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Management Summary
One third of the world population lives on less than two dollars a day. Microfinancing institutions
(MFIs) lend small-scale loans, insurances and other financial services to the poor, who would normally not get any under normal circumstances. Since there are problems with microfinancing like
high interest rate, commercialization, abuse, selection bias and other, the long-term success of this
social business model is yet to be determined.
The main purpose of this paper is to shed some light on the question whether microfinancing is
helpful to the clients who claim it or if it’s deceiving and causing more problems to them in the end.
In pursuit of answering this question, I define microfinance, introduce the microfinance industry and
give a few examples of how the impact of microfinance can be measured. Finally, I portray some
clients’ success stories and crises of the microfinance industry, as well as share the views and
thoughts of some proponents and critics on the subject. To conclude, I critically discuss my findings
on the question mentioned above. This paper includes primary research in form of interviews from
people working in the microfinance intermediaries "BlueOrchard" and “responsAbility” in Switzerland,
as well as secondary research using literature, internet, newspaper articles and TV contributions.
The main findings of my research show, that microfinance has a minimum impact on the clients. This
is due to a number of reasons including the commercialization of the services by many MFIs, which
turned to seek profit instead of act in the best interest of their clients. Many clients also lack the
knowledge needed to grasp the concept of debt, which in combination with irresponsible lending
causes over-indebtedness. Furthermore, regulation and transparency of the lenders should be increased, consumption lending reduced and economies of scale should be utilized. Many crises that
led to clients ending up worse off than before claiming microfinance services occurred due to lack of
communication, monitoring and business growth control. Finally, another key to increasing the impact microfinancing has on the clients could lie in re-thinking the target clients the industry chooses
to invest in.
The future of microfinance sees possible diversification away from loans and more extensive provision of other services such as saving accounts, loans for education and health, micro insurances,
and so on. The insurances at the moment lack in size and don’t cover natural disasters, for example.
Additionally, the implementation of mobile phone payment services is something that might be further developed and spread in the future. This is important, because poor regions of the world lack
transportation possibilities and being able to pay without needing to travel to the next MFI, which
may be far away or impossible to reach, is useful. Finally, microfinance will work toward creating and
supporting more businesses every day and toward increasing the speed and effectiveness of worldwide poverty reduction.
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1

Introduction

I would like to start with no less but the interview of the 2006 Nobel Peace Prize laureate Muhammad
Yunus on December 12, 2006. Yunus is the founder of the Grameen Bank in Bangladesh and pioneer of the modern microcredit and microfinance as we know it today. In this interview he shared his
thoughts and his vision about microfinance.
“In our conceptual framework we created something called business, which is the center of the capitalist world” he said (Nobel Prize website, 2014) and explained that everybody focused, however,
on making money. “Why do people always have to make some nice profit?” he asks. “Human beings
are much bigger than just making money”. There should be other options where one can invest their
money in, like a social business that does good deeds, he continues. “I enjoy it, I get excited about
reaching out to people, touching people’s lives”.
Furthermore Yunus explains how he had the vision to run a business, which is, unlike charity, selfsustaining. “I want to solve the water problem, I want to solve the disease problem, I want to solve
the medicine problem, I want to solve the housing problem – of the poor!” he cries out emotionally.
“[…] otherwise nobody will come to them. I want to come to them and help them as a business
entity”.
Yunus continues explaining that the idea of social business works and that children are getting educated and more and more poor people are getting out of poverty every day. “I want to see a world
someday, [in which] the only place we will see poverty is in the museums – poverty museums”, he
said. “That’s where we will go, [that’s where] our children will go, [and that’s where] our grandchildren
will go – and see poverty only there […] it will be gone, it will be eliminated”.
The creation of the modern microcredit and the vision of eliminating poverty someday inspired a lot
of people. It didn’t take long before microcredit expanded into insurances, saving accounts and other
financial services, which naturally led to the new definition of microfinance.
Through my research I learned that microfinance has mostly been taken advantage of women living
in developing countries like India, countries in South Africa and South America, etc. Some of the
reasons why women were chosen to be banked are, that they are better and more responsible at
repaying the debt, that they show better understanding of finance and trading, and that the majority
of the poorest people in the world are women,.
Microfinance Institutions (MFIs) throughout the world lend small-scale loans, insurances and other
financial services to help the poor. Loans are used to boost small businesses or they are used for
non-business necessities like financing a wedding or a house, for example. Most of the MFIs don't
1
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intend on turning a profit, and unlike the traditional banks, they provide financial services to people
who would normally not get any under normal circumstances.
Microfinance clients are usually people who are a little bit better off than the average poor person,
and they just need small help in order to boost their small business. To help guarantee repayment,
MFIs practice group lending and bind their services to social pressure in the community of the service, for example.
Microfinance helped out a lot of people in the world, but there are also some negative sides to microfinancing. Some of the negative sides include problems with high interest rates (especially in high
inflation countries) and high costs involved with these services. Through that and other problems,
microfinance has caught the attention of a lot of critics as well.
The main purpose of this paper is to find out whether microfinancing is helpful to the clients who
claim it or if it’s deceiving and causing more problems to them in the end. To do this, I start by defining
microfinance i.e. showing some general statistics and what the purpose of microfinance is, how it
evolved over time and the concept of risk and interest rates. Furthermore, I introduce the microfinance industry and give a few examples of how the impact of microfinance can be measured. Finally, I portray some clients’ success stories and crises of the microfinance industry, as well as share
the views and thoughts of some proponents and critics on the clients’ exposure to the microfinance
industry. To conclude, I critically discuss my findings on the question mentioned above.
This paper includes primary research in form of interviews from people working in the microfinance
intermediaries "BlueOrchard" and “responsAbility” in Switzerland, as well as secondary research
using literature, internet, newspaper articles and TV contributions.
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2

Definition & Concept

In this section of the paper I show general statistics about the poor and the worldwide access to
financial services. Furthermore, I portray the purpose of microfinance, show how microfinance
evolved over time and share some facts about risk and the interest rates.
2.1.1

Less than Two Dollars a Day

To start off, I would like to define who the “clients” that this paper is going to be referring to are.
According to the Bill & Malinda Gates Foundation study (CGAP website, 2014a) there are 2.6 billion
people in the world that live on less than two dollars a day. This is a striking amount of people that
have to survive on so little each day.
Segmentation of this group of people reveals that 610 million are small-holder farmers, 370 million
casual labourers, 300 million low wage salaried workers, around 180 million micro entrepreneurs,
etc., and that young people make up 30% (or 800 million) out of the 2.6 billion.
Why are there so many poor people in the world? What can we do in order to provide them with a
better future for themselves and their children? These and more questions occupy the minds of those
who are trying to figure out how to reduce poverty in the world. In the next subsection of the paper,
I would like to show you one of the reasons behind the worldwide poverty.
2.1.2

Financial Inclusion

The lack of access to financial services is directly linked to poverty, so based on the numbers above
it is no surprise that there are also around 2.5 billion people who don’t have an official account at a
financial institution (Demirgüç-Kunt and Klapper, 2012).
The process of achieving better access to financial services in the world is referred to as financial
inclusion. Financial inclusion involves access to appropriate financial services for households and
businesses, which “must be provided responsibly and sustainably, in a well regulated environment”
(CGAP website, 2014b) and can also consist of practices like income generating, asset building, risk
management etc. On the following page is an overview of the current worldwide access to financial
services.

