Microfinance as An Institution to Promote Growth and Alleviate Poverty

At the end of World War II, the economic development of foreign countries began to emerge as a major issue in international politics. This was especially true in the United States commencing with the creation of the Marshall Plan - the famous initiative to rebuild the war-ruined Europe. Soon after, the United States switched its foreign aid focus to other regions of the world - particularly those they felt inclined to push towards democracy. In this respect the primary motive for foreign aid was political in nature. Over time economic and humanitarian motives for aid became more prevalent. 

Normally, economic and humanitarian aid is categorically separate. Economic aid tends to focus on long-term growth assistance by donating money for investment and public projects. Humanitarian aid focuses on poverty alleviation and short-term disaster relief.

Aid continues to be a huge international project, delivering billions of dollars to recipient countries. In recent years, international organizations, such as the United Nations, have made efforts to increase aid in terms of percentage of GDP. Looking at exact figures, the amount of foreign aid disbursed rose steadily over the last four decades. In 1960, $4.6 billion was donated annually compared with $56 billion in 1999.
 However, as a percentage of GNP, aid has fallen steadily from an average of 0.51% in 1960 to 0.29% in 1999.
 This global average falls well below the goal agreed upon by United Nations member countries for donations equal to 0.70% of GNP.

Because of these large monetary sums disbursed as foreign aid annually and the persistence of widespread poverty across the globe great controversy has arisen as to the effectiveness of foreign aid. The spectrum of opinion varies greatly from those who seek to increase aid to those who argue that not only does it squander resources, but it may actually harm the recipient country.  These critics of foreign aid support abolishing all but humanitarian efforts. Empirical studies supporting the opposing positions have proven anecdotal.

Despite the unresolved controversy, consensus does exist that most conventional forms of economic aid are at least partially flawed. The classic examples include corrupt government officials in recipient countries manipulating donated funds to their benefit and governments with inefficient central planning policies who squander the resources once received. In some extreme cases recipient governments have actually used foreign aid for such purposes as the purchasing of arms. In response to the failures of conventional aid alternative methods arose. 

One alternative method to conventional aid, called microfinance, is able to encompass economic and humanitarian goals. Microfinance refers to a number of institutions that provide small money loans to the poor, allowing them to independently fight their own poverty while also providing small-scale GDP gains for the country. Although microfinance evolved mainly from a humanitarian motive to reduce poverty, it deliberately incorporated sound economic principles to ensure the vitality of microfinance as a global institution.

This paper examines microfinance by explaining the concept and by highlighting the advantages and achievements of the institution. To do so the paper first discusses conventional aid and its critiques; second, explains typical microfinance models; third, examines of the characteristics and advantageous properties of microfinance; fourth, looks empirically at the status of three different microfinance institutions; fifth, explores possible concerns; and finally, concludes.

Conventional Foreign Aid: The Argument for and Against

Foreign aid is a transfer of economic assistance from one country to another, the recipient normally being a less developed country (LDC). Aid can take numerous forms. In the simplest form a donor country donates money to a recipient country. Aid can also be dispersed in the form of “soft loans.” These loans offer an interest rate lower than those available in world capital markets and offer longer loan repayment periods. Non-monetary aid includes food provisions, medical supplies and technical assistance.

The standard argument made by those supporting economic assistance to LDCs asserts that the aid money can serve to supplement national saving. Many LDCs exhibit very low saving propensities and consequently are unable to invest in enough rent accumulating capital. By accepting aid these capital poor LDCs are able to effectively increase their national savings and thereby undertake new investment projects, both public and private. New investment projects would allow LDCs to gainfully employ their typically large supplies of unemployed workers. If the aid is used publicly it can serve the additional purpose of initiating or completing public projects vital to economic growth such as infrastructure. The hope is that LDCs can eventually earn sufficient profits from their new capital to fulfill debt repayment and to sustain further growth.

