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Abstract

Lack of economic opportunity has been identified as one of the important bottlenecks for achieving
development and empowerment as a result of which several financial inclusion projects and programs
have been introduced globally in the past several decades. These financial inclusion instruments range
between providing cash at hand to invest in gainful livelihoods on one end and to buffer financial shocks
emanating from global changes including climate variability, change and economic uncertainties on the
other end. However, there is very little systematic evidence on to what extent these approaches are
designed keeping in mind the vulnerability aspects of communities to climate change and natural
disasters, how well these approaches have embraced the principles of vulnerability and risk reduction
and to what extent these interventions are able to help the last mile communities who need these
instruments at most but are not often reached due to their geographical, political and social isolation.
This chapter will bring out the available evidence on the extent various financial inclusion interventions
are able to address the risk and vulnerability aspects of these last mile communities, identify bottlenecks
and their root causes and bring out opportunities wherein the financial inclusion instruments and
approaches can be more effective in reducing especially the long-term vulnerability reduction. The
chapter will look at various financial inclusion instruments including smart subsidies, savings, different
forms of credit including micro-finance, Islamic finance, different forms of insurance including takaful
and cash transfers and evaluate them using case studies, drawn from examples not just limited to Asia
and Pacific region, using an indicator framework that underlines the well laid out principles of
vulnerability and risk reduction.

Introduction

The world today is facing several paradigm shifts in the way issues interact with each other at macro,
meso and micro levels. The major shifts are the global changes including globalization and regional
integration both of which are economic paradigm changes and environmental change that include local
level environmental degradation to global scale long-term changes such as climate change. As a result of
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these changes, and limited understanding on these changes and their interactions, the policy
instruments that are employed in development are often ineffective. New and innovative instruments
are being sought for addressing the nexus between global and local scales and between sectors that
were otherwise thought to be not related to each other.

Financial instruments such as providing microfinance, insurance, cash transfers etc. have been in place
for several years as a part of development interventions. Off late, these instruments have also been
advocated to be effective tools for addressing disaster risk reduction and climate change adaptation
needs.! With increasing risk reduction needs, there have been calls to evaluate these interventions in
terms of their efficacy to address vulnerabilities—to climate change, environmental change and
globalization—that communities face. Two questions become relevant in this respect: a) To what extent
the financial instruments are able to address the vulnerabilities of communities and b) to what extent
the agencies providing these financial services are 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 offering these services
including governments and non-governmental agencies (Figure 1). Financial institutions that are not
prepared for global change shocks may face serious consequences.

Global change: climate, economic, environment change
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Figure 1: The impact of global change on vulnerable people and institutions offering financial
inclusion services and possible feedback loops (Source: Author)

Keeping in view the importance of understanding the vulnerability reduction efficacy of financial
inclusion interventions, this paper presents a review of literature published based on financial inclusion
experiences across the world to find the extent the 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 from the shocks of the
global change processes and how those interventions effect 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.

Vulnerability indicators for assessing financial innovations

Any assessment of innovations in financial inclusion should be viewed from the lens of climate change
vulnerability and global change vulnerability. Identifying a set of indicators would facilitate assessing
these vulnerabilities and how the financial inclusion has an impact on them. Identifying and quantifying
vulnerability indicators have assumed an importance among various vulnerability assessment
methodologies being proposed and among those that are being adopted since indicators provide an
easy way to grasp different components engaged in vulnerability assessment and show how they relate
to each other in the final outcome of the assessment. Most developmental assessments including the
Human Development Index and those carried out by multi-lateral developmental agencies such as the
World Bank, Asian Development Bank and UN agencies employ indicators to track progress in
developmental activities.

The need for using indicators in vulnerability assessments is supported by scholars such as Vincent and
Cull (2014) who stated that “In social, or context vulnerability, vulnerability is a potential state that
determines whether hazard exposure will translate into adverse impacts.! It is therefore necessary to
rely on indicators that best represent the complex underlying processes.” Studies employing indicators
identified them either through an inductive or deductive approach. With an inductive approach the
vulnerability indicators are selected from a wide variety of indicators. With a deductive approach the
indicators are often chosen based on a theoretical framework that is constructed to explain the
underlying vulnerabilities. Inductive approaches are often intensive and data-driven. The final
identification of indicators can be done either through expert judgment or multi-criteria analysis. It is
not uncommon that various indicators are combined to form indices.

