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VULNERABILITY REDUCTION
EFFICACY OF FINANCIAL INCLUSION
TO CLIMATE AND ECONOMIC
CHANGES

Evidences, bottlenecks and way forward

S.V.R.K. Prabhakar

Introduction

Financial instruments such as microfinance, insurance, cash transfers, and so on,
have been introduced as a part of the development interventions to enable greater
access to finances for individuals and businesses (World Bank, 2016). Of late, these
instruments have also been advocated to be effective tools for addressing disaster
risk reduction (DRR) and climate change adaptation (CCA) needs (Prabhakar er
al., 2014). With increasing risk reduction needs, there have been calls to evaluate
these interventions in terms of their efficacy to address vulnerabilities — to climate
change, disaster risks, environmental change and globalization — that communities
face (Hammill ef al., 2008; Pantoja, 2002). With the growing emphasis on the fin-
ancial inclusion for risk reduction, two questions become relevant in this respect:
(a) to what extent are the financial instruments able to address the vulnerabilities of
communities; and (b) to what extent are the agencies providing these financial ser-
vices able to buffer themselves from the global change shocks? Both these questions
are relevant and related to each other since there are strong feedback connections
between the beneficiaries and the financial service providers as any negative impact
of global change on communities will eventually impact the agencies that are offer-
ing these services, including governments and non-governmental agencies. Finan-
cial institutions that are not prepared for global change shocks may face serious
consequences.

Keeping in view the importance of understanding the vulnerability reduction
efficacy of financial inclusion interventions, this chapter presents a review of the
published literature on financial inclusion experiences across the world to find the
extent that financial inclusion has helped communities to buffer pressures from
various global change processes, especially in reducing their vulnerability. While it
is important to look into interventions by financial institutions to buffer themselves
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from the shocks of the global change processes and how those interventions affect
the ultimate beneficiaries, this aspect has been excluded from this chapter for the
reason of limited available experiences and evidence, and the topic itself deserves an
elaborate analysis. However, wherever relevant, the relevant literature has been

presented to a very limited extent.

Financial inclusion and vulnerability reduction

‘What communities undergo after a climatic event such as a flood or drought is a result
of the combination of sensitivity and adaptive capacity. Hence, adaptive capacity plays
a vital role in buffering the shocks. Heree;#jnancial instruments should be able to
reduce the sensitivities and increase the capacities of communities, capacities that are
within the communities and those that could be readily mobilized within a short span
of time from outside. Since vulnerability can also arise from loss of resilience, the fin-
ancial instruments should be able to increase the resilience of communities leading to
vulnerability reduction. Hence, it is important to factor in indicators of resilience in
vulnerability reduction assessments of financial instruments.

Graphs in Figure 12.1 illustrate the intended eftect of financial inclusion on vul-
nerability reduction by showing the difference between a vulnerable situation,
resilient situation and adaptation situation (Prabhakar, 2014). In a vulnerable situ-
ation, a recurrent drought could affect the well-being of a poor household or com-
munity taking them on the downward spiral of well-being, which we term as a
vulnerable situation. In this situation, the community may not be able to return to
its original well-being level (in Figure 12.1(a)). Any perturbation in the climate
system would lead to a decline in overall well-being.

A resilient community will be able to bounce back from a climate disaster
(Figure 12.1(b)) and the degree of resilience can determine the speed with which a
household or community can return to the original well-being level. An occur-
rence of drought may only lead to a temporary decline in well-being in a resilient
situation and the ability of communities to bounce back depends on the internal
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FIGURE 12.1 From vulnerable situation to resilient and adaptation situation (Prabhakar,
2014).
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and external capacities that they can use to get back to normalcy. Providing access
to finances immediately after disaster could help communities to recover quickly
and fully, and instruments such as risk insurance can play an important role in this.
Figure 12.1(c) is typical of a household that has moved beyond resilience to
being able to adapt fully to a new climate. Well-being does not change over the
course of the time despite repeated droughts. The household is fully adapted to the
drought, perhaps through the use of drought-resistant crops for farming or through
an early warning system that would alert them that drought is coming so they can
prepare for it. Vulnerable communities impacted by climate change will not be able
to go back to their previous condition without external intervention. The objective
of any financial inclusion intervention should be to move a household from a vul-
nerable situation to a resilient or even to an adaptation situation. Financial inclusion
instruments that help communities build tangible assets and diversify livelihoods
could move them from a resilient situation to an adaptation situation since house-
holds can smoothly fall back upon these additional capacities when and where
needed. Microfinance measures that promote skill development and livelithood
diversification could provide such adaptation benefits (Hammill ef al., 2008).