Conventional aid as described above has enlisted a multitude of critics. Critics argue two main points: first, that recipient countries substitute rather than supplement savings and second, that aid exacerbates already existing balance of payments deficits. If countries do substitute savings with foreign aid as opposed to supplementing it they are almost certain to become dependant on aid. Balance of payments deficits worsen when loans must eventually be repaid and sometimes when recipient countries are economically tied to the donor country. This results in obligations to buy imports from the donor country. If the donor country exports the goods at above average world prices it can have costly net export repercussions. A final consideration is that aid often leads to widening income gaps because the rich receive more of the aid benefits than the poor.

Humanitarian motives emphasize poverty alleviation and disaster relief. Donor countries disburse this aid in the form of food, medical supplies, and personal services. A perfect current example is the aid being delivered to Thailand in the wake of the tsunami. According to the news network CNN, the world has pledged around 7 billion dollars to help rebuild all the countries damaged by the South Indian Ocean tsunami.

These criticisms have prompted economists and humanitarians alike to reevaluate foreign aid as it has typically been administered. Microfinance, in its various forms, represents one response to the reconsideration of conventional foreign aid.

Microfinance: Origin and Typical Models

Microfinance, which first gained widespread attention in 1976, works to provide small money loans to poor individuals who lack the capability of borrowing from an established commercial bank. For a variety of reasons, including inefficient central planning by governments and inadequate financial institutions, much small business in LDCs has become part of the informal sector. Microfinance is designed to assist poor individuals create or expand small businesses and eventually move from the informal sector into the formal sector. It is pertinent to note that microfinance institutions lend almost exclusively to women.

The Grameen Bank in India was the first major effort to set up microfinance and has since become an archetype for microfinance institutions (MFIs). It began in Jobra, Bangladesh in an effort by a rural economics professor to extend banking services to the poor. Grameen style banks send representatives into rural communities to scout prospective borrowers. Once found, the representative forms the borrowers into groups of five individuals. The bank then loans small amounts of money to two of the five persons. Only upon successful repayment of both loans does the bank offer loans to all five. In this manner loan repayment is facilitated largely by peer pressure. This loan repayment mechanism is a characteristic of all microfinance models. Since its 1976 conception the Grameen bank has expanded to 3.7 million borrowers and 1267 branches that covers 68% of the total villages in Bangladesh.
 It also contributed an impressive 1.5% of Bangladeshi GDP in 1996.

Another widespread model of microfinance is the “Village Bank” model. Village banks are banks run by the clientele, much in the same fashion as a cooperative. The banks normally consist of 25 to 50 individuals who organize themselves into the operational positions needed to run a bank. Village banks nearly always rely on an external donation to first acquire money. But in addition they supplement the donation with personal contributions. This model also relies on peer pressure to enforce loan repayment.

Another popular model of microfinance is the Rotating Savings and Credit Associations (ROSCAs). Although not examined empirically in this paper, they are prevalent and receive much attention. ROSCAs form groups of individuals who pay into an account on a monthly basis. Each individual then earns to opportunity to receive a relatively large loan with which to invest. The group decides by who receives the loan each term, often based on a rotating schedule. The initial money is either the accumulation of the group members individual deposits or, more frequently, by an outside donations. And like the prior two models loan repayment is ensured through peer pressure. Anybody who does not pay the loan back risks losing the privilege to borrow in the future.

These are three of the most widespread microfinance models. We now move from operation and methodological characteristics to financial characteristics.

Characteristics of Microfinance 


All MFIs exhibit similar financial characteristics. These characteristics affect the financial tendencies of microfinance and also reflect the difficulties. Below I list the primary characteristics – all interrelated – that encompass the institution of microfinance.

Small Value Loans: Loans offered by microfinance lenders are almost always small in value. This occurs for two reasons. The first results from the risk involved in making loans. Poor individuals often own little or no collateral with which to borrow. (If they possessed collateral it is likely they could borrow from a more conventional bank.) Hereby, defaulted loans result in a loss to the microfinance lender. The second reason results from the capabilities and goals in microfinance as an institution. Being donation based, few lenders possess large sums of money, at least initially. This coupled with the desire to aid as many individuals as feasible results in loans tending to be small in value. 

High Effective Interest Rates: High interest rates result directly from the lack of collateral backing loans. The ever-present possibility of an uncompensated default loan forces microfinance lenders to charge high interest rates.