3
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Figure 1: Current Worldwide Access to Financial Services

Source: Demirgüç-Kunt and Klapper, 2012
As can be seen in Figure 1, only 0-15% of the adults in many parts of Africa and in some parts of
Asia and 16-50% of the adults in many other countries in the world have access to an account at a
formal financial institution.
People without access to financial services have to use “cash, physical assets (such as jewellery
and livestock), or informal providers (such as money lenders and payment couriers) to meet their
financial needs” (Gates Foundation website, 2014). Unfortunately, the informal financing ways of the
poor can only get one so far. “However widely used, informal saving mechanisms have serious limitations. It is not possible, for example, to cut a leg off a goat when the family suddenly needs a small
amount of cash” (Kiva website, 2005-2014). This and many other flaws like fraud or mismanagement
come with informal financing.
Demirgüç-Kunt, Beck and Honohan (2008:12) explain, that merely improving the quality and efficiency of financial services without increasing the access to those services doesn’t suffice. “It would
leave large segments of the population and their talents and innovative capacity untapped”, they
say. But why is there a lack of access to financial services in poor regions of the world?
The poor people’s lack of education and understanding of the financial services’ concept, as well as
their lack of social networking with people who do grasp the concept are some of the reasons mentioned by Demirgüç-Kunt, Beck and Honohan. Furthermore, they say that means of transportation
to a bank, which in the developed world is a normality, is not necessarily the case in the poor regions
of the world. Transportation can create problems due to various reasons, one of which could be even
a simple thing such as the lack of roads.
4
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So, to summarize, there are 2.6 billion poor people in the world. One of the ways to help reduce
poverty is to provide access to appropriate financial services. How do we plan on providing the poor
people with access and how will it work? To answer this question, I would like to introduce you to
microfinance.
2.1.3

Meet Microfinance

Looking at the numbers portrayed in the previous subsections, one can see that there is great need
for financial services for around one third of the world population. This led to the evolution and the
development of the modern microfinance.
2.1.3.1 The Purpose of Microfinance
Achieving better access to financial services in the world is the purpose of microfinance. To do this,
small-scale loans and other financial services are provided to the poor (Reserve Bank of Fiji, 2009).
These loans are made available by the microfinance institutions (MFIs) throughout the world, which
can take form of different kinds of banks, coops, informal groups, or pawn shops, etc.
The expansion from loans to other services, such as saving accounts, insurances, transfers or help
with the marketing output of clients2 (Armendáriz and Morduch, 2010:15) made the definition of microcredit shift into microfinance. The main focus and the biggest part of the microfinance business
remains, however, the lending of loans. It is important to note that not everybody uses loans for
business purposes (Demirgüç-Kunt, Beck and Honohan, 2008:13). They would also very often be
used to finance things such as weddings, the buying of a house, medical care, or other consumption
non-business necessities.
One may ask oneself: What is the reason for having a dedicated financial institution for small-scale
financial services instead of having traditional banks provide them? Traditional banks usually don’t
involve themselves in the microfinance business, because lending small loans is expensive and
therefore not as profitable as lending on a bigger scale (Kiva website, 2005-2014). Lending on a
bigger scale involving thousands of dollars in a single transaction simply allows the banks to earn a
lot more for the same time and resources they would have to spend dealing with smaller amounts.
Microfinancing in poor countries involves a lot more transactions and this raises the costs.
Poverty might not be totally eliminated someday, like envisioned by Yunus (Nobel Prize website,
2014), but the purpose of microfinance is definitely to reduce it by providing appropriate access to

2

Pioneered by BRAC, a non-governmental organisation (NGO) in Bangladesh (Armendáriz and Morduch, 2010:15).

5

Branko Jankovic, Microfinance, 2014

financial services in the poor regions of the world. Carola Hug (2014), Research Analyst at responsAbility, a microfinance intermediary3 in Switzerland, told me that “microfinance is not only about
eliminating poverty – at least not in a direct sense”, she said. “It does develop the financial sector of
a country, which could eventually reduce poverty”.
The idea and the concept of the modern microfinance as we know it today may have been revolutionized and developed only recently, but its origin dates back quite some time ago.
2.1.3.2 Evolution of Microfinance
Microcredit has started many centuries ago. It is said that as far back as 1462, a monk from Italy
opened a charity pawn shop to fight usury (Reserve Bank of Fiji, 2009). Not long after, Pope Leon X
has allowed the owners of such pawn shops to cover their operating expenses by charging interests.
In the 1700’s in Ireland, the so called Irish Loan Fund System, which gave poor farmers small loans
without collateral, was initiated.
Microcredit began making appearances around the world more often, with Raiffeisen in Germany,
other countries in Europe and North America, to developing countries like Indonesia (Reserve Bank
of Fiji, 2009). At the beginning of 1900’s, the new banks for rural financing in Latin America owned
by the government became corrupt or were insufficient. Up until the 1970’s state-owned institutions
that gave loans for agriculture mostly proved unsuccessful.
Since 1970, Grameen Bank, founded by Muhammad Yunus in Bangladesh, ACCION International
in Latin America, and Self-Employed Women’s Association (SEWA) in India pioneered microcredit
(Reserve Bank of Fiji, 2009). In the 1990’s services expanded and from microcredit became microfinance. Altogether up to 12,000 MFIs were established with over 150 million clients.
Today, the number of clients is estimated at around 200 million and the microcredit industry is valued
at around $70 billion (CGAP website, 2014b). On the following page I would like to show the recent
microfinance client growth in detail.