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. Vulnerability indicators are abundant and including all of them for assessing the financial
inclusion is beyond the scope of this chapter. Hence, a limited set of indicators are chosen based on
their comprehensiveness of covering the exposure, sensitivity and capacity elements. For assessing the
interventions, the review of published literature was carried out. Literature includes peer reviewed
journal papers, research reports and project reports. While it would be appropriate to include only the
evidences from the field, due to limited literature, literature from the on-field activities (e.g. project
reports), research based on on-field activities (e.g. journal papers and research reports) and conceptual
papers (papers that opine how financial inclusion should work) were reviewed. The reason for including
the conceptual papers has been that these papers shape the thinking on the ground indicating the
probable direction the financial inclusion is taking and hence is important to be included in this review.
An effort was made to ensure that the indicators identified do not overlap with each other in a
significant manner. The introduction of financial inclusion programs 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 programs from other larger developmental initiatives that are ubiquitous and often
include large budgets than the financial inclusion programs, effort was made to focus the evaluation at
the micro level though evidence from macro level was also cited wherever possible.

Table 1. Indicator set for assessing the financial inclusion interventions

Change in access to credit

Change in subsidies

Change in market facilities

Change in livelihood diversity

Reduction in debt

Change in assets (focus on durable assets)
Business continuity

Income smoothing

Assessment of financial inclusion interventions

The following kinds of financial inclusion instruments are popularly found in the literature: savings,
credit including microfinance, insurance, payments including mobile money transfers which has become
popular in Africa and Asia. In general, there is a growing amount of evidence that financial inclusion has
developmental impacts such as self-employment, development of businesses and the impact is reflected
in terms of increase in household consumption and overall wellbeing.’> However, the evidence for
vulnerability reduction is rather sparse and not clearly discernible. Developmental impacts leading to
vulnerability reduction, vulnerability to both economic and climate change, has always been a point of
contention **° and there are some evidences for developmental activities contributing to
vulnerabilities instead of reducing them.'® Hence, it is important to note that mere development doesn’t
mean vulnerability reduction but rather there is a need to characterize programs that do not contribute
to vulnerability but rather reduces them in a significant manner.

Microfinance

Microfinance is one of the ubiquitous, yet continuously growing in coverage, social and financial
inclusion programs in the world. Microfinance, including prominently the microcredit, as a financial
inclusion tool is on the rise in most developing countries and there is some amount of growing evidence
on its efficacy on the ground.'”*® Most of this evidence appears to be strong in the shorter terms
household welfare indicators such as household consumption and incomes and relatively weaker
evidence in the long term welfare indicators such as education.® There is also strong evidence for
increased borrowing under certain circumstance such as high proportion of poor and vulnerable within
the savings groups and increased investment in already existing businesses leading to expansion of
businesses (Table 2). However, there is very poor or no evidence for the impact of microfinance on other
developmental indicators that include empowerment of women in decision making, poverty reduction,
household consumption and other wellbeing indicators.



Risk insurance

The effectiveness of insurance received significant focus for the reason that insurance has been
promoted both by the disaster risk reduction and climate change adaptation communities as a tool to
address risks. The risk insurance has been advocated as one of the important measures to address issues
of DRR and CCA™? 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 high cost of insurance relative to ability to pay, poor overall progress
on risk mitigation, lack of awareness among the communities, lack of an enabling policy environment
etc.! 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. Specifically,
there is no evidence to suggest that the current form of insurance provides long-term risk reduction. To
the contrary, the ways the insurance programs are designed and implemented today do not provide the
full potential benefits that risk insurance offers.



Type of
intervention

Savings and Yes
borrowings,
Uganda

Microcredit Yes
program, India

Microcredit Yes
program,
Mexico

Seasonally Yes
adjusted

microcredit,
Bangladesh

Table 2. Available evidence for the efficacy of financial inclusion

Impact of financial inclusion

Increased
® Borrowing
® Savings

e Borrowing

e |[nvestments in
existing businesses

o Profits of pre-
existing businesses

® Business expansion

e Borrowing

e [nvestments in
existing businesses

® Business expansion

e Trust

o Female decision
making

e Food consumption
during lean season

Decreased

o Fire sales
e Depression

No evidence/impact

e Consumption

e Health

e Education

e Women’s
empowerment

e Poverty

e Business profits

e Micro-
entrepreneurship,

e [Income

e Labor supply

e Expenditures

e Social status

e Subjective well-being

e Repayment frequency

e Default

¢ Food consumption
(during intervention)

Comment

Savings increased only when members
with high propensity to save are included.
Borrowings increased only among those
with less propensity to save and are poor
and vulnerable.

