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This paper was chosen through an open call for research in rural finance, whereby the 

selected individuals were invited to Rome, Italy, to share their results during the 

conference and to discuss key issues in shaping the rural finance research agenda as well 
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A. INTRODUCTION 

 

1. The provision of micro-finance services in most countries has been by NGOs 

outside the purview of regulatory mechanisms.  Some would even argue that micro-

finance works better without regulation and that perhaps the sector is best left outside the 

purview of regulatory mechanisms. Others argue differently and feel that the long-term 

growth of the sector can only be achieved within a regulatory framework.  Regardless of 

this debate, increasingly, micro-finance services are coming within the purview of  

regulation.  As such, the impact of regulatory policies on the provision of micro-finance 

services to the poor is an issue which is gaining in importance.  This paper assesses the 

strengths and weaknesses of the existing legal framework for micro-finance and how this 

enhances or hinders access to the poor.  A principal objective of the current review was to 

identify some of the legal drivers that are necessary for the growth of the sector and to 

assess the extent to which the current framework provides an environment under which 

the sector can grow and additional measures that could be undertaken in support of the 

sector.  While this paper looks at issues internationally it focuses particularly on the 

regulation in Pakistan.   

 

B. STRENGTHS AND WEAKNESSES OF EXISTNG REGULATION  

 

Does the micro-finance sector really need regulation or is it likely to be stifled by it?  

  



 

 

 

2. Many cite the example of Bangladesh where the sector has raced ahead with little 

regulation and has extended its outreach considerably and claims major benefits for 

poverty alleviation in the country.  Regulation has been slow to catch up in Bangladesh 

and many issues important for the sector were not mediated but simply decided by default 

in the face of run away growth. Some practitioners propound the need for unrestrained 

growth and feel that regulation is an unnecessary constraint on a sector which should be 

allowed to develop freely as it provides services for the poor which others are unwilling 

or unable to provide.  While a fairly laissez-faire approach has been adopted to micro-

finance operations in Bangladesh in the past, the need for regulation has recently been 

acknowledged.   

 

3. Experts in the sector are increasingly noting that NGOs in Bangladesh lack 

professionalism in financial transactions and transparency in their operation which is 

essential to enable them to tap commercial markets and banks.1 As a result, new 

guidelines have been issued by the Bangladesh Bank (BB) under which fairly 

comprehensive and cumbersome formats have been developed for micro-finance 

institutions.2 It can be argued that had regulation been introduced in Bangladesh earlier, 

the sector would have been better prepared for the changes which the Government is now 

trying to bring into the sector with some resistance.  The Finance and Planning Ministry 

also acknowledges the non-transparent accounting practices by the NGOs in the country.3 

Commenting on the massive training programme launched by the Government of 

                                                 
1 Microfinance in Bangladesh.  Haque, Khandakar Muzharul Executive Director. Bangladesh Bank Dhaka, Bangladesh. 
Paper for the SAARCFINANCE Seminar on Microfinance 21-23 December 2002.  

2 Micro-finance Research & Reference Unit (MRRU). Bangladesh Bank. Dhaka. 

3 M Saifur Rahman, Minister of Planning and Finance.  



 

 

 

Bangladesh officials of the Micro-Finance Research and Reference Unit admit the best 

accounting practices that  “unknowingly ignored” by NGOs. 

 

4. Experience from Latin America also shows that where regulatory authorities took 

micro-finance seriously early on and responded with a supportive yet not overly 

restrictive approach, the sector has developed and matured. Where regulatory authorities 

ignored or avoided micro-finance, the sector has been slower to develop or has developed 

outside the regulated financial sector.  For example, the Bolivian authorities worked 

together with the micro-finance industry to create a special regulatory category for micro-

finance, and today micro-finance in Bolivia is advanced and forms a specialized portion 

of the formal financial sector.  By contrast, in Colombia, regulators wary of micro-

finance did not develop a pathway for the formalization of specialized MFIs. As a result, 

most large micro-finance providers in Colombia are non-governmental organizations 

(NGOs) not interested in becoming regulated. In Mexico, regulators have viewed micro-

finance largely through the lens of cooperatives, with the consequence that Mexico 

features relatively few non-cooperative micro-finance providers.4  However, growth can 

still take place through this institutional form.  The case of Compartamos demonstrates 

this clearly.  This NGO recently obtained a bank license and at the end of March 2006 

had 448,328 active clients.5  

 

                                                 
4 Supervising & Regulating Microfinance. In the Context of Financial Sector Liberalization 

Lessons from Bolivia, Colombia and Mexico Jacques Trigo Loubière, Patricia Lee Devaney and Elisabeth Rhyne. 
Tinker Foundation. August 2004. 
5 Ms Victoria White. 



 

 

 

5. In Indonesia, both the old paradigm of directed subsidized credit lines and the 

financial system approach have co-existed for quite some time.6  However, there is a 

growing feeling that the co-existence of the two paradigms has made it more difficult to 

develop a coherent micro-finance policy and strategy and as a result a new Financial 

Supervisory Authority has been established to supervise regulated MFIs.  In India the 

stress is on a policy of inclusion through mainstream banks rather than establishing a 

separate institutional structure for the poor.  As such it is felt that there is no need for 

separate regulation for the sector currently.  However, since lots of NGOs are looking at 

transforming into or purchasing pre-existing NBFIs so that they can create private 

companies, and get a deposit license, RBI will need to address this issue at some stage. 

However, policy pronouncements are made according to which commercial banks are 

‘advised’ about the services they should offer and the terms on which they should offer 

them.7  In Uganda, new regulation was meant to protect small depositors but also 

stimulate a more vibrant savings culture, and strengthen strong players to be even 

stronger. 