3

Microfinance Industry and Intermediaries will be explained in detail in the next section of the paper.
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2.1.3.3 Microfinance Client Growth
In Figure 2 we can see, that the total number of microfinance clients rose from 13 million in 1997 to
205 million in 2010 (Microcredit Summit Campaign Report, 2014). The total number of poorest clients
followed closely behind, although the gap between the total clients and the total poorest clients widened since 1997.
Figure 2: Client Growth from 1997 to 2012 (31.12)

Source: Microcredit Summit Campaign Report, 2014
One may think that by looking at this growth the MFIs simply found and recruited new poorest clients
and thus grew their overall client base (Microcredit Summit Campaign Report, 2014). The real reason
looks a little bit different. According to the aforementioned 2014 report, not all MFIs estimated the
total number of existing poorest clients since the beginning correctly. Only later, when the MFIs
began using poverty measurement tools such as Progress out of Poverty Index (PPI) or USAID4
Poverty Assessment Tool (PAT), for example, did their estimates improve. With such tools it was
revealed that the MFIs did not reach as many poorest clients as they previously estimated. The MFIs

4

United States Agency for International Development
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were able to use the tools to “adapt their products and services to better meet the needs of those
living in extreme poverty” and this is what enabled them to extend their reach to poorest client base.
I show two poverty measurement tools in detail in section four of the paper as examples of how they
can be used to measure the impact microfinance services have on the clients. As you have seen, in
order to provide access to financial services to the poor one must first figure out who the poorest of
the poor are. The goal is to target the poorest of the clients, because they are the most in need of
such services. Problems involved with this goal will be referred to throughout the paper and especially in the clients section, but for now I would like to give you a small preview of what the costs
involved in providing financial services are based on in the next two subsections.
2.1.4

Risk

Armendáriz and Morduch (2010:5) explain that poor companies with a small capital can achieve a
higher return on investment (ROI) than rich companies with a lot of capital based on the principal of
diminishing marginal returns. In other words, poor companies’ next unit of capital has a higher ROI
than rich companies’ next unit of capital and because of this, poor companies should be able to pay
higher interest rates to the banks and every bank in the world should be interested in investing in
them. This is not the case, Armendáriz and Morduch explain. The problem is poor companies have
a lot higher probability of default than rich companies like Apple in America or Nestlé in Switzerland,
which is of course a big setback for the traditional banks. This is where the microfinance industry
comes into play, which I present in section three of the paper.
Banks can’t simply charge higher interest rates to riskier clients and lower interest rates to less risky
clients, however, because they do not always have the information about who is who (Armendáriz
and Morduch, 2010:8). Raising the overall average interest rates is also not the solution, because of
the adverse selection problematic, where less risky customers would leave and the riskier ones
would stay. In the following subsection I would like to introduce the microfinance interest rates.
2.1.5

Interest Rates

Small-scale loans for clients in the microfinance business have interest rates reaching around 36%
per loan. This is very high when compared to the usual interest rates offered by the traditional banks
in the world. To see how these loans are constructed and what costs are involved, one must take
them apart.
A loan consists of three parts (Kiva website, 2005-2014). One part is the interest cost of the money
itself, for example 10% and another is the premium for the probability of default, for example an
additional 1%. This amounts to 11%. The last part consists of transaction costs. If these are, for
8

Branko Jankovic, Microfinance, 2014

example $25, then they make 5% of a $500 loan. If the loan is much smaller, however, and the
transaction costs remain the same, the impact is much bigger. Thus on a $100 loan, the same $25
transaction cost already makes up 25%. Add the 11% on top of that and you end up with the 36%
interest rate.
According to the Swiss TV program Eco (26 August 2013), 10% of all adults in Kirgizstan make use
of the microcredit even though the interest rates are very high. A gas station owner shown in the TV
program pays 31% interest rates, for example. Kirgizstan can have an inflation rate between 6-25%
which can then cause an interest rate in this country to be anything between moderate (6% more
due to inflation) to very high (25% more due to inflation). Furthermore, Kirgizstan has high currency
risk. Informal loans are otherwise given with a 100% rate, but because of the MFIs, 31% is made
possible. The owner of the gas station seems to still be doing quite well (owns a car, for instance)
considering the interest and inflation rates of this country. This further proves microfinance business
to be working.
So what is the general rule? What interest rates should the MFIs ask, really? MacFarquhar (2010)
wrote in The New York Times article that according to Yunus the rates shouldn’t be more than 1015% above the cost of raising the money. This, however, would mean that 75%5 of all the MFIs are
asking too much, so it is not that simple. The size of an MFI and the region in which it is situated
plays a big role when considering operating costs. Larger MFIs in more populated regions have
lower costs due to the economies of scale.
To conclude this section of the paper, I would like to point out what we know so far. One third of the
world population is poor and in need of access to financial services. Microfinance, with the help of
poverty measurement tools, is the envisioned solution for this problem – the poorest of the world can
be defined and appropriate financial services offered. The interest rates are very high in order to
make this work for the ones providing such services as well. In the next section of the paper, I would
like to introduce you to the microfinance industry and everyone who is behind making microfinance
work.

5
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3

The Microfinance Industry

The industry of microfinance is composed of public, private and institutional investors, Microfinance
Investment Vehicles (MIVs) (also called Microfinance Investment Intermediaries (MIIs)), Microfinance Institutions (MFIs), and of course the Micro, Small and Medium Enterprises (MSMEs) or
simply clients/borrowers6. Investments in the microfinance business are also referred to as Socially
Responsible Investments (SRIs).
Investors give capital to Microfinance Investment Vehicles (MIV), like responsAbility (RA) or BlueOrchard (BO) in Switzerland, and get a return in form of dividends or coupon payments for their investment (Meyer’s dissertation, 2013). The MIVs lend the received capital to MFIs in form of fixed-income
or equity and get interests and dividends in return. The MFIs use this capital to finance the clients
(or “micro-customers”).
Figure 3: Overview of Microfinance Investment Market

Source: Meyer’s dissertation, 2013
Based on Figure 3, one can see that MFIs also draw funds from governments and Development
Financial Institutions (DFIs). These funds are limited and do not suffice, which is why funds from
markets via MIVs are necessary (Meyer’s dissertation, 2013). Furthermore, MFIs make use of the

6

Microcredit loans make up the biggest part of the microfinance business, therefore clients that borrow loans are very often simply referred
to as the “borrowers”.
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information providers such as Consultative Group to Assist the Poor (CGAP), Symbiotics, Microfinance Information Exchange (MIX) and traditional rating agencies like Fitch.
According to Meyer’s (2013) dissertation, funding for the MFIs through MIVs usually involves extensive solvency and profitability checking (due diligence)7. To lend money to the clients, MFIs use
various methods such as group lending (where the whole group is responsible for the repayment),
village banking (an even larger group) or individual lending. Worldwide average repayment rates are
usually at around 95%, which is very high and compared to the standard banking statistics. “Organizing borrowers into groups who pledge joint liability for each other’s loans (also known as ‘social
collateral’) has been the chief mechanism to ensure repayment on unsecured loans to the poor”
(Collins et al., 2009:25).
From my interview with Remo Oswald (18 July 2014), Director of Business Development in BlueOrchard, I learned that the client repayment rate of audited MFIs is higher than 95%. According to
Oswald, “audited, controlled [and] properly reported type of MFIs” have a client repayment rate of
97%. The reason for the better repayment rate lies in the way the data is gathered. MFIs that are
corrupt and not a part of intermediaries like BlueOrchard, push the worldwide average repayment
rate down.
The MFIs build up 3% reserve for potential loss involving defaulting clients according to Remo Oswald (interview, 18 July 2014). This is sufficient enough for the MFIs to cover potential wright-offs or
repayment delays. If a client has problems to repay the debt, the MFI can easily cover it and solve
the issue over time. According to Oswald, MFIs don’t just lend loans – their job is to help and support
their clients by including them into the financial system. “They support them, educate them, and a
few even provide health care for them”, so that they can do their jobs. This is also the reason why
the default rate is so low and the industry is experiencing a growth of up to 20% globally, he explains.
So as you can see, the microfinance industry has quite a few players in it. I talk about the microfinance clients in a separate section of the paper in detail, but for now I would like to start with the
microfinance investors and continue on with the MIVs and the MFIs.