Non-sustainability: While microfinance lenders exist who are sustainable, most report losses. Again, this is the result of the frequency of uncompensated defaulted loans. Unaided by external donation most microfinance institutions would fail. For this reason, cost recovery is a closely watched figure in all MFIs. Most analysis involving the success of individual MFIs is actually based heavily upon cost recovery alone.
 Despite these difficult circumstances there is evidence to support possible sustainability; this is discussed later on.

Targeted Borrowers: The implication of the above characteristics is that the most successful MFIs do not target the poorest of the poor. All the borrowing constraints mentioned above are suffered most extremely by the poorest. Consequently, the difficulties faced by MFIs is the most severe when dealing with the poorest. From a humanitarian perspective this is a widely cited internal criticism. 

Success for Larger Loans: Lenders with a borrowing base who demand more valuable loans tend to also suffer fewer default loans. MFIs that offer larger loans have empirically faired much better than those firms offering small donations.

High Operational Costs: Only indirectly related to the above characteristics, MFIs exhibit high operational costs. This occurs because of the transaction costs involved with providing loans to the rural poor. Operation costs run particularly high in ratio to the value of loans. 

Despite the harsh business environment of MFIs, they are steadily growing in number as well as clientele base. Most of these difficulties are improving as MFIs become more operationally efficient. Experience and longevity of microfinance as a whole has significantly combated these obstacles.

Advantages of Microfinance Institutions:


The documented success in terms of outreach and the increasing popularity of MFIs is attributable to a variety of factors – both economic and humanitarian. From an economic perspective, MFIs provide superb opportunities to correct both capital market failure and efficiency loss due to central planning by governments. This coupled with the direct aid to the poor is the duality that makes microfinance so desirable. 

Capital market correction by MFIs operates in three ways. The first is the lack of access to capital by many poor people in LDCs. This forces them to face strict, if not absolute, borrowing constraints. Small businessmen in LDCs often cite lack of access to capital as a primary reason for their inability to expand business.
 By providing financial services MFIs help correct borrowing constraints. The second way MFIs correct capital market failure is by increasing the efficiency of providing loans and subsequent capital investment. MFIs are able to screen potential borrowers. Most commercial banks lack the resources or economic incentive to screen potential borrowers. MFIs are also willing and able to advise borrowers financially. Generally, this involves offering simple operational or entrepreneurial recommendations. A final manner in which MFIs can benefit financial markets in LDCs is their ability to coordinate loans from the country’s commercial institutions. Even if not recovering costs, MFIs do receive donations and hence can enter into sound financial arrangements with domestic financial institutions. Through this conduit, countries are able to expand their financial infrastructure.

Foreign aid in the form of microfinance allows for a circumvention of inefficient central planning by recipient country governments. MFIs stand to utilize donations more efficiently compared to LDCs who either choose to central plan or have a history of central planning. The crippling effect of these policies has been to force small private businesses into the informal sector.
 By reintroducing individuals into the formal economy by the way of business expansion, MFIs foster economic growth.


From a humanitarian perspective MFIs provide great benefits to the poor. These benefits include increased income, an end to handout dependency, and in general terms poverty alleviation.  While this paper seeks mainly to emphasize the potential economic benefits of microfinance, humanitarian motives are equally valid and supported strongly by microfinance.

An Empirical Look at Three MFIs:


An empirical look at three MFIs – CARD of the Philippines, CRECER of Bolivia, and FINCA of Uganda – provides empirical evidence of the success of MFIs. CASHPOR Financial and Technical Services, a network for MFIs, collected the following data in 2000. What will be shown by the data is the demographic of clients, a rising sustainability, and near profitability. 


CASHPOR collected the demographic makeup of the three examined MFIs. The data shows the success by MFIs in providing financial services to the poor. Also important is the near absolute outreach to women rather than men. The table is shown below:

[image: image1.wmf] The first statistic given is the size of each MFI, each reaching tens of thousands of poor people. This table serves mainly to show the success in outreach. Also important is the typically small dollar value of an initial individual loan and average loan.