 

6. In Pakistan, the regulation of the sector is a relatively recent phenomenon and 

only applies to Micro-Finance Institutions registered as banks.8  The introduction of a 

regulatory framework for banks in Pakistan is perceived as a positive development and 

most stakeholders interviewed felt that the Micro-Finance Ordinance provided a 

supportive environment for the sector.  By excluding NGOs from its purview, the 

                                                 
6 Defining the Role of Central Banks in Creating a Conducive Environment. for Micro –finance. Burhanuddin Abdullah 
7 Annual Policy Statement for the Year 2006-07. by Dr. Y. Venugopal Reddy, Governor, Reserve Bank of India. 

 
8 The Khushali Bank is regulated by a separate ordinance which was issued prior to the promulgation of the Micro-

Finance Ordinance 2001. 



 

 

 

legislation is following the example of most countries where 85% of the MFIs are not 

financial intermediaries—i.e., they are lenders only, and do not take deposits from the 

public.  Generally, it is felt that there is no strong reason for public prudential oversight 

of such MFIs, since protection of depositors is usually viewed as the principal rationale 

for such oversight.9   

 

7. The Micro-Finance Ordinance and the Prudential Regulations in Pakistan appear 

to be consistent with international practice on most aspects and seem to have embodied 

lessons from best practice elsewhere.  The provisions of the Micro-Finance Ordinance are 

generally highly supportive of the sector and the principal regulator, the State Bank has 

played a facilitative role in the development of the sector.   This view is shared by most 

of the key practitioners in the country.  The regulation is considered to be an evolving one 

and both the State Bank and the Ministry of Finance are quick to look upon it as one 

which should respond to changing conditions and improved understanding of the sector 

and incorporate lessons from experience.  The Consultative Group on Micro-Finance 

within the Micro-Finance Division of the State Bank is very open-minded about 

amendments.   

 

Is there a common growth trajectory in the micro-finance sector which one can 

build on and learn from? 

 

                                                 
9 Regulation & Supervision of Microfinance Institutions: Stabilizing a New Financial Market. Focus Note No 4: 1996. 
CGAP. 



 

 

 

8. One of the most significant aspects of the micro-finance sector is its distinct 

institutional pattern and growth trajectory from one country to the next.  This signifies the 

importance of the genesis of the sector institutions combined with the underlying 

philosophy regarding micro-finance around which the policy, legal and financial support 

is organized.  In Bangladesh, the sector is dominated by MFI-NGOs which account for 

about 35% of the total cumulative outstanding loan portfolio.10   In India, the principal 

vehicle for delivery of micro-finance is through linking mainstream banks to self-help 

groups.11  In Indonesia, the principal service provider went through several 

transformations from a cooperative to a state-owned commercial bank to a limited 

liability corporation and finally to a public company in 2003.12  In Bolivia, one of the 

main service provider is BancoSol the world’s first private commercial bank specifically 

for micro-finance which transformed from an NGO.  While it holds a fraction of the 

assets of the Bolivian banking system, it serves a much larger share of the system’s total 

number of borrowers.13  In Brazil, Banco do Nordeste, a mainstream commercial bank 

grew by looking for ways to reach the poor which was more effective than its directed 

lines of credit had been. It did this through creating a direct micro-lending program, 

called CrediAMIGO – as of March 2006, it had over 200,000 active clients.  

 

Where will growth in Pakistan stem from and does the regulation support the 

potential sources of growth? 

                                                 
10 Microfinance in Bangladesh. Khandakar Muzharul Haque. Executive Director. Bangladesh Bank.  Paper for the 
SAARCFINANCE Seminar on Microfinance. 21-23 December 2002, Dhaka, Bangladesh. 

11 Annual Policy Statement for the Year 2006-07. by Dr. Y. Venugopal Reddy, Governor, Reserve Bank of India. 
12 BRI. 
13 Regulation & Supervision of Microfinance Institutions: Stabilizing a New Financial Market. Focus Note No 4.  
August 1996. CGAP. 



 

 

 

 

9. The regulation in Pakistan is poised to support three potential sources of growth in 

the sector.   These include (i) transformation of NGOs into banks (ii) the establishment of 

micro-finance banks and (iii) encouraging downscaling of commercial bank operations 

and offering micro-finance services.14 Incidentally, this framework catering to a host of 

institutional forms is broader than the regulation in most countries.  One of the key 

questions that is being pondered is where the future growth in Pakistan will stem from 

and what steps can be taken to promote growth.  Despite the exponential growth in the 

NGOs providing micro-finance services in the last few years, the sector lags behind most 

countries.  There are also concerns that the growth rate of the last few years may not be 

sustained.  While the current legal framework supports the downscaling of commercial 

bank operations there has so far been little involvement of commercial banks in the 

micro-finance sector in Pakistan.   

 

10. The key players in the micro-finance sector in Pakistan currently are micro-

finance NGOs with an active client base of just above 400,000 in 2006.   However, three 

MFIs namely the National Rural Support Programme (NRSP), Khashf and the Punjab 

Rural Support Programme hold 80% of this share.  The growth in clients and total loan 

portfolio of NGOs providing micro-credit services has happened in the past principally 

due to the availability of subsidized funds made available through the Pakistan Poverty 

Alleviation Fund (PPAF).  Some key NGOs like Kashf, DAMEN, Taraqee Trust and the 

Thardeep Rural Development Programme registered unprecedented growth in clients and 

total loan portfolio as a result of the financing made available by the apex body.  This 

                                                 
14 This last aspect is addressed more fully in subsequent sections 



 

 

 

growth happened within a span of two to four years and fueled the expectation that NGOs 

are key for growth in the sector.  