3.1 Microfinance Investors
Microfinance is a social business. Socially responsible investments (SRIs) have a two-fold return
structure achieving not only financial but also social return (Meyer’s dissertation, 2013). It is known

7
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that traditional portfolios consist of a balance between liquidity, risk, and return. Microfinance investors’ portfolios, however, have the social return factor taken into consideration as well.
SRIs fall under the category of alternative asset classes, but are a bit more complicated than the
traditional alternative investments such as natural resources, real estate investments, hedge funds,
etc. (Meyer’s dissertation, 2013). Investing in alternative asset classes allows for diversification
within an investment portfolio. Furthermore, SRIs can be exposed to currency and country risk and
usually lacked regulation and transparency in the past, Meyer explains. With the financial crisis of
2008, however, the regulation demand has increased, but still hasn’t quite reached the same level
as the traditional investments have.
According to my interview with Remo Oswald (18 July 2014), the investors are currently having a
harder time with financial performance. “The new Investors are tapping into the Space of Impact
Investing”, he said. They expect from BlueOrchard to work like “every other asset manager and are
asking for full transparency and a detailed DD-Process8”, while also requesting a minimum yield on
their investment, he explained. Oswald then gave an example of when BlueOrchard started 10 years
ago. The expected spread over LIBOR9 that BlueOrchard paid back to the investor was 100-200
basis points10 and today the investors are asking for 400 or more basis points. The social return is
still here, he says, but it’s just used an additional argument, while the risk-adjusted return remains
the priority.
3.1.1

Investor Types

As mentioned, there are private, institutional and public investors. Private investors consist of private
individuals (also called retail investors) and private institutions (Meyer’s dissertation, 2013). “For private investors, the incentive is the return on investment, whether financial, social, or both” (The Microfinance Gateway, 2014a). Private investors provide financial investments via equity, debt, guarantees and “are typically directed to refinancing and strengthening the capacity of loan portfolios,
improving market infrastructure, and refining the regulatory environment”.
According to Goodman (2006:23), Dexia-Microcredit Fund in Luxembourg in 1998 (managed by
BlueOrchard) marked the true start for private investors interested in investing in the microfinance
business. They were able to get their return on investment, while at the same time their investments
provided social return. After that many more funds opened such as the Dutch ASN-Novib in 2000,

8

Due Diligence process

9

London Interbank Offered Rate

10

100 basis points equal to 1%.
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Investisseur et Partenaire pour le Développement in Mauritius in 2002, the Dutch Triodos Fair Share
Fund in 2002, responsAbility Global Microfinance Fund in 2003 promoted by Credit Suisse in Switzerland, Microvest in USA in 2003, Impulse in Belgium around 2006 by Incofin, and so on (Goodman,
2006:23).
Institutional investors can consist of mutual and investment funds, pension funds, insurance companies, etc. and they play a big role in microfinance investment funds (MFIF), Goodman (2006:24)
explains. Some examples of institutional investors include the Calvert Social Investment Fund investing mainly in the USA (but also in microfinance for developing countries) and AXA World Funds
Development Debt-investing in emerging market economies (EMEs) (Goodman, 2006:24).
Public investors, on the other hand, have other priorities than return on investment. They mainly
have “a development agenda, with poverty reduction, improved economic conditions, and social
welfare among their main priorities” (The Microfinance Gateway, 2014a). Public investors provide
financial investments via grants, for example, and they even provide things like technical assistance.
Funding was mainly provided by public investors ten years ago, Lützenkirchen and Weistroffer
(2012) explain via the Deutsche Bank (DB) research. After that, private investors became very important in the microfinancing business, followed by the institutional investors, as well as foundations,
development agencies and NGOs, Lützenkirchen and Weistroffer explain. “In 2010, foreign investors
had directly invested in MFIs an amount of USD 13bn, 82% in the form of debt-financing and 18%
in the form of equity”.
Furthermore, Lützenkirchen and Weistroffer (2012) mention that institutional investors invest mainly
through DFIs and private investors through MIVs and that debt and equity financing through MIVs
grew really fast up to 2007 and slowed down since. This can be seen in Figure 4 on the following
page.
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Figure 4: MIV Growth

Source: Symbiotics MIV Survey Report, 2011
Furthermore, to demonstrate how high the value of some MFIs is estimated by the investors, I would
like to take Compartamos, an MFI in Mexico, as an example. This MFI started off as a very small
non-profit organisation, said MacFarquhar (2010) in The New York Times article. It then generated
up to $458 million from the Initial Public Offering (IPO) in 2007, transforming it from a private to a
public company. This is how much a single MFI can grow in value in the microfinance business –
reaching almost half a billion dollars!

3.2 Microfinance Investment Vehicles
“Switzerland is one of the birth places of commercial investments in microfinance. This is mainly due
to the blend of international institutions and private banks hosted by the country” (Symbiotics report,
2011). There are quite a few intermediaries in the world that are active in the microfinance business.
These include the Grameen Foundation, Kiva, Bill & Malinda Gates Foundation, Oikocredit, Microvest, Citigroup, USAID, BlueOrchard and responsAbility.
In this subsection of the paper I chose to portray the two MIVs in Switzerland, BlueOrchard and
responsAbility, which I also happened to have interviewed.
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3.2.1

BlueOrchard

BlueOrchard (BO) was founded in 2001 and since then provided USD 2 billion loans to around 260
MFIs, which served up to 30 million clients in 50 different countries (BlueOrchard website, 2014a).
BO has a broad base of investors (Remo Oswald interview, 18 July 2014). These include pension
funds in Switzerland and outside of Switzerland (like France and Northern EU), small banks, independent asset managers, and even philanthropy-type investors that were part of the BlueOrchard’s
investor-pool since the beginning. The return on investment since inception is 4.3% at the moment
(depending on when the investor joined) for institutional investors. Private investors pay higher fees
because they have a smaller investment size and higher liquidity. The difference between the two
investor types is the higher fee.
BO has 27 investment officers in four of- Figure 5: Activities Financed by BlueOrchard’s MFIs
fices with one in each continent (Remo
Oswald interview, 18 July 2014). They
are the ones who have contact with the
MFIs and report back to BO. These investment officers can also practice the
so called “look-through”, which means
they can contact an MFI and ask for
Loan Files (documents) of one of the
MFI’s clients for a review.
60% of the BO’s MFIs’ clients are
women and almost half of the MFIs’ clients live in rural areas. The most financed activity is trade, followed by agriculture as can be seen in Figure 5.

