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Poor people use a wide range of financial services
and have done so for centuries. Some are aheady
clients of formal institutions, such as savings and
credit cooperatives, government-owned develop-
ment banks, postal banks, commercial banks, and
state banks. Most of the poor, though, usually lack
access to the formal financial system, so they have
developed a variety of informal financial relation-~
ships with, for instance, moneylénders, savings
clubs, rotating sevings and credit associations, and
mutual insurance societies, These informal systems
are pervasive in nearly every developing country:
vendors may sell goods such 4s seed or fertilizer on
credit and the poor may use informal savings
devices like livestock, jewelry, or cash under the
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mattress to provide liquidity when the need arises
or opportunity knecks,

However prevalent, the mostdy informal financial
services currently available to the poor have serious
lirnitations in terms of cost, risk, and convenience,
Moneylenders generally charge extremely high
interest rates on loans. Buying supplies on credit is
far more expensive than paying cash. Rotating sav-
ings and credit associations usuzlly offer little flex-
ibility in' the amount or timing of transactions, A
cow is not a divisible asset that can be sold inete-
mentally to meet small cash needs; and it can be
stolen, get sick, or die. Lastly, formal financial
institutions may not offer financial products that
are appropriate to the needs of the. poor,

Efforts to extend formal finance to the poor began
centuries ago. More recently, in the 1950s, devel-
opment projects began to introduce subsidized
credit programs targeted at specific clienteles. For
example, governments and donors subsidized agri-
cultural credit for small and marginal farmers with
the goal of raising productivity and incomes. These
schemes were rarely successful: subsidized lending
was usually associated with massive delinquency,
and the benefits of such lending were often cap-
tured by the elite instead of the poor.

The general failure of large subsidized credit
schemes inspired social entrepreneurs in develop-
ing countries to test alternative ways to offer cred-
it to poor people. Beginning in the 1970s, experi-
mental pregrams run through non-governmental
organizations (NGOs)—in Bangladesh, Bolivia,
and a few other countries—extended tiny unse-
cured loans to groups of poor “micro-entrepre-
neurs,” mainly women. This type of microenter-
prise credit was based on solidarity group lending
in which every member of a group guaranteed the
repayment of all the other members.

Throughout the 1980s and 19%0s, these NGO-
based microcredit programs improved upon the

original methodelogies and bucked conventional
wisdom about financing the poor. First, it was
shown that poor people, especially poor women,
repay. their loans. Near-perfect repayment rates,
unheard of in the formal financial sectors of most
developing countries, were common among the
better microcredit programs. Second, the poor
were willing and able to pay interest rates that
allowed microfinance institutions {MFIs) to
cover their costs. Third, the combination of these
two features—high repayment and cost-covering
interest rites—enabled some MFIs to cover their
costs and achieve profitability. Microfinance dif-
fers trom many other {de\é't‘:lop'mcn't interventions
in‘that it serves massive numbers of clients with-
out needing continuing subsidies,

CHALLENGES AND LIMITATIONS
By the lare 19905, however, @ number of limita-
tions .inherent in the raicroenterprise credit
model became apparent:

* Not all poor people run microenierptises.
Supply-driven microenterprise credit method-
ologies don't reach the millions of poor people
who don’t need business loans, but do need
other services, such as savings, consumption
credit, insurance, and money transfer services.
Convenient and safe deposit services are

particularly crucial.

« NGOs, while essential for conducting research
and developing new models, face serious chal-
lenges in terms of governance and legal limits
on their operations. Most have not reached
massive scale or independence from donors,
although there are major exceptions.

« Microfinance institutions generally do not have
large existing infrastructures to deliver microfi-
nance services, but institutions such as commer-
cial and state-owned banks, savings and loan
cooperatives, and even retail chains, do.
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HOW DQES MICROFINANCE = reduces poverty and hunger, by allewing the
HELP THE POOR? poor to improve assets and incomes
Microfinance allows poor people to protect, diver- * improves education levels: households with
sify, and increase their sources of income. 1t helps access to micréfinance spend more on
cushion poor households against the extreme vul- education than non-client households.
nerability that is a feature of their everyday exis- Improvements in schaol atténdance and the
tence and can push a family inte destitution. provision of educational materials are widely
Loans, savings, transfers, and insurance help reported in microfiniance houscholds,

smooth out income fluctuations and maintain con-

. N ) *» promotes gender equality and womien’s
suniption even during lean periods and emergen- '

) o ; . empowerment. Most microfinance clients
cies. Microfinance gives people more options,

R i ) ‘are female; microfinance empowers women
empowering thern to make their ewn choices and

by incréasing their contribution to household

bulld their own way out of poverty. incomeé, the vilue of their assets, and their
Based on the available quantitative and qualita- control over decisions that affect their lives.
tive studies on the impact of microfinance, the * Reduces child mortality, improves maternal
emerging cvidence suggests that microfinance: health, and combats discase.

Key Principles of Microfinance I

1. The poor nesd a varisty of financial services, not just loans. Just like everyong slse, poor people need a
wide: range of financial services that are conveniert, flexible, and reasonabiy priced. Depending on thair clroum-
stances, poor people need not onfy credit, but also savings, cash transfers, and Insurance. ng‘.r";

2. Microfinance is a powerful Instrumant agaeinst poverty. Access to sustainable financial services enables the
poor to increase incomes, build assets, and reduce their vulnerability to exiernal shocks. Microfinance allows
poor households to move from everyday survival 1o planning for the future, investing in better nutrition, irprove
living conditions, and childrer’s health and sducation.