 

11. International experience shows that growth in the sector has generally come from 

niche micro-finance banks such as Banco Solidario in Ecuador and through 

transformation of micro-finance NGOs into banks (PRODEM to BancoSol15), 

Compartamos in Mexico and Mibanco in Peru with almost 200,000 active clients, or 

Equity Bank in Kenya with more than 100,000 active clients.  In Indonesia, the banking 

deregulation at the end of the 1980s promoted the establishment and operation of new 

MFIs.  During the first 5 years of the new licensing framework, more than 1,000 rural 

banks or BPRs were established, and the numbers peaked in 1999 when there were over 

2,400 of them. This rapid growth was not sustainable and Bank Indonesia was not able to 

properly regulate and supervise them with the result that some 200 BPRs were closed 

down.   The NGO led growth that is evident in Bangladesh is an exception rather than the 

rule and this experience is not in evidence elsewhere.  While many commercial banks 

have entered the arena and down-scaled their operations, their overall outreach is well 

below that of niche banks in the sector.    

 

12. In Pakistan, new micro-finance banks have been established as a result of the new 

regulation. The Government facilitated the establishment of Khushhali Bank in August 

2000.  Khushali Bank (KB) is a special case as it was established under a separate 

Ordinance in 2000 as a nation wide bank to help meet the government’s objective of 

poverty alleviation.  The Asian Development Bank has financed the bank and 16 private 

                                                 
15 However growth in BancoSol has been relatively stagnant over last few years 



 

 

 

and state public banks have provided it with equity financing. The five micro-finance 

banks established under a new Micro-Finance Ordinance have recently started their 

operations and report limited clients and disbursements. KB is the largest in terms of both 

its clients and disbursements.  At the end of 2005, the share of KB in overall assets of 

MFBs was around 79 percent. As Tameer Bank and Pak-Oman have recently started their 

operations, analysis of the figures is based on the remaining four banks including KB.  

The total number of branches of these banks increased from 4 in 2000 to 91 at the end of 

2005.  During the same period advances of MFBs increased including Khushali, showed 

a compound annual growth rate of 184 percent. 

 

13. The Micro-Finance Ordinance 2001 has been important for encouraging the entry 

of private sector players into the micro-finance sector in Pakistan.16  This has happened 

due to the fact that seed capital requirements have substantially been reduced, MFBs now 

have a choice of operating at various levels such as district, regional, province or national 

and mobilize resources from local and foreign markets.  Licensing procedures, 

supervisory regulations and disclosure standards have been simplified.  The First Micro-

Finance Bank Limited (FMFBL), Tameer Micro-Finance Bank Limited and Pak-Oman 

operate at the national level, while Rozgar Micro-Finance Bank Limited (RMFBL) and 

Network Micro Finance Banks Limited (NMFBL) are serving at the district level.  The 

growth of new micro-finance banks is mainly being sponsored by private individuals with 

a commercial interest or a social welfare objective.  Pak-Oman Bank which is the newest 

entrant is the only bank with substantial foreign investment.  Thus it appears that a key 

                                                 
 
 



 

 

 

strength of the Ordinance has been the confidence that it has inspired for encouraging 

private sector investment in the sector. 

 

14. The Ordinance has also been seen by some as a way of entering the financial 

sector through the back door as new licenses are not being issued and minimum capital 

requirements for commercial mainstream banks are high and expected to go up even 

further.  The banking sector is seen as a highly profitable sector and last year it reported 

100% growth in profitability which is higher than for any other sector.  While the 

Ordinance specifies that only a corporate entity can be established as a micro-finance 

bank, there is no limit on the percentage ownership by any individual or group or 

restriction on foreign ownership.   

 

15. While the recently inducted micro-finance banks have yet to demonstrate their 

capacity to grow their portfolios and attract new clients, KB is fast becoming a major 

supplier of micro-finance services and has caught up with NGOs both in terms of the 

number of clients and the amount of funds loaned within a period of four years.  KB had 

260,000 active clients at the end of December 2005 and was servicing 94% of the MFB 

clients and 48% of the total share of all micro-finance clients in 2005.  While the KB 

does not yet offer deposits, the deposits of the other MFBs had increased by more than 10 

times to reach Rs. 707 million at the end of 2005. On average, the loan to deposit ratio for 

MFBs was at 31 percent in December 2005.   

 



 

 

 

16. The existing regulation provides a supportive framework for the transformation of 

NGOs into banks.   AKRSP is the only organization which has transformed its micro-

finance operations.  The NGO shifted clients and staff from a non profit NGO to a for 

profit share company, upgraded their operations, standardized operating procedures,  

developed financial reporting and monitoring systems, hired professional banking sector 

staff at senior levels and underwent many of the challenges related to these changes.  

Some accuse the First Micro-Finance Bank of a mission drift and insist that while the 

FMFB inherited the staff of AKRSP it developed its own loan portfolio with its own 

client base through new products targeted at the small traders and businesses.  While 

NRSP and Kashf have both been considering transformation they have not yet made the 

move for various reasons.  Kashf sees no immediate benefit to it given that it feels it has 

not undertaken adequate research on the savings product and still prefers to continue 

upgrading its operations and NRSP is constrained by the views of its Board which feels 

that there will be a danger of a mission drift and is reluctant to assume the added risk of 

transformation.  A review of the benefits and cost of transformation by these two MFIs 

did not report any serious issues in the regulation which would hinder their path to 

transformation.  However, Kahsf is concerned about the minimum capital requirements, 

the Capital Adequacy Ratio, tax rates and enhanced operational costs that transformation 

will entail.  

 

17. International experience on transformation shows a mixed record.  Colombian 

NGOs have resisted transforming into regulated entities, despite the availability of a 

regulatory category, the CFC, which is somewhat analogous to Bolivia’s FFPs (Private 



 

 

 

Financial Funds). The NGOs cite regulatory barriers as interest rate controls applicable to 

regulated institutions, regulations on portfolio quality and the current ratio index, costs of 

deposit insurance and high reserve requirements, inability of regulated entities to borrow 

long-term from other regulated entities and restriction of CFCs to deposit-taking only in 

the form of time deposits (no savings or checking accounts).  When these Colombia-

specific restrictions were added to the standard costs of becoming regulated (difficulties 

of ownership change, loss of tax-free status, increased burden of reporting, etc.) they 

eliminated the incentives for transformation. Only in 2003 did regulations begin to 

address some of these drawbacks: CFCs are now allowed to develop savings accounts; 

they can borrow from commercial banks; and they can charge commissions to increase 

revenues on loan portfolios. It remains to be seen whether these new inducements will 

convince the NGOs to become CFCs.   