Source: BO’s Social Performance Report, 2013
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Figure 6: BlueOrchard's Distribution of Funds in the World

BO provides funds to MFIs
in Asia, Eastern Europe,
the Middle East, Africa and
Latin America with the total
of 126,277 employees according to their Social Performance Report (2013).
As can be seen in Figure 6,
most of the BlueOrchard’s
funds go to the South Americas with 26%, while countries in the Caucasus region
and Central Asia follow with
17% and 14% respectively.

Source: BO’s Social Performance Report, 2013
3.2.2

ResponsAbility

ResponsAbility (RA) was founded in 2003. According to their report (2014), which highlights the end
of 2013 and thus the company’s 10-year anniversary, the following facts stand. The intermediary has
140 employees, USD 1.9 billion managed assets, branches in Zurich (their headquarters), Paris,
Mumbai, Lima and Nairobi. Furthermore, it financed 460 companies and is involved in 84 countries
for investments. The top countries of investment include Peru (10.1% of total), Azerbaijan (6.7%),
Cambodia (6.2%), Ecuador (5.5%), Armenia (5.0%), Georgia (4.9%), India (4.9%), Russia (3.6%)
etc. The sectors of investment are Finance, Agriculture, Energy, Health, and Education. 30% of
shares are held by the company’s employees and 70% by many different companies including Baumann & Cie., Swiss Re Foundation, Raiffeisen Switzerland, and Vontobel Beteiligungen. RA’s founding partner is Credit Suisse. The supervision is done by the Swiss Financial Market Supervisory
Authority (FINMA), and the auditing by PwC.
RA’s returns on investments generally are stable and positive based on their report (2014). The
fixed-income investments to MFIs have a return between 3-5% and equity investments show a return
of 4.5% after the reduction of costs. RA invests in carefully chosen companies that serve not only
low-income households, but also micro, small and medium enterprises (MSMEs).
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Table 1: Impact of Companies Financed Directly by ResponsAbility (Estimate per 31 December)

Source: responsAbility, report 2014
As can be seen in Table 1, by the end of 2013, 266 companies were directly financed by RA11.
Through their work, these companies produced an income of USD 9,148 million and used that to
pay USD 341 million in taxes and the wages of 174,600 employees (42% of which were women). All
the points mentioned experienced an increase from the year 2012.
From my interview with Carola Hug (22 July 2014), Research Analyst at responsAbility, I learned
that retail investors12 make up 65% of the total investments in RA. The rest comes from institutional
investors like pension funds, family offices etc.
When looking for new MFIs to invest in, RA uses the so called “eligibility criteria” (Carola Hug interview, 22 July 2014). These 9 criteria points include amongst others the sustainability of the MFI’s
business model, adequate management and owner compensation as well as fair client treatment.
These basic criteria decide if the MFI is going to be included or excluded from financing. If the MFI
fulfils the criteria, further points like riskiness of the investment, repayment possibilities, etc. are
looked into.
The MFIs chosen already exist and are not built from scratch. In some cases, RA invests in Greenfield projects13, but this is rather an exception (Carola Hug interview, 22 July 2014). “The problem is
not that there aren’t enough MFIs out there”, she said, but rather that they are not very well financed
or structured. RA has offices in many places like Peru, Nairobi, Mumbai, Zurich and Paris and from
there they cover all the regions in the world where the MFIs are situated. RA is already 11 years in

11

The total of indirect and direct companies financed by RA amount to the aforementioned 460 companies in total.

12

Retail investors are individual investors with smaller investing amounts compared to institutional investors.

13

MFIs in the very early stages of development.
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the market and gets contacted by the MFIs, so it’s not only RA seeking contact. They also have
investment officers in many countries just like BlueOrchard.

3.3 Microfinance Institutions
A pioneer example of an MFI is the Grameen Bank. In The New York Times, Muhammad Yunus
(2011) described in short the bank’s business model in the following way:

Grameen Bank, where I am managing director, has 2,500 branches in Bangladesh. It lends
out more than $100 million a month, from loans of less than $10 for beggars in our “Struggling
Members” program, to micro-enterprise loans of about $1,000. Most branches are financially
self-reliant, dependent only on deposits from ordinary Bangladeshis. When borrowers join
the bank, they open a savings account. All borrowers have savings accounts at the bank,
many with balances larger than their loans. And every year, the bank’s profits are returned
to the borrowers – 97 percent of them poor women – in the form of dividends (Yunus, 2011).

The self-sustainable nature of the bank and the flow of the bank’s profits back to their clients in form
of dividends make this enterprise a good example of how the microfinance business can and should
be practiced.
3.3.1

Profit and Non-Profit

Remo Oswald (18 July 2014) told me in my interview that an MFI’s choice to be profit or non-profit
depends on how it develops. Both help the poor but the profit-oriented MFIs are mostly more commercialized. What I found really interesting, was when Remo told me that the commercial MFIs potentially operate a bit more efficiently, because they may have more pressure than the NGOs. This
means there are positive and negative sides to both types of MFIs.
According to Deutsche Bank research by Lützenkirchen and Weistroffer (2012), profit-orientated
MFIs do not necessarily end up earning more profit than non-profit MFIs. Some of the reasons for
this are that profit organisations tend to try and reduce their “dependency on donations” and subsidies and that they try to achieve self-sustainable growth. Lützenkirchen and Weistroffer (2012) state,
however, that donations and subsidies are going to stay important for the beginning phases of the
MFIs. Furthermore, MFIs focusing on “lower end” microfinance clients, who are more expensive to
serve, depend more on financial aid. New MFIs are usually profit-orientated upon entering the market
and wealthier borrowers are their main targets. Wealthier borrowers are used for “cross-subsidisation of poorer borrowers”, however, with new MFIs taking the wealthier clients, non-profit MFIs lose
this ability and become “more vulnerable to shocks”, Lützenkirchen and Weistroffer explain.
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Wealthier borrowers are more risky clients and economic cycles play a bigger role when repaying
them, thus MFIs with wealthier clients as their main focus become “more exposed to general macroeconomic conditions” (Lützenkirchen and Weistroffer, 2012). Before the financial crisis in 2008,
wealthier clients were more profitable and after the crises they became a lot less profitable, while
margins from poorer clients remained the same or even improved. The MFIs focusing on wealthier
clients suffered the most from the crisis.
3.3.2

MFIs and Clients Worldwide

There are a lot of MFIs spread across the globe serving an ever-growing number of clients. Most of
the MFIs are obviously situated in the developing countries, and most of the clients are women. The
following table shows an overview of the number of MFIs and clients by region.
Table 2: MFIs by Region Statistics for 31.12.2012