Methodology

In this chapter, the effectiveness of financial inclusion on vulnerability reduction has
been assessed through identifying a set of indicators identified from the literature
review and stakeholder consultations. Identifying and quantifying vulnerability indic-
ators have assumed an importance among various vulnerability assessment method-
ologies. The need for using indicators in vulnerability assessments is supported by
scholars such as Vincent and Cull (Vincent and Cull, 2014) who stated that the indic-
ators can best represent the complex underlying processes.

From the earlier research carried out by authors that included literature reviews
and stakeholder consultations, the following indicators have been chosen to evaluate
the financial inclusion interventions (Prabhakar, 2015; Prabhakar et al., 2014, 2015).
Since these studies identified several indicators, and including all of them for assess-
ing the financial inclusion is beyond the scope of this chapter, a limited subset of
indicators are chosen based on their relevance for financial inclusion (Table 12.1).

For identifying and assessing the cases of financial inclusion, this chapter uses two
approaches: (a) a qualitative assessment of financial instruments such as microfinance
and cash transfer programmes based on the review of published literature; and b) stake-
holder consultations using the multi-criteria analysis methodology for assessing the
effectiveness of risk insurance interventions carried out in Bangladesh and Japan.

(a) Literature review. The review includes peer-reviewed journal papers, research
reports and project reports. While it would be appropriate to include only the
evidences from the field, owing to limited literature only literature from
the on-field activities (e.g. project reports), research-based on on-field activ-
ities (e.g. journal papers and research reports) and conceptual papers (papers
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TABLE 12.1 Indicator set for assessing the financial inclusion interventions

Climate change vulnerability indicators Economic change vulnerability indicators
Share of resistant crops Change in access to credit
Percentage irrigated area Change in subsidies

Physical infrastructure Change in market access
Livelihood diversification Business continuity

% living in hazard prone area Financial stability

% reduction in crop yield

Source: based on Prabhakar (2015); Prabhakar et al. (2014).

(b)

that opine how financial inclusion should work) were reviewed. The reason
for including the conceptual papers has been that these papers shape the think-
ing on the ground, indicating the probable direction the financial inclusion is
taking and hence is important to be included in this review. An eftfort was
made to ensure that the indicators identified do not overlap with each other in
a significant manner. The introduction of financial inclusion programmes can
have impacts at micro or local level, meso and macro levels. However, due to
factors that tend to muddle and mask the impacts as one moves from micro to
macro level and due to lack of appropriate methodologies to isolate the impact
of financial inclusion programmes from other larger developmental initiatives
that are ubiquitous and often include large budgets than the financial inclusion
programmes, effort was made to focus the evaluation at the micro level
although evidence from the macro level was also cited wherever possible.
Multi-criteria analysis. The Analytical Hierarchy Process (AHP) technique,
which is one of the multi-criteria analysis techniques, was employed for assess-
ing the vulnerability reduction effectiveness of risk insurance. The stakeholder
consultations were carried out in Japan and Bangladesh, comprising experts
representing environmental sciences, social development, agriculture, rural
development, government agencies, such as rural development, and local
NGO:s. The consultation workshops included a brief introduction about the
purpose of the workshop, i.e. conducting the multi-criteria decision making
exercise and taking the participants through the analytical hierarchy process of
defining the objective of risk reduction intervention, identifying effectiveness
indicators and criteria for assessing the effectiveness and identifying the inter-
ventions to be assessed, pair-wise comparisons and analysis of the results using
the SuperDecisions Software (Creative Decisions Foundation, 2015).