 

18. Experience of other institutions also shows some initial problems during 

transformation.  For example, in Bolivia, upon transforming to a licensed bank, BancoSol 

switched from donor funding to more expensive commercial loans and deposits. As a 

result, the average cost of funds rose from 4 percent per year at the time of transformation 

to 12 percent by mid- 1995.  However cost of funds ultimately went down and  recourse 

to these additional funds was critical as donor funds were no longer sufficient to fund the 

projected growth.  At the same time, transformation inhibited BancoSol’s revenue 

generating capacity because legal reserve requirements reduced the proportion of assets 

placed in the high-return loan portfolio.17  Nevertheless, Bancosol was eventually able to 

                                                 
17 T h e C h a l l e n g e o f G r o w t h f o r M i c r o f i n a n c e. I n s t i t u t i o n s : T h e B a n c o S o l E 
x p e r i e n c e. Focus Not no 6. 1997. CGAP. 



 

 

 

show that the benefits of transformation far outweighed its costs. Besides the cost of 

capital, other costs include the necessity of having to respond to investor expectations, 

balancing profitability expectations with social mission goals, more frequent, timely and 

accurate reporting requirements, need to ensure buy-in by staff ( huge cultural change 

issues need to be addressed) and there is  need to upgrade and professionalize operations, 

etc.   

 

Does the regulation support the provision of services to the poor, rural areas and 

women? 

 

19. A principal reason for government attention to the sector is its belief that micro-

finance can be an important instrument for poverty alleviation.  Thus the Micro-Finance 

Ordinance in Pakistan is oriented towards poverty alleviation.  The Indian regulation 

takes a very different approach and the entire architecture of micro-finance lending in 

India is premised on the belief that one should avoid the temptation of creating one set of 

banking and financial institutions to cater to the poor or the un-organized and another for 

the rest.  The medium to long-term objective to which the Indian sector aspires is to 

ensure inclusion of all segments in the main-stream institutions while taking advantage of 

the flexibility and multiplicity of models of delivering a wide range of financial services. 

 

20. In Pakistan the objective of the Ordinance is defined in its preamble as promoting 

the “establishment of micro-finance institutions for providing organizational, financial 

and infrastructural support to poor persons, particularly poor women for mitigating 

                                                                                                                                                  
 



 

 

 

poverty and promoting social welfare and economic justice through community building 

and social mobilization.”  The Ordinance defines the poor in its attempt to ensure a 

poverty focus in the sector but there is nothing in the Ordinance or its accompanying 

prudential regulations that would make one dwell on the provision of services to poor 

women or the provision of services in rural areas any further.   Practitioners in the sector 

particularly banks like Khushali Bank feel that the existing framework does not provide 

any incentives for provision of services to rural areas and as such micro-finance banks 

will have little incentive to service the under-served rural areas or women.  It is no 

surprise then that those banks which have started operations at the district level all 

happen to have chosen Karachi the most urbanized and heavily populated area in the 

country.     

 

21. There are several aspects of the Micro-Finance Ordinance and its accompanying 

prudential regulations that can be deemed as being poverty focused.  These include the 

definition of the poor, the fixing of maximum loan size and the injunction that the 

MFB/MFI shall implement appropriate pricing policies which ensure access of affordable 

services to the poor.”  The Ordinance defines “poor persons” as those  who have “meagre 

means of subsistence and whose total income or receipt during a year is less than the 

minimum taxable limit set out in the law relating to income-tax.” There has been a slight 

modification of this in the most recent amendment passed in the Finance Bill and the 

definition of who is poor will no longer be based on the minimum taxable limit but will 

be “prescribed by the State Bank from time to time.” This change was made in order to 

make the definition dynamic and responsive to the changing socio-economic environment 



 

 

 

as the existing definition was thought to be restrictive and one which could potentially 

inhibit investment in the sector.   

 

22. While the regulation of some of the other countries also shows a concern for the 

poor, the Pakistan regulation is unique in its precise definition of the poor.  The general 

practice in this regard is to show a broad concern for the poor as the target group without 

specifying how to identify them.  Others focus on micro rather than the poor. There is 

concern in the sector in Pakistan that trying to assess the poverty status of the client will 

add to the costs of the MFI.  The definition of the poor has led to problems for some 

during implementation as they try and balance the risk of giving to the poor against 

ensuring repayments.  There is a measure of self deception that the regulation promotes at 

the operational level, as loan officers try and give to those who can prove their capacity to 

repay while trying, at the same time, to try and prove that they are giving to the poor.  

This issue is particularly cumbersome for Khushali Bank which gets each borrower to 

provide an attested statement that his/her income is below the poverty line.18  This adds to 

the transactions cost for both the client and the MFI.  Some practitioners feel that the 

requirement that financing should only be provided to “poor persons” limits the 

organization’s ability to grow its services with its clients and imposes various costs on the 

institution to demonstrate compliance.  International experience maintains that it is 

actually much more important for the impact on poverty alleviation that regulatory 

requirements suit the specific needs for conducting micro-finance business rather than 

stipulating coverage for the poor. 