Source: Microcredit Summit Campaign Report, 2014
As can be seen in Table 2, per end of 2012 there were around 203 million clients in total, most of
which were women (150 million). Furthermore, more than half of the total clients as well as two thirds
of all women were extremely poor (poorest clients).
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3.3.3

MFI Examples in India

To offer a better look at the concept of MFIs, I would like to present what I found on Cash TV (01
April 2012), featuring Klaus Tischhauser, Co-Founder & CEO of responsAbility. Which MFIs an intermediary chooses to invest in depends on a lot of factors. Tischhauser travelled to India in order
to take a look at some of the MFIs RA might be interested to invest in. Tischhauser and RA want to
improve the lives of the poor and at the same time offer a worthwhile return on investment for their
investors.
According to the Cash TV program (01 April 2012), India’s poverty is at the point where 40% of all
people earn less than one to two dollars per day. India has the most microfinance clients in the world.
It’s not all about financial needs, but also other needs such as food, energy, health and education.
Tischhauser wants to satisfy these needs of the people and yet at the same time try and see that a
sustainable business is made out of it – a business that will survive on its own for the future to come.
The following examples were covered in the program.
3.3.3.1 Telemedicine
Telemedicine is when patients can call when they experience problems that may need medical treatment. Because India is a big country and not everybody lives in dense populated areas, telemedicine
services make sense. When a patient calls, the person on the other end can determine what the
issue is. If it’s more complicated, a doctor can be consulted or the patient is directed to the closest
appropriate doctor in the area of the patient. Web cameras can be used to allow the two parties to
not just hear, but also see each other.
Tischhauser is interested in the company behind making the software and the hardware, which is
being used for telemedicine. Before he can invest in this MFI, it has to be looked at more closely,
because the next step would be to investigate the company further, which is associated with the
following costs. The moment Tischhauser and RA decide that an MFI is generally worth investing in,
they have to travel to the country where the MFI is situated and look at it in detail, talk to and visit all
kinds of people and analyse the whole business case. There are many possibilities of why a company may not be optimal to invest in or why a company my not succeed, Tischhauser explains.
3.3.3.2 Organic Food
“The Organic Store” supermarket chain in India already has 80 branches throughout the country and
300 million middle class consumers can afford the more expensive organic food according to
Tischhauser. Many foods contain pesticides and other chemicals, rendering the food unhealthy.
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Tischhauser thinks that, because people in India think highly of purity, organic food business might
prove to attract a lot of demand.
In the second section of the paper I explained that there are a lot of small-holder farmers among the
poor of the world. In India, there was a case with these small-holder farmer suicides. They didn’t
have enough money for pesticides and fertilizers, so they borrowed from MFIs. Later on they couldn’t
repay the loans and their business wasn’t sustainable and so they took their lives. This suddenly
became an issue, unsurprisingly right before the elections took place, and the MFIs were blamed for
it. This MFI employs ten thousand such farmers, who also earn a lot more than the conventional
farmers do. The founder of this chain had the goal of not just turning a profit, but also of helping fight
poverty and improving the small-holder farmers’ financial situation.
3.3.3.3 Information Service
The biggest tomato market close to Bangalore sells 20 million tomatoes during the season. A company that also wants to improve the lives of the farmers has created an information system, in which
they send tomato prices directly to the farmers who produce the tomatoes. The farmers then know
exactly what the tomatoes are selling for on the market by getting this information via SMS on their
mobile phones. Furthermore, the company sends them weather forecasts. The clients (farmers) pay
around 30 dollars for this service per year and it pays off. One of the farmers on the program said:
“I have been planting tomatoes for one and a half years and earned almost 2000 dollars more, because of this information service”.
3.3.3.4 Report Center
Poverty is the worst in the rural areas of India and this is where RA wants to invest. Mostly young
woman work in this report center presented in the program. What they do is write up reports that
they get per post or electronically from international companies. Creating jobs in the rural areas of
India definitely helps fight poverty where it’s most needed, especially when employing young woman.
The reason for this is, because “young women in India have the option of either finding a decently
paid job or otherwise having to marry”, said Tischhauser. Providing the women with the option of
working allows them to have a youth that doesn’t get interrupted by forced marriage.
3.3.4

Individual Lending vs Group Lending

As discussed in an earlier section of the paper, there are individual and group lending variants in the
microfinance business. According to the Deutsche Bank research by Lützenkirchen and Weistroffer
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(2012), “individual lending allows MFIs to potentially reach more clients, since contracts can be tailored to specific client needs”. Individual lending also gives MFIs the possibility to offer consumer
loans, which are more risky but also more profitable, they explain.
Group lending is based on peer pressure and can improve repayment incentives of the clients
(Demirgüç-Kunt, Beck and Honohan, 2008:12). Over time, as confidence in the clients grows, the
loan sizes increase. The loan sizes and repayment schedules are otherwise often stricter for groups
according to Lützenkirchen and Weistroffer (2012). Furthermore, “larger investments or investments
with unsteady return, such as in agriculture, as well as irregular loans for consumption smoothing,
housing or emergencies are usually not compatible with group lending”.
The groups can vary from a size of only three to five people, to a size of ten or more (Armendáriz
and Morduch, 2010:98). The latter refers to the so called village banking. According to Armendáriz
and Morduch (2010:97), around 40 people from a village in Bangladesh, accompanied by a “loan
officer” from an MFI, meet for about half an hour once a week. The procedure can look something
like this: “The large group of villagers is subdivided into eight five-person groups, each with its own
chairperson, and the eight chairs, in turn, hand over their group’s passbooks to the chairperson of
the center, who then passes the books to the loan officer”. So it’s the MFI in this case that comes to
their clients and not the other way around. The loan officer checks the transactions and other financial information of the villagers. Some of the group members might be needing a new loan contract
and some of them might just be needing advice, for example.
As you can see, group lending is very transparent, because everybody meets together to address
individual needs. Everybody knows the financial situation of their peers and in case one may experience difficulties, the whole group helps out. “[…] all in the group face consequences if any member
runs out into serious repayment difficulties”, Armendáriz and Morduch explain (2010:98). This is also
referred to as the classic Grameen Bank model. However, in the Grameen Bank model the groups
only consist of five people.
The benefits of group lending as opposed to individual lending are, that the loan officer needs to
spend less time in general when attending a group of people instead of only one individual (Armendáriz and Morduch, 2010:98). This lowers the transaction costs substantially. With individual
lending, the loan officer is responsible of making sure the borrowers repay their debt, which in turns
enables the loan officer to have a closer relationship with the clients as opposed to group lending
(Lützenkirchen and Weistroffer, 2012).
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3.3.4.1 Adverse selection and Moral Hazard
Further benefits of group lending include less negative impact of adverse selection and moral hazard
on the lender. Adverse selection refers to when a lender doesn’t know the real risk that is involved
in lending to a particular client, because of the lack of exact information on that client. This leads to
not knowing for sure if, and in how high a magnitude a client is going to default. Raising the overall
average interest rates to cover that lack of information doesn’t solve the problem, because higher
credit costs lead to loss of clients, particularly the “good clients”, i.e. the ones with less probability of
default.
Armendáriz and Morduch (2010:101) explain, that the negative impact of adverse selection is smaller
with group lending, because the members of the group have information on their peers. They know,
for instance, if a member might be having some additional financial problems that the MFI would not
have found out on their own. Of course, this can cut both ways. It could happen that the group
decides together to hide particular information of a member and look after one another.
Armendáriz and Morduch (2010:102) further explain, that this problem can be solved by allowing for
the groups to form by themselves in the first place. This way everybody tries to find the best partners,
so that they don’t have to end up paying for somebody who goes default. In the end, groups with
less risky clients and groups with riskier clients are built by themselves automatically and the less
risky clients would pay lower interest rates, while the riskier clients would pay higher interest rates.
Moral hazard, on the other hand, describes the situation where a person is more likely to take risks
if the consequences (or a greater portion of the consequences) are carried by somebody else. For
example, a person who insured against theft on a particular item is less likely to pay as much attention in making sure the item does not get stolen, because the insurance would cover the loss upon
theft. This is a problem in the developed world as well, where clients generally take less care of the
things they insured. An example would be parking the car outside even though a hail storm is coming.
Insurances aside, moral hazard plays a role in the loan-lending business of microfinance as well.
Armendáriz and Morduch (2010:108) describe that “group members, who often live and work closely
together, can impose social or economic sanctions on each other”, which is not something an MFI
can do. For instance, member A of a group might find out that member B of the group is getting
involved in a risky project, which increases the probability of default. Member A would then sanction
member B. Through this, the issue is resolved ex ante14 automatically within the group, without the
MFI necessarily stepping in.

