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Sustainable Microfinance for the Poor:
History and Principles of Linkage Banking

Microfinance utilizes different strategies to improve poverty-oriented financial
intermediation. On the one hand, new financial intermediaries are created, such
as poverty-oriented banks (e. g., the Grameen Bank), cooperative banks, or micro-
banks (e. g., the Cameroonian Cooperative Union League or the Mutuel Commu-
nautaire de Croissance in Cameroon). On the other hand, existing organizations
such as non-governmental organizations (NGOs) and endogenous self-help groups
(SHGs) are up-graded — or in the case of commercial banks down-graded - 1o
improve their poverty-oriented financial market outreach. If up-graded SHGs and
down-graded commercial banks meet in the process of financial transaction, lin-
kage banking is the result. Stockli and Gugler {1998) describe the various ap-
proaches to microfinance and relate them to the concept of social intermediation.

History of linkage banking

The concept of linkage banking is rooted
in research by Seibel (1984) on informal
finance in Nigeria. The Asia-Pacific Rural
and Agricultural Credit Association
{APRACA), and the African Rural and
Agricultural Credit Association {AFRA-
CA), took the initiative to promote the
concept in 1986 and 1987, respectively.
Linkage banking evolved first as a rural
financial intermediation strategy, but it is
similarly applicable in urban environ-
ments. Based on initial pilot project
experience in Indonesia and subse-
guently in the Philippines, Thailand,
Burkina Faso and Nigeria, the approach
has spread to many other countries, most
recently to Vietnam and Uganda (Seibel,
1997},

Guiding principles of linkage
banking

Linkage banking is a form of financial
intermediation that combines the best
traits of the formal and infoermal financial
sectors, It relles on existing financial
intermediaries such as commercial banks
in the formal sector and endcgenous
$HGs in the informal sector. The informal
sector displays organizational and insti-
tutional advantages that reduce the in-
formation and risk costs of financial

intermediation. Nevertheless, the infor-
mal sector is regionally and economically
confined. The formal financial sector’s
potential strength lies in its economic
capacity to transform the financial assets
of its clients regionally, socially, and sec-
torally. It faces limitations, however,
since its organizational and institutional
framework does not correspond to the
socio-economic realities of the poor {see
also Stockli and Gugler, 1998). A series of
guiding principles for linkage banking
have emerged (Kropp et al., 1989; Kropp
and Quifiones, 1992; Seibel, 1997):

(1) No new financial intermediaries!
Work with and through existing for-
mal (e. g. commercial banks) and
informat (e. g. SHGs} organizations.

(2) Emphasize savings mobilization.

(3) Link savings mobilization with
access to credit services. This
means that credit is always a fixed
multiple of previously mobilized
savings.

{4) Employ market interest rates to sav-
ings and credit transactions.

(5] Promote substitutes for classical cre-
dit collateral, e. g., joint group lia-
bility.

{6) The target group can be any group
in the population that does not yet
have access to financial services in
the formal financial sector.

(7} Assist in the graduation process

involving participating SHGs.

(8) Strive for simple, fast and timely
service.

{9) Create incentives for timely loan re-
payment, e. g., debtor graduation
programs.

{10) Strive first for operational and late
for financial self-sufficiency.

(11) Finally, respect the target group
(clients) participating in linkage
banking.

There are two principal dimensions of

linkage banking. These are (1) the orga-

nizational linkage between informal

SHGs and formal financial intermedia-

ries; and (2) the financial linkage bet-

ween savings mobilization and credit ai-
location.

Organizational and financial
linkage

The organizational linkage between in-
formal SHGs and commercial banks often
proceeds in an evolutionary process. At
the beginning, banks set up an indirect
linkage to SHGs with an NGO as the faci-
litator. In time, direct linkages between
banks and SHGs may evolve, NGOs nor-
mally continue to provide consultative
services to the members of the SHGs in
various socio-economic fields, but no
longer act as facilitators. Finally, mem-
bers of SHGs may gain direct access to
the financial services of the link-bank.
Experience has also shown that the
effectiveness of implementing linkage
banking can be greatly improved by in-
corporating leading agencies and deci-
sion makers in the financial market - for
example, the central bank in the imple-
mentation and monitoring process
{Getubig, Remenyi, and Quifiones, 1997;
Seibel, 1997). Figure 1 illustrates the in-
direct linkage banking concept. It shows
that an NGO collects savings from the

Swiss Coalition News No. 18, December 1998 Page 9



Swiss Debt Reduction_ Faality

P N A IR I I ] s

SHGs and deposits them in the bank.
Based on the deposited savings and the
joint liability of the SHG members, the
bank then provides credit as a certain
multiple of the deposited savings. The
loan is transferred to the groups via the
NGO, and the SHGs then extend loans to
their individual members. Concurrent
with its function as a financial service
facilitator, the NGO normally continues
to provide consultative services to the
SHGs in the agricultural sector or in
other reievant areas of socio-economic
development.