 

                                                 
18 Estimated at Rs 5000 per month. 



 

 

 

23. One of the principal instruments used for poverty alleviation in Pakistan is loan 

size.  The Prudential Regulations state that the MFI/MFB shall not extend loans 

exceeding Rs 100,000 (approximately US$ 1,700) to a single borrower.  In addition, the 

Prudential Regulations specify that the MFB shall ensure that the total exposure of its 

clients from banks and other MFIs does not exceed this limit.  While loan ceilings are 

generally imposed as a prudent measure to limit the risk of an MFI, it appears that the 

loan limit in Pakistan has a dual purpose and is motivated by the dual objective of risk 

mitigation and poverty targeting.  While this has not been explicitly stated in the 

regulation, it is being inferred from the discussion which has preceded the formulation of 

the regulation.  In Pakistan, as elsewhere, the small loan size has generally been used as a 

proxy indicator for poverty targeting and to justify that the sector does in fact reach the 

poor.19   

 

24. Countries which attempt to use the loan size as a means of minimizing risk 

stipulate much higher limits on loan size.  Examples from other countries differ widely in 

terms of their requirements of maximum loan size for the micro-finance sector.  It is felt 

that a few large loans that turn bad can pose a great risk to the soundness of an MFI. Yet 

an important side effect of these limits is that they make it very unattractive for larger 

banks to apply for a license under this window.  Some countries stipulate a maximum 

loan size, expressed as a percentage rate of capital or as an absolute amount.  The two 

extreme cases are Ethiopia and Indonesia.  Ethiopia’s MFIs are only allowed to lend up to 

a fixed amount of USD 600 to a single borrower, whilst the same limit for Indonesia’s 

                                                 
19 Hussein and Husain. Impact of Micro-Finance on Poverty Targeting and Gender Equity. Pakistan Micro-
Finance Sector. December 2003. 



 

 

 

BPRs is currently 20% of total capital (which is likely to be reduced to 10% in the 

future). In addition, BI is considering placing an aggregate limit on the largest borrowers, 

such as a limit of 25% of total capital for the five largest borrowers or 25% of total loans 

outstanding for the 20 largest loans.   

 

25. Colombia’s law prescribes that the  maximum amount per borrower shall be 25 

times the minimum monthly wage provided for by law.20  In Colombia, according to the 

definition of the banking supervisory authority, micro-credits are defined as loans granted 

to micro-enterprises with fewer than 10 employees and total assets below 501 times  the 

monthly minimum wages which at the time of the study were US$115.60 per month 

(US$58,000). The balance of loans granted to such an enterprise by a financial institution 

may not exceed 25 times monthly minimum wages (US$2,890).21 The Colombia 

definition is considered to be a good start, but incomplete because it ignores the situation 

of the borrower. Experience regarding maximum loan ceilings in Latin America also 

shows that the principle objective here is to contain risk.  As a result in each country, loan 

concentration limits are based upon the capitalization of the institutions, and therefore the 

maximum loan allowed increases as the institution grows.22 

               

26. Compared with these examples, it would appear that the regulation in Pakistan 

uses the loan ceiling more as a blunt instrument of poverty targeting than a risk mitigating 

                                                 
20 Supervising & Regulating Microfinance. in the Context of Financial Sector Liberalization Lessons from Bolivia, 
Colombia and Mexico Jacques Trigo Loubière, Patricia Lee Devaney Elisabeth Rhyne. Tinker Foundation. August 
2004. 
21 Jansson, Rosales, and Westley, 2003 
22 Supervising & Regulating Microfinance. in the Context of Financial Sector Liberalization Lessons from Bolivia, 
Colombia and Mexico Jacques Trigo Loubière, Patricia Lee Devaney Elisabeth Rhyne. Tinker Foundation. August 
2004. 



 

 

 

device.   Countries with a similar approach to loan ceilings can be said to include India.  

In India banks are “advised” to provide a simplified general purpose credit card (GCC) 

facility without insistence on collateral or stating the purpose of the loan, with a revolving 

credit limit up to Ind.Rs.25,000 (US$ 500) based on cash flow of the household to enable 

hassle-free access to credit to rural households.23  For the purpose of exempting the 

micro-finance companies registered under Section 25 of the Companies Act from the core 

regulatory provisions attracted by Non-Bank Financial Companies (NBFCs), such 

companies are required by RBI to be engaged solely in extending micro-finance up to 

Ind. Rs.50,000 (US$ 1000) for small businesses and up to Ind. Rs.125,000 (US$ 2,500) 

for housing in rural areas.24   

 

27. Indonesia has followed a slightly different approach in that the Bank Indonesia 

and the Government, represented by the Coordinating Ministry of Social Welfare, have 

signed a Memorandum of Understanding in 2002 regarding the joint effort to alleviate 

poverty through the Micro- and Small-Scale Enterprise (MSME). This MoU stresses that 

Bank Indonesia is to monitor commercial banks’ lending to MSME in line with their 

business plans and to adjust commercial bank regulations to encourage the channeling of 

MSME loans.  However, BRI in Indonesia has imposed a maximum loan limit of 

US$5,000 as a policy measure for its own operations.  Most countries follow a similar 

approach in limiting the loan size as a prudent measure.   These limits are in most cases 

far below the regulated maximum loan ceiling.  In Pakistan, for instance, the agreements 

                                                 
23 Annual Policy Statement for the Year 2006-07. by Dr. Y. Venugopal Reddy, Governor. Reserve Bank of India. 

24 Micro-Finance: Reserve Bank’s Approach. Y.V. REDDY. Reserve Bank of India. 

 



 

 

 

of donor financed banks and MFIs stipulate that loans should be less than Pak.Rs 30,000 

(US$ 500).   

 

28. In Uganda micro-finance is defined as (a) acceptance of deposits; and (b) 

employing such deposits wholly or partly by lending or extending credit for the account 

and at the risk of the person accepting those deposits, including the provision of short 

term loans (max of 2 years) to small or micro enterprises and low-income households, 

usually characterized by the use of collateral substitutes, such as group guarantees or 

compulsory savings.  In addition, individual loans can’t exceed more than 1% of core 

capital.  Group loan can’t be more than 5% of core capital. 