14

Ex ante describes something that happens before an event occurs, which in this case would be the client getting into financial problems
or going default.
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The aforementioned benefits of group lending are for a particular kind of environment. Armendáriz
and Morduch (2010:128) mention, that if these groups were to be built in a more urban area, the
effects may not be as great. Adverse selection and moral hazard cannot be mitigated as well in a
place where the people barely know each other. Anonymity is known to be a feature of such urban
areas. Some group members may see each other frequently, but it cannot be compared to the small
villages where everybody knows everybody.
While on the subject of information, I would like to transition into microfinance impact measuring
tools. These tools help measure the impact of microfinancing on the clients. Furthermore, the tools
are used to find potential “poorest” clients, which would otherwise not be identified. I explain this in
detail in the following section of the paper.
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4

Microfinance Impact Measuring Tools

There are many different tools used to measure the impact of microfinance on the clients. In this
section of the paper I introduce the Progress out of Poverty Index (PPI) and the Housing Index (HI).
These can be used to track changes in poverty when applied multiple times over the course of time.
With the ability to track the changes in poverty, the impact microfinance services have can be determined. The special thing about these two particular indexes is that they are based on key variables,
making them less costly and more accurate than surveys15, which is very important (Michalscheck’s
thesis, 2010).

4.1 The Progress out of Poverty Index
The Progress out of Poverty Index (PPI) is very simple to use and shows which clients go above a
set line after using the MFI’s services for a certain amount of time (Michalscheck’s thesis, 2010).
This line is either a set national poverty line or an international poverty line of 1-2 dollars per person
each day. Furthermore, the probability of people or group of people having less than one dollar per
day per person can be defined. PPI has been developed and used by the Grameen and Ford Foundations as well as CGAP in 32 countries so far including Brazil, Mali, Peru, etc.
On the PPI website (2014), the use of the index for organisations is described in the following way:
“With the PPI, organizations can identify the clients, customers, or employees who are most likely to
be poor or vulnerable to poverty, integrating objective poverty data into their assessments and strategic decision-making”.
As you can see in Table 3 on the following page, people were asked ten questions in order to determine their poverty status. Depending on the answer, a certain amount of points are added, with zero
points being the lowest possible score for a question. When all of the questions are answered, the
total amount of points is summed up. In this particular example 24 points have been accumulated.

15

According to Michalscheck’s thesis (2010) there are various types of surveys such as surveys on impact, client exit, use of loans, profits
and savings over time, client satisfaction or client empowerment.
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Table 3: Poverty Scorecard Example

Source: Schreiner, 2007
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To know what is behind the meaning of our example of 24 points in total, one must look at the predefined score table (Table 4). As you can see, the table consists of possible score levels that can be
achieved. It starts with 0-4 and increases by 5-point increments. In our example, we find ourselves
in the 20-24 score level.
Table 4: PPI Score Table
Each score level has a percentage
allocated to it, which stands for the
probability that the person has less
than one dollar per day. The 0-4
score level has 100% allocated to
it and the 20-24 score level has
80.5%. This means that there is
80.5% chance that the person with
this score is poor i.e. has less than
one dollar per day. If this was to
stand for an average score of 1000
people, for example, then 805 of
those would be measured as poor
by the PPI. According to Schreiner
(2007), the accuracy of the PPI lies
at 90% confidence plus or minus
ten percent probability for individual poverty and plus or minus two
percent for group poverty.
Source: Schreiner, 2007
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Here is an example of how re-applying the PPI after one year leads to information about changes in
poverty for the three clients from Bangladesh.
Table 5: Tracking Poverty Changes with PPI

Source: Schreiner, 2007
The following can be depicted from Table 5:
(65.7 – 61.1) ÷ 65.7 = 7.5%
This tells us that the change (from 01 January 2006 to 01 January 2007) in the average poverty rate
of the three clients compared to the average poverty rate from start (01 January in 2006) is 7.5%, or
in other words: The success of the microfinance services on the clients is confirmed by the average
poverty rate decrease of 7.5% over the course of one year.
According to the PPI website (2014), the index is specific to a country and so far the PPI has been
developed for 45 countries. Here is a situational example of the PPI in action:

The mission of Organization X is to provide discounted vocational training to Colombia’s
poorest citizens. The organization uses the PPI for Colombia to determine if they are, in fact,
recruiting clients who live below the poverty line.
The organization administers the survey to one client, and that client receives a score of 30.
According to the look-up table for the PPI for Colombia, that client’s household has a 42.6%
likelihood of living below the $2.50/day 2005 PPP poverty line. After surveying a statistically
significant sample of clients, management discovers that the average likelihood of clients
living below the $2.50/day poverty line is 60.7%. Therefore, the organization concludes that
60.7% of its clients are living below the $2.50/day poverty line (PPI website, 2014).
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4.2 The Housing Index
As the name says, the Housing Index (HI) is used to determine the poverty level of people judging
by the appearance of their houses (Michalscheck’s thesis, 2010). Housing is a very good wealth
indicator, because the wealth of a person can easily be determined based on how the house looks
like i.e. how big it is, what materials it is made out of, etc.
According to The Microfinance Gateway website (2014b), the so-called “field staff” visits villages and
looks at the houses. They rate them according to the variables of the HI their MFI uses. Figure 7
shows an example of a non-poor (left) and a poor house (right):
Figure 7: House Appearance Examples

Source: The Microfinance Gateway website, 2014b
This index allows to distinguish the success microfinance services have on their clients by comparing
the households of MFI clients with those who didn’t claim any microfinance services. The following
table portrays the HI used by the “CASHPOR”16 MFI in India.