3. Microfinance means building financial systems that serve the poor. Poor people constiute the vast magonty of
the population in most developing countries. Yet, an overwhelrming number of the poor continue to lack sccess 1o
basic financial services. In many countries, microfinance continues to be seen as a marginal sector and primarily a
developmert concem for donors, govemments, and socially-responsible investors. In order to achieve its full polantal
of reaching a large number of the poor, microfinance should become an integral part of the financial sector,

4. Flnancial susiainability la necessary to reach algnificant numbers of poor people. Most poor people ars
not-able to access financial services because of the lack of strong retail financial intermediaries, Buliding finan-
cially sustainable instilutions is nol an end in itsetf. It is the only way {0 reach significant scale and impagt far
beyond what donor agencies can fund. Sustainablity is the ablilty of a microfinance provider to cover all of ite
costs, It allows the continued operation of the microfinance provider and the ongoing provision of financial
senvices to the poor. Achieving financial sustainabilily means reducing transaction costs, offering betier producta
and services that maal cliant needs, and finding new ways to reach the unbanked poor.

5.  Microfinance is about bullding permanent local financial institutions. Buiding financial systems for the poor
means building sound domaestic financial intermediaries that can provide financial services to poor people on a par-
manent bases. Such insiutons should be able 1o mobilize and recycle domestic savings. exiend credil, and provide
a range of services. Dependence on funding from donors and govemnments—inciuding govemment-firanced devel-
opment banks—will gradually diminish as local financial insttutions and private capial markets mature.

6. Microcredit ls not always the asnswer. Microcredit is not appropriate for everyone or every situstion. The desituls
and hungry who have no income or means of repayment need other forms of support befora they can make use of I
loans. In many cases, small grants, infrashucture improvements, employmernit and training progmams, and Gifier
non-financial services may be mone appropriate tools for poverty elleviation. wawelble*__m.nmml h
senvices should be coupled with building savings. o ""‘W‘d

Ll [}
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The best judges of the value of microfinance are
poor customers themsclves. Their view of the mat-
ter is evident from their actions. When good micso-
finiante services are offered, poor customers almiost
alwidys take advantage of them. Borrowers are will-
irig-to pay interest rates that cover the full cost of
lehding, Most importantly, the near-perfect loan
repayment in well-run programs demonstrates how
highly the poor value their zecess to loans: the main
motive for repaying ungecured microloans is the
clients’ desire to maintain aceess to future services.

Of course, microfinance on its.gwn is not sufficient
to end poverty. Fighting poverty requires concerted
efforts on many fronts, Financial services for the
poor should be complemented by other interven-
tions, such-as education, health services; adequate

Key Principles of Microfinance

Eike cterione else, proor peoged secil il

fiasctinciad services all Hie Hone

physical infrastructure, and fair markets. It is also
important to recognize that in some eircumstances
‘microcredit is not the best tool to fight poverty. The
destitute, who do not have any source of income,
are usually not appropriate clients for microcredit
and may be better served initially through targeted
safety-net or grant-programs. Successful models in
a few countrics demonstrate that very poor house-
holds-are better able to assume the risks that micro-
finance entails after participating in grant and skills
development programs that enable them to slowly
build assets and develop their skills. i

7. Interest rate cellings can damage poor people’s access to financial sevvices. N costs much more io make

10.

11.

many small loans than g few large loans. Unless microlenders can charge imerest rates that are well ahove average
bank ioan rates, they cannet cover their costs, and their growth and sustainability will be (Imited by the scarce and
uncertain supply of subsidized funding. When govemments reguiale interest rates, they usually set them at fevels
oo low to permiit sustainable microcredit. At the same time, microlenders shoukd not pass on operational inefficien-
ciea to clients in the form of prices {interast rates and other feas) that are far higher than they need to be.

The gevetiimant’s role is as an snabler, not a8 8 direct provider of financlal services. National govern-
ments piay an important role in setiing a supportive policy environment that stimulates the development of finan-
cial sarvices while protecting poor peopla’s savings. The key things that a govermment can do for microfinance
are to maintain macroeconomic stability, avoid interest-rate caps, and refrain from distorling the market with
unsustainable subsidized, high-delinquency loan programs. Governments can also support financial services for
1he poor by improving the business environment for entraprensurs, clamping down on corruption, and improving
access to markets and infrastructure. In special situatlons, govemment funding for sound and independent
microfinance institutions may be warranted when other funds are lacking.

Donor subsidies should complament, not compebe with private sector capital. Donors should use appro-
priate grant, loan, and equity ingtrumenis on a tlemporary basis to buikd the instilutional capacity of financial
providers, develop supporting Infrastructure (like rating agencles, credit bureaus, audil capacity, etc.), and sup-
port experimental servicas and products. in some cases, longer-termn donor subsidies may be required to reach
sparsely populated and otherwise difficuli-to-reach populations. To be effective, donor funding must seek to inle-
grate financial services for the poor into local financial markets; apply specialist expertise 1o the design and
implomentation of projects; require that financlal instihsions and other partners mest minimum performance stan-
dards as a condition for continued support; and plan for axit from the outset.

The lack of institutional and human ===~ g the hey constraint, Microfinance is a specialized field that
combings banking with sociat goals, and ly needs to be built at all levels, from financial institulions through
the. reguiatory and supervisory bodies and Informaticn systams, to govemment development entities and donor
agencies. Most investments in the sector, both public and private, should focus on this capacity building.

The importance of financlal and outreach transparency. Accurate, standardized, and comparable information
on the financial and social performance of financlal Instiiutions providing services to the poor [s imperative. Bank
supervisors and regulators, donors, investors, and mora Importantly, the poor wha are clients of microfinance
naed this information to adequately assess risk and returms.
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