 

29. In Pakistan, the loan ceiling is regarded as a constraint by some of the micro-

finance banks particularly the Tameer Bank.  NGOs like Kashf are concerned that clients 

who are able to grow their businesses may find themselves caught in the gap between 

what the MFB can legally provide and what commercial banks are likely to lend25 and 

also feel that this could impose limits on growth for MFI-NGOs.  Khushali Bank has a 

different experience and contends that the growth in the micro-finance industry is likely 

to come from a large volume of small loans and its chief executive asserts that there is no 

justification at the moment to talk about the loan size as being a constraint for the sector 

in Pakistan.  This contention is valid in the face of the empirical evidence about the 

average loan size in Pakistan for the sector as a whole which is still just under Pak. 

Rs.10,000 (US$ 167).  It is expected that when the sector begins to develop and design 

                                                 
25 Commercial banks are generally unwilling to provide loans below Rs. 500,000.  As such, it is felt that a critical gap 
in the sector is loan sizes between Rs. 100,000 and Rs. 500,000.   

 



 

 

 

new financial products especially for the housing sector the current loan size could pose a 

problem.   

 

Does the existing regulation support the sustainability of the sector? 

 

30. Sustainability is another area of key concern in the micro-finance sector especially 

since the organizations providing loans for the poor are those which are struggling with 

sustainability issues.  While the Pakistan Micro-Finance Network claims that the sector in 

Pakistan is one of the most cost-effective in terms of delivery costs, it has yet to prove its 

financial sustainability.  Currently only one MFI-NGO has reached financial 

sustainability and most others have not yet reached even operational sustainability.  

While it is too early to assess the micro-finance banks which have only recently entered 

the scene, even the two oldest banks the Khushali Bank and the First Micro-Finance 

Bank26 have not yet become financially sustainable although both maintain that they are 

on the path to sustainability.  A key aspect examined in this review was whether there 

was any aspect of the regulation which made the sector operate in ways which added to 

its costs thereby making them unsustainable.  In this context practitioners in the field 

identified several positive and negative factors.   

 

31. An analysis of the sector by the Pakistan Micro-Finance Sector shows that 

Pakistan has an edge over all other countries in terms of its low operations costs.27  The 

                                                 
26 The First Micro-Finance Bank is not losing money as it is capitalizing on investments.   <Clarify??  Do you mean 
that it is making sizable returns on its non-portfolio investments?  But, doesn’t the loan book usually generate a higher 
return than other kinds of investments?> 
27 Pakistan Micro-Finance Network and Shore bank International. Presentation at a seminar. June, 2006.   



 

 

 

principal factors driving the operational efficiency in the sector is high staff productivity, 

efficient decentralized delivery systems and low personnel costs.  However, Pakistan has 

the lowest portfolio yield at 18.8% which compares highly unfavorably with Latin 

America (45%), Africa (46%) and Asia (37%).  However, some MFIs like Kashf have a 

portfolio yield of around 38%.28 Pakistan MFI’s also have a negative return on assets 

while in Latin America and Asia this return is positive.   The key question then is why is 

the yield so low in Pakistan?  The principle explanation for this is the low interest rates.  

While there is no cap on interest rates imposed by regulation, there is a perception that 

offering credit at lower interest rates will somehow improve its access to the poor.  The  

interest rate ceiling is imposed by the sector itself in Pakistan.  Let us compare this 

experience with that of other countries and assess how interest rate caps may have helped 

them provide better services to the poor.  

 

32. Some feel that the regulation in the sector adds to the cost of operations and while 

there are benefits in terms of being allowed to generate deposits, the micro-finance NGOs 

are not at this point well poised to benefit from accepting deposits and feel therefore that 

regulation entails greater costs than benefits for them.  Among the negative aspects which 

are cited as entailing greater costs is the focus on the poor, maximum loan limit, 

limitation on investment of surplus funds.  Opinion about other aspects is divided such as 

reserve requirements, branch operations, opening of new branches, the limitation that 

micro-finance banks cannot be part of the clearing system, etc.  It is interesting that while 

there is no cap on interest rates in the Ordinance and only a broad stipulation in the 

prudential regulation that pricing policies will ensure “access to affordable financial 

                                                 
28 Victoria  White. 



 

 

 

services to the poor”, the general feeling in the sector is that interest rates should 

somehow be kept low.  Part of the reason for this is that the governing boards of the 

MFI/MFBs and donor agreements impose stricter interest rate controls than the 

regulation. In fact the prudential regulation actually states that the pricing policies should 

be determined with a view to  affordability by the poor “as well as operational and 

financial self sustainability of MFIs”.  

 

33. It is generally understood that micro-finance Institutions have much higher costs 

than conventional banks.  Legal limits on loan interest rates, if enforced, will usually 

make commercially viable micro-finance impossible.29  In the liberalization process, 

interest rates were fully deregulated in Bolivia and Mexico,30 but not in Colombia. 

Regulatory authorities retain interest rate caps today under the arguments that poor 

people should not have to pay more than the rich and that banks charging too much must 

be making excessive profits.  However, additional commissions were allowed on micro 

loans in recognition of higher servicing cost.31  There are many other countries which 

have placed a cap on interest rates.  Venezuela and Nicaragua also have interest rate caps.  

In all the countries under the Banque Centrale des Etats de l'Afrique de l'Ouest (BCEAO) 

in West Africa (there are 8 of them), bank rates are capped at 18%.   Etablissements 

financiers (non-bank FI's) are capped at 28%.  In addition, for those MFIs which are 

signatories to the Convention Cadre, interest rates are also capped at 28%.  In India there 

                                                 
29 Regulation & Supervision of Microfinance Institutions: Stabilizing a New Financial Market. Focus Note No 4: 1996. 

CGAP. 
 
30 With the the new socialist government in Bolivia, this is now being discussed again as it is in Mexico.  
31 Supervising & Regulating Microfinance. in the Context of Financial Sector Liberalization Lessons from Bolivia, 

Colombia and Mexico Jacques Trigo Loubière, Patricia Lee Devaney Elisabeth Rhyne. Tinker Foundation. August 
2004. 