Results

The following kinds of financial inclusion instruments are popularly found in the

literature: savings, credit including microfinance, insurance, and payments includ-

ing mobile money transfers, which have become popular in Africa and Asia
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(Donovan, 2012). In general, there is growing evidence that financial inclusion has
developmental impacts such as self~employment, development of businesses and
the impact is reflected in terms of an increase in household consumption and overall
well-being (Cull ef al., 2012). However, the evidence for vulnerability reduction is
rather sparse and not clearly discernible. Developmental impacts leading to vulner-
ability reduction, vulnerability to both economic and climate change, has always
been a point of contention (Bankoff et al. 2004; Oliver, 1985; Toya and Skidmore,
2007) and there is some evidence for developmental activities contributing to vul-
nerabilities instead of reducing them (Stephenson and DuFrane, 2002). Hence, it is
important to note that mere development doesn’t mean vulnerability reduction but
rather there is a need to characterize programmes that do not contribute to vulner-
ability but rather reduces it in a significant manner. In the next section, the evid-
ence in the published literature is considered with regard to vulnerability reduction
from financial inclusion instruments such as microfinance, risk insurance and cash
transfer programmes.

Effectiveness of microfinance interventions

Microfinance is one of the most ubiquitous, yet continuously growing in coverage,
social and financial inclusion programmes in the world. Microfinance — including
prominently microcredit — as a financial inclusion tool is on the rise in most devel-
oping countries and there is growing evidence of its efficacy on the ground (Bauchet
et al., 2011; Cull er al., 2014). Most of this evidence appears to be strong in the
shorter-term household welfare indicators such as household consumption and
incomes, and there is relatively weaker evidence in the long-term welfare indic-
ators such as education (Cull et al., 2014). There is also strong evidence for increased
borrowing under certain circumstance such as a high proportion of the poor and
vulnerable within the savings groups and increased investment in already existing
businesses leading to expansion of businesses (Table 12.2). However, there is very
poor or no evidence for the impact of microfinance on other developmental indic-
ators, including empowerment of women in decision making, poverty reduction,
household consumption and other well-being indicators.

Effectiveness of risk insurance interventions

The effectiveness of insurance received a significant focus for the reason that insur-
ance has been promoted both by the DRR and CCA communities as a tool to
address risks. Risk insurance has been advocated as one of the important measures
to address issues of DRR and CCA (Kreft, 2013; Warner et al., 2009), and these
assumed benefits provided by insurance to the reduction of climatic and non-
climatic risks have attracted CCA and DRR practitioners to consider it as an
important risk management tool. Despite the efforts by various stakeholders, the
communities whose livelihoods are most vulnerable to climatic vagaries have often
not been reached by insurance. Several bottlenecks remain unaddressed, such as the
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high cost of insurance relative to ability to pay, poor overall progress on risk mitiga-
tion, lack of awareness among the communities, lack of an enabling policy environ-
ment, and so on (Prabhakar ef al., 2014). From a deeper perspective, there is a lack
of robust evidence as to what CCA and DRR benefits accrue from risk insurance
and how they compare with other risk management opportunities that exist or can
be developed as an alternative to risk insurance. There is a lack of clear assessment
and recognition of insurance benefits and costs in terms of DRR, CCA and SD in
existing research (Prabhakar ef al., 2014). Specifically, there is no evidence to
suggest that the current form of insurance provides long-term risk reduction. On
the contrary, the ways the insurance programmes are designed and implemented
today do not provide the full potential benefits that risk insurance offers.

With regard to promoting the risk insurance to address losses and damages, there
is only a certain limit to which insurance can help in addressing loss and damage and
hence it cannot be treated as a silver bullet. Figure 12.2 shows the elements in
insurance design and implementation that pose limitations leading to a cycle of risk
perpetuation rather than risk reduction (Prabhakar et al., 2014). The insurance is
considered effective for insurance companies if the insurance contractual obliga-
tions are delivered, 1.e. insurance payout determined and delivered based on a set
of standards and procedures. However, the effectiveness definition of insurance of
in-the-field vulnerability reduction goes beyond this and it looks at how the insur-
ance is able to inculcate long-term risk reduction through behavioural changes in
the insured for taking up best risk management practices. Agriculture insurance in
particular is often implemented with limited resources, lower efficiency and often
with limited reach. First and foremost, today’s risk insurance products targeting the

)

profitability

Risks covered

Insurance design criteria

Payout

Risk perpetuation

FIGURE 12.2 Traditional definition of effective insurance employed by insurance com-
panies (Prabhakar et al., 2014).
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agriculture sector do not convey the proper risk price signal and sufter from moral
hazards and adverse selection issues. Insurance payouts have not led to investments
in risk mitigation options and the lack of sufficient incentives has rather led to con-
tinuing business as usual.

