World Bank Group also collaborates with other agencies such as the Europe-
an Union, the African Development Bank, the U.S. Agency for International
Development, the Canadian International Development Agency, and others.
CGAP and the Committee of Donor Agencies for Small Enterprise Devel-
opment provide ongoing mechanisms for donor coordination in these areas.

Developing and disseminating the lessons of experience is an important
area of emphasis. Africa Regional Program funds and support from the
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World Bank Groupwide Thematic Group on Rural and Micro Finance/SME
Development are available to distill lessons from experience in the field. Dis-
semination is facilitated through the Regional Best Practice intranet web site
on Micro and Small Enterprise Finance, the World Bank Group's Knowledge
Management System, and seminars organized by the Thematic Group and its
constituents.

Micro, SME, and rural finance components figure in a wide range of sec-
tor operations: poverty, finance, private sector, agriculture, nutrition, urban,
and others. In the past, components aimed at particular sectoral objectives
have not always been consistent with best practices or with World Bank poli-
cies for the development of sustainable financial institutions. Cross-sectoral
coordination is essential if the World Bank is to undertake a consistent coun-
try-focused approach. Within the World Bank's Africa Region, the Private
Sector and Finance technical group forms the focal point for quality assur-
ance with respect to micro, SME, and rural finance components of operations
across all sectors. The Thematic Group provides a forum for exchanging
views among different units of the World Bank Group, improving the quality
of project design, and developing a systematic portfolio database.

An important objective of the coordination efforts is to distinguish be-
tween financial intermediation and social development in designing support
programs. The former emphasizes the financial sustainability of micro, SME,
and rural finance institutions. The latter emphasizes improving conditions for
lower-income, rural, and female clients to access finance-for example,
through grassroots training in financial skills and group formation. This
means that it is advisable that social funds and poverty-focused projects con-
centrate on grant support to facilitate outreach efforts and avoid credit
schemes. Private and financial sector operations can focus on establishing a
suitable policy and regulatory framework and ensuring that adequate capitali-
zation and funds are available to high-performing rural and micro finance in-
stitutions. Capacity-building support for the different institutions involved is
appropriate in all types of operations, provided it is based on performance
standards consistent with those established through donor forums.3

3 Committee of Donor Agencies for Small Enterprise Development and Donors' Working
Group on Financial Sector Development, Micro and Small Enterprise Finance: Guiding Princi-
ples for Selecting and Supporting Intermediaries, Washington, D.C.: Secretariat c/o World Bank,
PSD and FSD, 1995; eligibility criteria of CGAP.
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VI. A PHASED PROGRAM
OF MICRO, SMALL ENTERPRISE,
AND RURAL FINANCE DEVELOPMENT

The proposed program consists of four phases intended to allow the World
Bank Group to assist at the appropriate stage of micro, SME, and rural fi-
nance development in each country. For example, some countries may have to
start at phase 1 because they have little awareness of microfinance and inter-
national best practices in the field, while others may be able to begin at phase
3 because they already have a raised awareness of the best practices and have
also gathered sufficient information, although they still need to develop a
comprehensive program. Still other countries may simply have to improve the
performance of an existing program.

PHASE 1: Awareness Raising. In close collaboration with the EDI and
SBP, the World Bank holds regional seminars that introduce
policymakers and practitioners to international best practices for the
policy and regulatory frameworks conducive to micro, SME, and rural fi-
nance development and for the performance standards of sustainable in-
stitutions. To participate in this phase, the country must have a govern-
ment that is ready to send key policymakers and central bankers as part of
a delegation that also includes microfinance practitioners and commer-
cial banks. In collaboration with other international agencies, the Region,
CGAP and EDI also support specialized seminars, for example on sav-
ings mobilization and on mainstreaming micro and SME finance into
commercial banking operations.

PHASE 2: Diagnosis. The World Bank will respond to country requests for
assistance in diagnosing the policy, regulatory, and institutional frame-
work issues for micro, SME, and rural finance development. This re-
sponse may include a country workshop (especially as follow-up to par-
ticipation in a regional workshop) in which key stakeholders review the
results of that work and propose a strategy and action program for
microfinance development. The World Bank also works with networks of
microfinance practitioners through the Action Research Program. The
World Bank's involvement may be sought indirectly through national
networks or directly through the country director, as reflected in the
country assistance strategy.
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PHASE 3: Preparation of the Program. Because micro, SME, and rural fi-
nance development requires high levels of ownership and participation to
achieve best-practice standards of performance, the commitment of gov-
ernment and stakeholders is essential. This phase is intended to replicate
a participatory process that has been successful in South Africa, in which
international experts and practitioners collaborate over a two-week pe-
riod with a local reference group on a country-relevant action plan for
developing the microfinance sector. Consultations with focus groups of
stakeholders are an important part of this process. The resulting program
may include, for example, proposals for policy and regulatory reforms (in
collaboration with the IFC) and a program of institution-building for
micro, SME, and rural finance institutions (including banks), through
apex or other arrangements.