Significant effects on 12 of the 37
outcomes evaluated by the team

Positive effects were observed among the
ultra-poor on the food intake during lean
season after one year of intervention

Reference

21

22

23

24



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 L&D and hence it cannot be treated as a silver bullet. Limiting
to the current elements considered in designing insurance such as affordability, mitigating moral hazard
and adverse selection and price of insurance premiums alone could pose limitations leading to a cycle of
risk perpetuation rather than risk reduction.! This is more pronounced in the case of agriculture
insurance which is often implemented with limited resources, lower efficiency and often with limited
reach. First and foremost, today’s risk insurance products targeting the agriculture sector do not convey
the proper risk price signal and suffer from moral hazards and adverse selection issues. Insurance pay-
outs have not led to investments in risk mitigation options and the lack of sufficient incentives has
rather led to continuing business as usual.

Insurance contracts have traditionally been designed largely to address economic losses. However, the
non-economic losses and damages that could account as much as 50% 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 L&D was carried out
using Analytic Hierarchy Process (AHP) in Bangladesh and Japan (Figure 3).%° The results indicated that
risk insurance has the least potential to address any of the potential issues associated with non-
economic losses and damages in both these countries. It is interesting to see that insurance has not
shown to have potential irrespective of the economic status of the country in question which raises
guestions 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 currently both in DRR and CCA.
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Figure 3. Relative position of risk insurance among various options tested for their efficacy to
address non-economic loss and damage in Bangladesh (above) and Japan (below)?®

Cash transfers and related programs

Conditional cash transfer (CCT) programs have become an important public policy tool for poverty
reduction?® and as an important safety net strategy in number of countries with poor financial resources
and public safety net programs. The CCT programs typically involves transfer of certain amount of cash
to selected families that chose to participate in the program upon satisfying criteria such as visits to
clinics, child school attendance, and attendance in awareness sessions on related matters. 2 Some
significant CCTs initiatives in Asia include those being implemented in India,?® China,?® Bangladesh,*®
Vietnam,3! Pakistan,3? and Philippines.® The government of India has introduced a financial inclusion
program ‘Pradhan Mantri Jan-Dhan Yojana’ which aims to open bank accounts to the ultra-poor who
otherwise are not able to open bank accounts in the formal financial sector. The program provides twin
benefits to 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.®* The program will enable smooth implementation of many other developmental programs
aimed at vulnerability reduction including Prime Minister's Employment Generation Programme
(PMEGP) where wage payments can be directly made to the bank accounts of the beneficiaries.

While there is 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 DFID in Egypt serve
an important example for this region.>* Another form of cash transfer programs include ‘unconditional
cash transfer’ policies implemented by many countries that suffer from ‘resource curse’ (refer to the
Center for Global Development Working Paper 237 by Moss 2011) which also appears to have received
significant acceptance. From the understanding of the CCTs, it can be deduced that these programs
demand substantial attention both by the implementing agencies and beneficiaries and require
elaborate institutional arrangements and capacity for these programs to succeed.



Cash transfer programs have attracted sufficient attention among monitoring and evaluation
community for its growing popularity among the governments as a result of which there is an emerging
evidence for the social impacts of cash transfer programs (Table 3).3%37:38 One of the criticisms of cash
transfer programs has been that they will promote the dependence and the uptake of developmental
programs will diminish soon after they are withdrawn, which could affect the sustainability and long-
term impact of the developmental program.3 Evidence suggest that the conditional cash transfers have
not promoted such dependency or vice spending®” while the unconditional transfers had signifying the
need to educate and target the support programs.3® There is a high evidence for vulnerability reduction
when cash transfer programs are combined with climate change and disaster risk reduction programs
such as water harvesting related public works in Ethiopia (Table 3) and in Vietnam where the post-
disaster recovery was found to be faster when unconditional cash transfers were introduced.*® Available
evidence suggest that the effectiveness of these programs depend on proper targeting and improper
targeting and coverage could drastically affect even the obvious benefits these programs can provide.*
In addition CCTs are also found to provide significant social and gender benefits that could have positive
impact on social and economic vulnerabilities that communities face.*?