Insurance contracts have traditionally been designed largely to address economic
losses. However, the non-economic losses and damages that could account for as
much as 50 per cent or more of the total damages of a natural disaster, especially in
the case of developing countries, are often not covered by the insurance products.
There has been some advancement in measuring the non-economic losses and
damages, including post-traumatic stress disorders, loss of social capital, ecosystem
health and services and loss of cultural heritage, and insurance product designs must
take advantage of these advancements and start addressing non-economic L&D.
Only then can the insurance industry contribute to holistic risk reduction.

Analysis of various adaptation options for their potential to address non-economic
loss and damage was carried out using the Analytic Hierarchy Process (AHP) in
Bangladesh and Japan (Figures 12.3 and 12.4) (Prabhakar ef al., 2015). The results
presented in Figures 12.3 and 12.4 show the hierarchical nature of decision criteria,

effectiveness indicators and risk reduction interventions including risk insurance

E To reduce the non-economic loss and
G} damage due to extreme cyclones
8
g Measurable Societal Society Relevant to Exclusive
5| |and verifiable value well-being DRR-CCA
0.17 0.25 0.47 0.003
— 0.09
% Access to | | Number | | Number . No. of Species
o L . - Malnutrition N
5 sanitation | | migrated | |of crimes school days diversity
e
— 0.32 0.05 17 0.24 0.17 0.05
g
g Compensation Cyclone Insurance Preparedness
£ shelters plans
- 0.24 0.08 0.10 0.60

FIGURE 12.3 Relative position of risk insurance among various options tested for their
efficacy to address non-economic loss and damage in Bangladesh.
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FIGURE 12.4 Relative position of risk insurance among various options tested for
their efficacy to address non-economic loss and damage in Japan (Prab-
hakar et al., 2015).

from top to bottom. The numbers in the boxes indicate normalized priorities and
the higher the number the higher the priority given to an element in a cluster (e.g.
criteria, indicators and practices in Figures 12.3 and 12.4 are clusters). The results
indicate that risk insurance has the least potential (as indicated by the lowest nor-
malized priority value of 0.1 for an insurance alternative in Bangladesh) to address
any of the potential issues associated with non-economic losses and damages in
Bangladesh and Japan. It is interesting to see that insurance has not been shown to
have potential irrespective of the economic status of the country in question, which
raises questions on the extent this tool can be promoted as a solution and caution is
required in seeing it as the silver bullet it has been promoted to be, both in DRR
and CCA.

Effectiveness of cash transfers

Conditional cash transfer (CCT) programmes have become an important public
policy tool for poverty reduction (Adato and Hoddinott, 2007) and as an important
safety net strategy in number of countries with poor financial resources and public
safety net programmes. The CCT programmes typically involve transfer of a certain
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amount of cash to selected families that choose to participate in the programme
upon satisfying criteria such as visits to clinics, child school attendance, and attend-
ance in awareness sessions on related matters (World Bank, 2015b). Some signi-
ficant CCTs initiatives in Asia include those being implemented in India
(Government of India, 2015), China (Mo ef al., 2012), Bangladesh (World Bank,
2014), Vietnam (Long, 2011), Pakistan (Independent Evaluation Group, 2011) and
Philippines (Department of Social Welfare and Development, 2015). The govern-
ment of India has introduced a financial inclusion programme ‘Pradhan Mantri
Jan-Dhan Yojana’, which aims to open bank accounts to the ultra-poor who other-
wise are not able to open bank accounts in the formal financial sector. The pro-
gramme provides twin benefits to the financial sector and the poor as it will bring
the untapped savings into the formal financial flows of the country and will enable
the poor to access to instant credit facility and insurance coverage (Ministry of
Finance, 2016). The programme will enable smooth implementation of many other
developmental programmes aimed at vulnerability reduction including Prime Min-
ister’s Employment Generation Programme (PMEGP) where wage payments can
be directly made to the bank accounts of the beneficiaries.