 



 

 

 

has been deregulation of interest rates on loans by banks to micro-credit organisations 

and by these organisations to their members and beneficiaries except in the case of 

government sponsored programmes.  However, any loan less than Rs.200,000 cannot be 

charged interest more than 2% of the prime lending rate (PLR) of the State Bank.  

Technically the PLR is not capped so therefore there is no specific cap.  This regulation 

only applies to banks. NBFCs and NGOs are not limited by this cap.   

 

34. In South Africa, unless micro-credit institutions comply with the regulatory 

requirements of the Exemption Notice under the Usury Act, they are subject to the very 

strict interest rate ceilings of the Usury Act.  Any money lender who wishes to avail 

themselves of the benefits of the Usury Act Exemption, will be required to register with 

the Micro-Finance Regulatory Council and thereafter comply with the rules of the MFRC 

and the Exemption Notice.  In other words, if a lender wishes to charge more interest than 

the interest limit set in the Usury Act (which is between 24 and 27% per year), that lender 

must register with the MFRC. If a lender does not register with the MFRC, he must 

comply with the provisions of the Usury Act itself, which provides a limitation of 23% 

per year on amounts less than R10 000 (approx US$1,500) and 20% per year on amounts 

above R10 000. Any unregistered lender who does not lend according to the limitation set 

above is acting unlawfully and will be guilty of an offense and liable on conviction to a 

fine or imprisonment or both. 

 

35. There is considerable evidence that among the points which will help to enhance 

the sustainability of the sector is the fact that there is no ceiling on interest rates and the 



 

 

 

capital requirements are much lower than those required for mainstream commercial 

banks.  The interest rate question is absolutely central to micro-finance because the high 

cost of making very small loans requires interest rates to be well above prime commercial 

bank lending rates. Unrealistic interest rate controls are a sure and simple way to stifle the 

development of micro-finance.  The argument in favor of open competition as the arbiter 

of interest rates is spectacularly demonstrated by the history of micro-finance interest 

rates in Bolivia. When micro-finance began in the early 1990s interest rates were high – 

around 80 percent per year on average. The competition engendered by the entry of new 

players and the growth of the micro-finance industry has now pushed interest rates down 

to levels of between 22 and 30 percent.  This drop in interest rates took place without 

regulatory pressure from the banking authorities and without unsustainable subsidization 

of interest rates by the public sector.  In Colombia, by contrast, interest rate caps have 

caused micro-finance institutions to hide charges as fees, reducing pricing transparency to 

the customer. This lack of pricing transparency is not only damaging to micro-finance 

customers, but it hinders competitors from entering the market. More importantly, they 

have kept NGOs from joining the financial mainstream as a means of avoiding interest 

rate controls. In short, interest rate restrictions have retarded the growth of micro-finance 

in Colombia.32 

 

36. An issue of key concern for many NGOs contemplating transformation is the tax 

rate. NGOs in Pakistan can apply for tax exemption status by declaring that they are 

either not generating any profit or investing their profit in the development work they are 

                                                 
32 Supervising & Regulating Microfinance. in the Context of Financial Sector Liberalization Lessons from Bolivia, 
Colombia and Mexico Jacques Trigo Loubière, Patricia Lee Devaney Elisabeth Rhyne. Tinker Foundation. August 
2004. 



 

 

 

undertaking.  This tax exemption status is granted by the Central Board of Revenue.  

However, upon transformation into a banking company the MFI-NGO will have to pay 

the same tax as all banking companies (39%).  There are separate rates for public limited 

(35%) and private limited companies (37%).  The rate for banking companies is higher 

than that for other types of companies. There is nothing in the Ordinance which grants a 

special tax status to micro-finance banking companies.  Some argue that they should be 

given the same tax status as before or at least a preferential treatment in view of their 

focus on poverty alleviation. Another issue to consider in sustainability of the sector deals 

with the tools to deal with a failing micro-finance bank.  The current regulation stipulates 

a loan classification and write-off policy, a depositor’s protection fund and other 

provisioning requirements which would provide tools for protecting depositors. There are 

limited corrective tools available when things go wrong.  

 

Are there excessive barriers to entry which are created by the regulation ?  

 

37. Some assert that the minimum capital, reserve and provisioning requirements in 

the regulation in Pakistan are in fact barriers to entry.   However, this view is not widely 

shared and most compare the capital requirements with those for commercial banks in 

Pakistan and feel that the much lower capital requirements for the micro-finance sector 

has actually encouraged new entrants.  The tiered manner in which the capital 

requirements are structured allows micro-finance banks further flexibility in meeting 

these requirements depending upon the level at which they want to operate.  This unique 

feature of the Micro-Finance Ordinance in Pakistan is similar to the one in Indonesia.  



 

 

 

However, in Indonesia, the distinction is not based on geographical size, but on the scale 

of urban agglomeration and Jakarta-based MFIs must hold the highest amount of capital. 

In terms of multiples of Gross National Income, FFPs in Bolivia have only slightly higher 

values than MDIs in Uganda, whereas the relatively low capital requirement of rural 

BPRs in Indonesia becomes even more evident. Pakistan is clearly an exceptional case, as 

it asks for banking-like capital endowments. According to an official from the central 

bank, one reason for this is that microfinance banks in Pakistan are allowed to offer 

almost all the financial services of banks, including current accounts. Another reason is 

that the central bank does not want a mushrooming of MFIs, but rather the controlled and 

sustainable growth of this sector. 

 

38. A facility that is provided in the Pakistan Ordinance is that the SBP Criteria and 

Conditions for licensing a micro-finance bank also state that a transforming NGO can 

contribute 50% of the required capital in the form of its existing portfolio of micro-credit 

or other assets (net of losses) after due diligence by a reputed Chartered Accountancy 

firm on the SBP’s panel of auditors.  The remaining 50% must be contributed in the form 

of cash or government securities. This can be regarded as a somewhat of a concession to 

transforming NGOs in the sector.   