The graphs below present the sustainability of each of the three MFIs with regard to three categories. OSS is the operating self-sufficiency, a measure gauging the operational income versus operational costs. IFS is the institutional financial sustainability, used to measure operational income versus adjusted expenses. Finally, AROA is the adjusted return on assets that measures after-tax profitability.
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These three graphs show a steady increase in sustainability and profitability. Each MFI is nearing financial self-sufficiency. In addition, there is good reason to believe that sustainability and profitability will be achieved for these MFIs. In supplemental data, CASHPOR reported a 490% outreach increase for CARD, 228% increase for CRECER, and 301% increase for FINCA.
 During periods of expansion operating efficiency is generally regarded as below optimal in light of staff growth and training processes. Once the desired clientele base is reached and further efficiency gains are made from experience it appears reasonable to assume these MFIs will become sustainable.


However choosing a target clientele base poses an implicit objectives tradeoff between economic and humanitarian considerations. Economic advocates of microfinance frequently point to the potential for sustainability as a major reason why it can promote economic growth, not merely alleviate poverty in the short-term. On the other hand, humanitarian pressures advocate clientele expansion as rapidly as possible. This inevitably slows sustainability goals. Depending on one’s goal for microfinance, MFIs operate as either a legitimate contributor to long-term economic growth or an agent for shorter-term poverty alleviation.

Concerns Regarding Microfinance:


Aside from the operational and funding difficulties of microfinance, two economic considerations weigh in on possible harm created by microfinance. The first is that due to the complex nature of development, it is hard to determine whether funds for conventional aid or MFIs provide a larger benefit per dollar spent. It is possible that aid designed to assist public projects provides superior economic growth.


The second potential danger of microfinance is that they could potentially lead to the crowding out of domestic financial markets. This could occur especially if the MFI is heavily funded and thus is only expected to achieve limited cost recovery. In this case domestic lenders would prove uncompetitive. An argument against this potential threat is that, in light of the severe consequences of poverty, if domestic lenders are not currently in a low-income area the financial services of MFIs are warranted to open. The other argument was stated before. Because of the ability of MFIs to borrow from domestic lenders, they can act as a bridge to previously inaccessible financial markets. After time the poor will build up a credit history, expand business, and be able to offer collateral in return for domestic loans.


A final criticism of MFIs is that the borrowers may lack entrepreneurial and business skills and hence cannot be expected to earn returns on their loans. These critics assert that more conventional training programs are necessary before MFIs can be effective. The strongest counterargument to this criticism is to examine the figures that report increasing profitability. On top of that, many MFIs offer financial advice. And from a humanitarian perspective we cannot afford to postpone assistance to the poor.

Conclusion:


Microfinance is a viable target for foreign aid because it satisfies both economic and humanitarian concerns facing world development. The potential for sustainability makes MFIs a viable contributor to long-term growth. At the same time it provides direct aid and opportunity to the world’s impoverished people trying to break out of historic roles that place them in a constrained economic environment. Even considering these benefits, no advocate would argue that microfinance is a standalone option for creating economic growth and reducing poverty. Efforts to improve social, political, and economic institutions, expand infrastructure, and foster good governance policies remain critical in cultivating economic growth. Nonetheless, microfinance does stand as a tested system that can simultaneously facilitate economic growth and poverty alleviation.
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� Note: For papers examining the consequence of economic assistance on subsequent economic performance inspect the following: 


For evidence supporting positive impacts resulting from aid see “Foreign Assistance and Development Performance, 1960-1970,” by Hollis B. Chenery and Nicholas G. Carter in the May1973 issue of American Economic Association, page 459


For evidence supporting economic harm resulting from aid see “Foreign Assistance and development performance,” by Keith Griffin and John L. Enos in the April1970 issue of Economic Development and Cultural Change, pages 313-327.


For evidence citing no causal relationship see “Foreign Assistance and Economic Performance: a Re-evaluation,” by Carsten Burhop in the Jan2005 issue of Economic Letters, page 57; or see “The Impact of Foreign Aid in Latin America,” by Omar Sanchez in the Spring2002 issue of Journal of Social, Political & EconomicStudies, page 23.
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