While there 1s sufficient experience of implementing CCTs in Asia and South
American countries, regions such as West Asia and North Africa are lagging behind
with the CCT implemented by the Department for International Development in
Egypt serving an important example for this region (DFID, 2010). Another form of
cash transfer programme includes ‘unconditional cash transfer’ policies implemented
by many countries that suffer from ‘resource curse’ (Moss, 2011) which also appears
to have received significant acceptance. From the understanding of the CCTs, it
can be deduced that these programmes demand substantial attention both by the
implementing agencies and beneficiaries and require elaborate institutional arrange-
ments and capacity for these programmes to succeed.

Cash transfer programmes have attracted sufficient attention among the moni-
toring and evaluation community for their growing popularity among the gov-
ernments, as a result of which there is emerging evidence for the social impacts
of cash transfer programmes (Table 12.3) (DFID and UK AID, 2011; Gentilini,
2014; World Bank, 2015a). One of the criticisms of cash transfer programmes has
been that they will promote dependence, and the uptake of developmental pro-
grammes will diminish soon after they are withdrawn, which could affect the
sustainability and long-term impact of the developmental programme (Slater,
2009). Evidence suggests that the conditional cash transfers have not promoted
such dependency or vice spending (World Bank, 2015a), while the unconditional
transfers had signified the need to educate and target the support programmes
(DFID and UK AID, 2011). There is good evidence for vulnerability reduction
when cash transfer programmes are combined with climate change and DRR
programmes such as water harvesting related public works in Ethiopia (Table 12.3),
and in Vietnam where the post-disaster recovery was found to be faster when
unconditional cash transfers were introduced (Viet Nam Red Cross, 2012). Avail-
able evidence suggests that the effectiveness of these programmes depends on
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proper targeting and improper targeting and coverage could drastically affect
even the obvious benefits these programmes can provide (Golan et al., 2015). In
addition, CCTs are also found to provide significant social and gender benefits
that could have a positive impact on social and economic vulnerabilities that
communities face (Soares and Silva, 2010).

Discussion and conclusions

It is evident from the results of the review presented that there is a greater need for
addressing some issues in obtaining clear evidence for vulnerability reduction from
financial inclusion programmes. In this section, an effort has been made to
summarize the conclusions from the review presented in the previous section.

Evidence for vulnerability reduction

The available literature provides some evidence for the impact of financial inclusion
on a range of developmental indicators (Table 12.1). It is notable here that there are
not many studies that studied the impact of financial inclusion programmes on the
vulnerability reduction in terms of global economic change and climate change.
While some of the indicators for which evidence exists, can have a direct impact on
the vulnerability reduction, the relevance of other indicators towards vulnerability
reduction is either non-existent or distant. The indicators that have direct relevance
to vulnerability reduction are fire sale of assets, durable asset creation and poverty,
which often have less robust evidence among the studies presented. On the eco-
nomic front, there appears to be no significant evidence for income smoothing,
which is another important indicator for vulnerability reduction (Baez et al., 2012).
In fact, microcredit programmes are sometimes designed to match the repayment
schedules with those of income cycles of communities (Shonchoy and Kurosaki,
2014; Weber et al., 2014). What is even more important to observe is lack of signi-
ficant and robust evidence for the impact of some of the financial inclusion tools on
the social outcomes, including women empowerment, which are important for
vulnerability reduction (Banerjee ef al., 2015).

Not all programmes are equal

Financial inclusion programmes include a range of interventions and there are no
systematic comparative evaluations of the financial inclusion programmes on the
vulnerability reduction. However, in general, it can be concluded that their effec-
tiveness is not the same in buffering against the economic and climate change pres-
sures (Table 12.4). Based on the author’s evaluation of the existing literature and
the strength of the evidence, it can be concluded that both the microfinance and
insurance exhibited equal effectiveness for vulnerability reduction to economic
changes while insurance has a high potential for reducing climate change vulner-
ability (Figure 12.5).
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Pereentage eontribution to the vulnerability reduction

Microfinance Insurance Cash transfers

@ Vulnerability reduction potential, [ Vulnerability reduction potential

FIGURE 12.5 Vulnerability reduction potential of three major financial inclusion
programmes.