PHASE 4: Program Support. The World Bank Group can support pro-
grams through lending or non-lending assistance for regulatory reforms,
institution-building, lines of credit, or other innovative instruments.
World Bank Group involvement is predicated on the country's commit-
ment to implementing an appropriate regulatory environment, the exist-
ence of at least one operational institution or network of institutions with
strong leadership, a government committed to working with nongovern-
mental organizations and banks, and strong involvement on the part of
the stakeholders. Phase 4 can include further work on the design of pro-
posed components and freestanding pilot projects. In countries that have
a micro, SME, or rural finance program (or pilot) that is mature and
ready for improvement, support may take the form of institutionalizing
and professionalizing the existing program to improve outreach and
sustainability, to incorporate it into the institutional framework of the
country, and to foster management by local staff
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ANNEX A

SME DEVELOPMENT SUPPORT: A COLLABORATIVE APPROACH

, Jt IFC >f

1. IMPROVING THE LEGAL ENVIRONMENT

* enforcement of contracts
* drafting of lease laws . V / :

II. CAPACITY BUILDING

Pre-financing support to SMEs
* business plan u

* technical partners v
* matching grants
Post-financing support to SMEs
* marketing - v
* financial management

* MIS t

* production Vd
* matching grants V

Training programs

* for individual managers . :
* for SMEs' staff v .'
* for bankers - - V;

* for non financial intermediaries . v

Ill. DEVELOPING INNOVATIVE INSTRUMENTS

Portfolio guarantees -
Credit scoring .
Risk-sharing mechanisms -

IV. FINANCING SMEs
Direct financing:Traditional products v
*Term finance v
*Working capital v
Direct financing: New products
* Local currency guarantee -
* Domestic currency loans - v
* Leasing instruments v
Indirect financing through local financial v
intermediaries
* Establish leasing companies v
* Pilot projects V v
* Line of credit for long term financing v V

(consistent with OP8.30)
Support to SMEs to raise funds v V
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ANNEX B

MICROFINANCE AND RURAL FINANCE DEVELOPMENT:

COLLABORATIVE SUPPORT

IFC A EDI S

1. IMPROVING THE FUNDAMENTAL
FRAMEWORK

Supporting policy fora V g ,

Providing support in drafting
legislation

* On interest rate policy 9 V

* On financial intermediaries X V

Enhancing Central Bank regulation
and supervision capabilities

* Training in regulatory best practices 9

* Providing expertise for supervision -
I1. CAPACITY BUILDING

Best practice seminars

* For practitioners (technical workshops) V V 
* For policymakers and monetary 6 / V -
authorities

* For commercial bankers V V V

Performnance-based grants to RMFIs

* Development of new products for 9 - -

rural clients

* MIS development V j

-Training of staff V V
* Start-up costs V a
* Institutional development V V
Support to national networks
of RMFIs

* Start-up costsV

*Training of staff t V /

* Policy dialogue V
111. DEVELOPING INNOVATIVE INSTRUMENTS

Linkage between banks and RMFls -

Working with commercial banks
*Mechanisms to reduce banks' risks 1 / -
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_ANK Bl IFC ci EDI Se
*Technical expertise to commercial VI ;

banks

*Transforming RMFIs into formal V v
financial intermediaries

Introducing new instruments

* Credit scoring s V *
* Risk sharing mechanisms :

* New technologies 

[V. FINANCING RMFIs-

Direct financing-...

* Grant funds for start-ups : 5.

* Guarantees V
* Lines of credit to institutions meeting -

RMFI performance standards
(outreach, sustainability)

* Lines of credit for long term financing v
to profitable Microfinance Institutions

Indirect financing through local
financial intermediaries

* Commercial banks v

* Pilot schemes V

RMFIs = Rural and Micro Finance Institutions
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ANNEX C

IMPLEMENTATION PHASES FOR MICRO, SME,
AND RURAL FINANCE DEVELOPMENT

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ B A N K I C C G t ED I . *

PHASE I.AWARENESs RAISING
Regional seminars for policymakers _/ ng V
and practitioners
Technical seminars to mainstream i v
micro & SME finance into traditionals,central
banking operations
Policy dialogue with governments Vi
Build and empower networks of
microfinance practitioners 
PHASE II. DIAGNosis
Assessment of country's policy, 
regulatory and institutional
framework
Country-level best practices 
workshop
Assist networks to diagnose
situation and develop proposals
PHASE Ill. PREPARATION OF PROGRAMS ~f§y RW"
Participatory process involving -'

all stakeholders m
inventories
local workshops
network activities .

National reference group and S / i
workshop to prepare strategic
framework and action plan
PHASE IV. PROGRAM Sup'om-r
Redrafting legislation and regulations V
Training programs for MFIs, central S/
bankers and regulators
Project support with institution
building focus
* pilot schemes 

* performance based grants for V. 
capacity building

* institutionalization of successful pilots .

* credit lines for institutions meeting ,

MFI performance standards
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