 

39. In assessing these provisions one can benefit from advise of international experts 

who argue that when regulatory authorities decide to create new institutional categories to 

accommodate micro-finance, they must set the bar for entry to the new category through 

minimum capital requirements. The choice of minimum capital is a balancing act: 



 

 

 

supervisors must ensure that institutions can be financially viable players in the 

marketplace (matching the number of qualified entrants with the number of institutions 

that can be supervised), while providing access to MFIs to fulfill the public purpose of 

expanding micro-finance services.  There is a temptation to set very low minimum 

capital, almost always due to pressure from legislative interest groups, possibly including 

the smaller players in the micro-finance field itself. This practice is clearly 

counterproductive, given that the determination of minimum capital must be based on 

scale economics. That is, financial intermediation institutions must be of sufficient size to 

allow them to support an adequate infrastructure and still be profitable. Furthermore, 

when the capital requirement is lower, the supervisory agency will have to supervise 

many institutions, whereas with greater capital, the number of institutions to be 

supervised will be lower and the supervision will be more effective.  Given this 

experience, the minimum capital requirements appear to be appropriate especially given 

that the key practitioners feel that these are not too high. 

 

 

C. SPECIFIC RECOMMENDATIONS REGARDING REGULATION   

 

40. The approach to regulation in Pakistan combines a non-interventionist financial 

sector policy with a strong backing for micro-finance which is encouraging new entrants 

into the sector and is leading to the development of a diverse set of players as well as 

encouraging private sector investment for the first time. The Micro-Finance Ordinance 

and the prudential regulations are regarded as providing a framework which is dynamic 



 

 

 

and can be changed subject to changes in the environment or lessons from operational 

experience or elsewhere.  The leadership of the State Bank and the Micro-Finance 

Division of the State Bank have a very open minded attitude towards changes in the 

sector and want to move it in direction which will make it sustainable.    From a review of 

the sector internationally and sector specific issues in Pakistan it appears that the 

regulation incorporates lessons from international experience.  The Practitioners in the 

field in Pakistan are generally satisfied with the Ordinance and the prudential regulations 

and have few suggestions to offer for modifying it.   

 

41. In terms of trying to develop a growth path for the sector one would like to 

emulate the experience of Bolivia in many respects.  In that country by the mid-to-late 

1990s, Bolivia had already become a competitive micro-finance marketplace.  The goal 

of providing access to micro-finance services to the poor was largely accomplished in the 

urban areas by the end of the decade. Urban market penetration was very high.  

Competition has driven down the price and increased the quality and variety of services.  

Interest rates on Bolivian micro-loans are currently among the lowest in Latin America.  

However one needs to strive to avoid some of the weaknesses in the Bolvian market 

where rural market penetration remains low and the development of micro savings has 

also lagged.  However this is beginning to change with PRODEM’s entry into the rural 

areas and the growth of microsavings among various players in the market.Micro-finance 

has evolved as a specialized portion of the financial system, with the leading micro 

finance providers operating as regulated, commercial entities. However, few mainstream 

banks have been directly involved (although some banks lend to microfinance NGOs), 



 

 

 

and some cooperatives have been important regionally.  Regulated MFIs perform well 

relative to the mainstream financial sector.    The NGO sector continues to operate at the 

low end of the market and to serve a large number of customers.  It appears that the 

existing regulatory framework is likely to lead to a similar institutional growth path in 

Pakistan.  

 

42. The existing regulation has most features which can potentially support the 

sector’s aspirations regarding outreach, poverty impact and sustainability.  However, 

some additional measures have been suggested to improve operational efficiency of 

banks.  In this regard some of the recommendations that were made by practitioners was 

to reduce the infrastructure requirements stipulated for bank branch offices, enhance the 

scope of mobile banking and consider the induction of micro-finance banks into the 

clearing house system.  It is felt that the concept of a lending only branch should be 

promoted to enable the micro-finance banks to offer cost-effective services in rural areas.  

Currently, the excessive branch requirements inhibit delivery to rural areas and will 

continue to do so unless the operational costs for banks can be reduced.  In addition, the 

current concept of mobile banking is perceived to be too limited and does not allow 

actual operations.  It is suggested that the option of using insurance cover for field 

operations be used to expand the scope of mobile banking while protecting them from 

risk.  However, while Tameer Bank pointed out that not being able to raise tier 2 capital 

would prove an obstacle in the future other banks did not perceive this as a particular 

problem. 

 



 

 

 

43. A review of the micro-finance sector internationally shows that the regulation in 

Pakistan with respect to its policy on interest rate, loan size, minimum capital 

requirements, CAR and provisioning requirements is in line with best practice.   Some of 

the amendments which were being contemplated by the sector have recently been 

approved.  These include a clear distinction between micro-finance institutions and 

micro-finance banks, a broader definition of the poor, enhancing investment options for 

surplus funds, giving greater operational flexibility to the State Bank and properly 

equipping it to deal with problematic cases, etc.   One of the key area which is likely to be 

a problem in the sector is outreach in rural areas.  It is difficult to suggest directed lending 

seeing that this has not been effective in Pakistan and most other places even though it 

may have encouraged investments in some areas.  In order to encourage banks to provide 

services to rural areas regulation needs to at least not add to the cost of operations and 

should  encourage exploring innovative technologies to reach these areas. 

 

44. While many MFI-NGOs are keen to be allowed to take member deposits, a review 

of the literature and international experience would not advise this move. The only two 

NGOs which are close to undertaking deposits are both considering transformation in any 

case and this is a further testimony to the fact that the gradual approach of transformation 

provided by the State Bank to NGOs is a better option in case they want to take deposits 

than trying to change existing regulation for this purpose. Even in Bangladesh where 

NGOs are using deposits as an important source of funds, the need for regulation has now 

become apparent and there is a move to try and introduce guidelines belatedly which the 

sector is ill-prepared to introduce at this stage.   