Sources: author’s own assessments based on the evidence presented in this chapter.

The efficacy of financial inclusion programmes also differs depending on the
manner in which the programmes are designed. For example, insurance pro-
grammes will have a high climate change vulnerability reduction potential when
they are combined with other activities, such as capacity building of farmers on
improved agronomic practices and attachment to conditions such as better manage-
ment practices as opposed to insurance alone. Other factors include whether the
insurance was heavily subsidized or the subscriber has good knowledge of the actual
costs of the risks.

Randomized control trials

While there are a growing number of studies coming from the randomized control
trials, these trials are still far from perfect for drawing conclusive evidence. The
issues include fewer long-term studies with post-intervention impact assessments
and relatively large attrition rates of survey respondents in the long-term pro-
grammes (Angelucci ef al., 2015). In addition to these issues, there are very few
programmes and studies during which certain natural disasters may have happened,
which could have helped in assessing the impact of a natural disaster on the parti-
cipants and control group. While this is not a limitation of the RCTs themselves,
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it shows the lack of a large number of studies that could increase the probability of
intersecting with a natural calamity. The only evidence that could be obtained from
Bangladesh covering the seasonal nature of poverty and hunger (monga) did not
provide sufficient evidence for the vulnerability reduction impacts of microfinance
(Shonchoy and Kurosaki, 2014).

Appropriate design of instruments

It has been observed that most financial inclusion programmes, including micro-
credit, are targeted at the poorest who do not have access to formal institutional
finances and hence they are highly targeted to a particular section of the group.
However, the evidence suggests that even among the poor there are discernible
differences among those who are willing to invest and expand businesses and those
who are not so skilful in expanding their businesses. While expanding the business
itself may not have a direct impact on the overall vulnerability reduction, consider-
ing its spillover effects — including the improvement of the local economy and
additional job creation leading to poverty reduction in the long-run — it is desired
that the financial instruments be combined with the business skill creation.

In addition, it is also important that the financial inclusion programmes provide
certain services additional to finances, including advising borrowers on investment
decisions that include where to invest and what investments will have greater
impact on income and consumption smoothing, which could mean investing in
non-farm activities that can have an income generation potential throughout the
year as opposed to the seasonal nature of the agriculture income.

Building capacities

To be able to use the opportunity in a better way. skills such as business acumen,
ability to take effective financial investment decisions and being able to run a profit-
able business go hand-in-hand in effectively harnessing the basic developmental bene-
fits offered by the financial instruments such as microfinance, credit and payment
transfers. In addition, skills including livelihood diversification, and better technical
skills within the existing livelihood occupation should also be considered.

Targeting

In addition to the overall developmental impact of financial inclusion instruments on
the population in general, there is a need to understand which section of communities
these interventions help better since the emerging evidence suggests that only those
who are entrepreneurial and have the ability to invest in gainful ventures are able to
get greater benefit from these interventions (Bauchet et al., 2011). Hence, there is a
possibility that the most of these instruments are not necessarily leading to a positive
vulnerability reduction to all those participating in these schemes equally.
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Enabling environment

The enabling environment here means the policy and institutional environment
that local, state and national governments and other agencies could provide to
ensure the financial inclusion programmes reach those who need them the most,
and that they put in place support systems such as proper fail-safe measures for fin-
ancial institutions offering these services to be risk aware and be able to take deci-
sions considering the risks that these institutions might face in the wake of emerging
global economic, environmental and climate changes. The enabling environment
also pertains to the policies, guidelines and laws requiring financial institutions to
follow good business and management practices, to refrain from taking risky busi-
ness decisions that could not only put the institutions at risk but also the beneficiar-
ies that are dependent upon them. The capacity development needs of communities
could get immense benefit from government policies and guidelines.
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