Table 3. Effectiveness of some of the major cash transfer programs

Increased Decreased No evidence/impact

e Child school Dependency E
enrolment

e Child health

e Food security o Selling of productive 36

e Education assets during stress

e Farming periods

e Livestock e Vulnerability to

e Wage negotiation disasters and

e Dependency climate change

e Income to poor Poverty gap e

e School enrolment e Social inequality &

e Vaccination e Poverty
e Social
e Entrepreneurship
e Women
empowerment



Conclusions

It is evident from the review presented that there is a greater need for addressing some issues in
obtaining clear evidence for vulnerability reduction from financial inclusion programs. In this section, an
effort has been made in summarizing 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 1). It is notable here that there are not
many studies that studied the impact of financial inclusion programs on the vulnerability reduction in
terms of global economic change and climate change. While some of the indicators for which evidence
exists, can have direct impact on the vulnerability reduction the relevance of other indicators towards
vulnerability reduction is either non-existent or distant. The indicators which have direct relevance to
vulnerability reduction are fire sale of assets, durable asset creation, poverty which have often less
robust evidence among the studies presented. On the economic front, there appears to be no significant
evidence for the income smoothing which is another important indicator for the vulnerability
reduction.* In fact, microcredit programs are sometimes designed to match the repayment schedules
with that of income cycles of communities.*>** What is even more important to observe is lack of
significant 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.??

Not all programs are equal: Financial inclusion programs include a range of interventions and there are
no systematic comparative evaluations of the financial inclusion programs on the vulnerability
reduction. However, in general, it can be concluded that their effectiveness is not same in buffering
against the economic and climate change pressures (Table 4). Based on the authors evaluation of the
existing literature and the strength of the evidence, it can be concluded that the cash transfers have
relatively high evidence to address factors contributing to economic and climate change vulnerabilities
compared to other interventions mainly due to their high social impacts.

Table 4. Vulnerability indicators and the strength of evidence from the literature

Crop insurance (high)
Cash transfers (low)

Cash transfers (moderate)
Microfinance (moderate)

None (none)

Crop insurance (low)

Microfinance (very high), cash transfer (low)
None (none)

Cash transfer (low), microfinance (low)
Microfinance (moderate)

Cash transfer (high)

Cash transfer (moderate)

Microfinance (very high)
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Insurance (high), microfinance (low)

However, programs differ in their potential depending on how the programs are implemented. The
Figure 4 provides a brief evaluation of the three broad categories of financial inclusion programs in the
order of their vulnerability reduction potential based on the review presented in this chapter and
author’s own evaluation and conditions under which these programs can perform better. Some
programs work better on economic stability front (as in the case of insurance) and other programs help
improve the uptake of other developmental programs as in the case of conditional cash transfers which
have higher social development potential and not just on economic front. Hence, the efficacy of these
programs differ depending on the objective and target audience for whom these programs are
introduced.

Vulnerability reduction potential
Economic changes Climate change
1|2 |3 |4|51(11(2 |3 |4]5

CCT
Microfinance
Insurance

Figure 4. Vulnerability reduction potential of three major financial inclusion programs

The efficacy of financial inclusion programs also differs depending on the manner in which the programs
are designed. For example, insurance programs will have 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 practice of better management 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 is a growing number of studies coming from the randomized
control trials, these trials are still not 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 programs.?® In addition to these issues, there are very few
programs and studies during which certain natural disaster may have happened which could have
helped in assessing the impact of natural disaster on the participants and control group. While this is not
a limitation of the RCTs themselves, it shows the lack of 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.?

Appropriate design of instruments: it has been observed that the most financial inclusion programs
including the microcredit 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
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expanding the business itself may not have direct impact on the overall vulnerability reduction,
considering its spill over effects including the improvement of 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 programs 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 income generation potential throughout the year as
opposed to 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 be able to run a profitable business goes hand
in hand in effectively harnessing the basic developmental benefits offered by the financial instruments
such as microfinance, credit and payment transfers. In addition, skills including livelihood diversification,
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
ability to invest in gainful ventures are able to get greater benefit from these interventions.!” Hence,
there is a possibility that the most of these instruments are not necessarily leading to positive
vulnerability reduction to all those participating in these schemes equally.

Enabling environment: Enabling environment here means the policy and institutional environment that
local, state and national governments and other agencies could provide in ensuring the financial
inclusion programs reach those who need them the most, put in place support systems such as proper
rail-safe measures for financial institutions offering these services to be risk aware and be able to take
decisions 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 business decisions that not only put them in risk but also the beneficiaries
that are dependent upon them. The capacity development needs of communities could immensely get
benefit from government policies and guidelines.
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