LI TR I )

P R RN A -

NGO loses its role as facilitator. Banking
transactions take place directly between
the link-bank and the SHGs. Neverthe-
less, the NGO may continue to provide its
non-financial consultative services to the
SHGs. The ultimate objective of providing
financial services to the poor is to expand
and secure their income base, If the poor
are capable of expanding and securing
their income base and become less poor,
and as the formal financial sector beco-
mes more efficient in dealing with this
market segment, i. e. by applying linkage
banking strategies, the less poor should

Figure 1: Indirect linkage banking
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1t is also interesting to note that the im-
plementing agencies, e. g., APRACA or
AFRACA, normally do not provide finan-
cial incentives but primarily technical
assistance to the participating link-
banks. The participating banks often
support facilitating NGOs in their newly
adopted financial intermediation role. At
the same time, the NGOs build social
capital at the SHG level. Social capital is
the result of social intermediation. It re-
duces the barriers between the formal
financial sector and poor clients. As
Stéckli and Gugler (1998} pointed out,
social intermediation reduces the trans-
action costs of financial intermediation
and shouid thus be an integral part of
micrefinance.

As the link-bank gains experience in
dealing with depressed segments of the
financial market such as the poor, indi-
rect linkage banking may be transfor-
med into direct linkage banking. The

:
*
i

eventually become direct clients of the
formal financial sector without being or-
ganized in SHGs.

Strengths and weaknesses

Finally, some of the strengths and weak-
nesses of linkage banking should be sum-
marized. It ought to be pointed out that
no single weak or strong parameter is de-
cisive in determining success or failure in
a particular linkage banking case. It is the
relative weight of one parameter in com-
parison to the others that is important.
Linkage banking can strengthen the do-
mestic financial market and its poor cli-
entele through: (i) expansion of clientele
outreach and social capital; (ii) reduction
of the transaction costs at the link-bank
level; and (iii) reduction of financial mar-
ket fragmentation, etc. However, linkage
banking has significant weaknesses,
among which are the following: (i) possi-
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ble lack of professionalism in NGOs with
regard to financial intermediation; (i)
participating link-banks or leading agen-
cies may be unstable and/or exert politi-
cal pressure on the implementing agen-
cies; and (iii) the mal-functioning of the
joint group liability concept in a given
socio-cultural context.

References

Getubig, 1., Remenyi, J., and B. Quifio-
nes, eds. 1997. Creating the Vision.
Microfinancing the poor in Asia-Pacific.
Issues, constraints and capacity-building.
Kuala Lumpur, Malaysia: Asian and Paci-
fic Development Centre (AODC).

Kropp, E., and B. Quiiiones, 1992, Finan-
clal system development in support of
people’s economy. Bangkok, Thailand:
Asian and Pacific Regional Agricultural
Credit Association (APRACA) Publica-
tion.

Kropp, et al. 1989. Linking self-heip
groups and banks in developing coun-
tries. Rofkdorf, Germany: TZ-Verlagsge-
sellschaft.

Seibel, H. D. 1997, Financial systems de-
velopment and micrefinance. Eschborn,
Germany: Deutsche Gesellschaft fiir
Technische Zusammenarbeit (GTZ).

Seibel, H. D. 1984, Savings for develop-
ment; a linkage model for informal and
formal financial markets. Paper presen-
ted at the 3¢ UN Symposium on the Mo-
bilization of Personal Savings in De-
veloping Countries, Dec. 10-15, 1984, Ya-
oundé, Cameroon.

Stockli, B., and A. Gugler, 1998. Sus-
tainable microfinance for the poor: Evi-
dence for the design of development
funds. Swiss Coalition News (17): 5-7.

Gertrud Schrieder is a research associate
and junior lecturer at the University of
Hohenheim. Her main fields of research
are rural development, microfinance and
institutional development. Fur further in-
formation on linkage banking contact Dr.
Gertrud Schrieder, phone; +497114593302
or mail: shrieder@Uni-Hohenheim.de).