16

The MFI CASHPOR has the best standardized Housing Index according to The Microfinance Gateway (2014b).
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Table 6: CASHPOR Housing Index Example

Source: Schreiner, 2007
As you can see in Table 6, the indicators regarding the house each have three values that can be
chosen from. The better the outcome, the more points are allocated. The total number of points from
all the questions are then summed up. According to The Microfinance Gateway website (2014b)
“cut-off” score of the total number of points is determined by the MFI. That is the border line of points
which separate the poor from the non-poor households. This cut-off score is adjusted to the region
of the index’s application.
The MFI “SHARE” in India has much more indicators integrated into the HI they run (The Microfinance Gateway website, 2014b). Apart from questions about size and material, their index includes
the following:


If their source of electricity comes from a generator or not



If their water supply is shared or if they own a well



If the toilet is flush or if it’s open



If the cooking is done by gas or by wood



If the house has a radio



If the house has a tape recorder



If a vehicle is owned



If the house has a fan, etc.
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An issue with the HI could lie in the selection process of the microfinance clients (Michalscheck’s
thesis, 2010). Since the clients chosen to be serviced by the MFI tend to be better off anyway, the
selection process is biased. This means that when comparing households of clients and non-clients,
the HI may tend to indicate that the non-clients are poorer, which defeats the purpose of the comparison.
Finally, I would like to introduce the next (and also the main) section of the paper about the microfinance clients. In this section, I share some clients’ success stories and crises of the microfinance
industry, as well as some of the proponents’ and critics’ views and thoughts concerning the main
question of my thesis.
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5

Microfinance Clients

Microfinance clients are mostly women. While women make up the majority of the poorest people in
the world, they are also better and more responsible at repaying debt and show better understanding
of finance and trading (Lützenkirchen and Weistroffer, 2012). Because of these facts, women offer
“better risk characteristics” to the MFIs. “The PAR30 was 1 ppt17 to 2 ppt lower for MFIs with more
than 65% of female clients than for MFIs with a lower share of female clients”, they explain. In practice, the defaulted clients’ portfolios are called PAR, which stands for Portfolio at Risk (Remo Oswald
interview, 18 July 2014). The industry defines PAR30 and PAR90, with 30 or 90 days delay of repayment respectively. The industry is developed enough nowadays to help defaulted clients get out
of trouble instead of just writing the loss off, he added.
According to Dichter (2007:1), Christina Barrineau, Senior Technical Advisor to the Year of Microcredit, said the following:

People stopped seeing microcredit only as a ten-dollar loan to a woman buying a goat, and
started seeing the poor as masterful business people, tremendously entrepreneurial – people
who have fundamental business skills and really warrant access to financial services that will
help them grow their wealth.

The idea that poor people have so much interest and potential in being skilful entrepreneurs is an
interesting assumption. Everybody knows that there is only a fraction of the people in the world who
are actually interested in business, with the majority being interested in other subjects (such as law,
art, physics etc.). If this weren’t true, everybody would have been doing business around the world.
People in developed countries have the freedom to pursue their interest and those in poorer regions
of the world have to make do with the possibilities at hand. Poor countries don’t focus on research
and development involving engineering, physics, and chemistry, for instance. This might be the main
reason why they only end up “doing business”, as it is one of the basic trades of our society.
Microfinance business is no different than any traditional business said Remo Oswald (18 July 2014),
Director of Business Development at BlueOrchard, in my interview. Receiving loans requires a
healthy environment. If the economy is doing well, the clients can sell their products as expected.
They can sell, for example, milk from their cows. If the price of milk decreases they have to adjust
their business model. As you can see, there are always many different factors that can have an

17

Ppt stands for percentage points. This is used to indicate a “change of 1%” (for example) as opposed to “1% more”.
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impact on a business, “but since most of the borrowers start with zero wealth, the positive impact is
visible relatively fast”, Oswald added.
Carola Hug (22 July 2014), Research Analyst at responsAbility, mentioned in my interview that economic cycles can have an impact on the demand of the clients’ products, but that typical microfinance
clients are often promoting a very basic product, which causes economic cycles to be less of a
concern than it is in the developed countries.
As introduced in section two of the paper, around one third of the world population has to survive
with only two dollars a day. It is hard for us in the developed world to imagine this. In order for poor
people like that to be able to afford something more, they would need to make use of the microfinance services. I would like to show an example of a poor married couple in Bangladesh, who are
exactly in that situation. By the end of the year, their balance sheet would look something like this:
Table 7: Balance Sheet Example of a Poor Couple in Bangladesh

Source: Collins et al., 2009:9
As you can see in Table 7, the total liabilities outweigh the total assets of this married couple by
almost $50 and the microfinance loan account makes up almost 70% of the total liabilities. One dollar
equals 50 Bangladeshi takas. It is important to note, that one can buy more in Bangladesh than say
in New York for that same dollar.
Collins et al. (2009:8) wrote that this couple lived on $70 per month on average, which was provided
by one of them for the most part. They have a child and are only “partly educated”. Furthermore, this
couple has managed to build some reserves as can be seen in the balance sheet. Apart from two
dollars cash in hand, the couple lent $40 to relatives, kept around $30 at their parents, and had $76
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in form of a life insurance saving. Taking into consideration that the couple earned approximately
$70 per month, which amounts to the yearly income of $840, the $153 liability doesn’t seem that
much anymore.
Collins et al. (2009:10) further explain that this portfolio example isn’t necessarily how most portfolios
of the poor look like. Not all have a negative net worth. As revealing as this balance sheet may be,
it is also important to look at the distribution of their cash flows. This couple put $451 into savings
and took out $514. That’s $965 that were put into and taken out of saving accounts altogether, which
is more than their annual income of $840. This means that “each dollar of income earned was subjected to $1.15 of intermediation”, Collins et al. explain.

5.1 Success Stories and Crises
In my interview, Carola Hug (22 July 2014) told me that the most important factor for success in
microfinance is that the MFIs give loans to the clients who are already business oriented. The clients
use them to open or expand a business. “They really use money productively and through that generate cash flow that enables them to pay the loan back and keep a certain amount to themselves”,
she said. “I think that’s the main factor that makes microfinance and the clients successful”. It’s hard
to measure the success on a global scale, because this depends on the region and many other
factors. Financial problems of clients are minimized with the help of eligibility criteria and the observation of the MFIs to determine whether they practice responsible lending.
According to Remo Oswald (interview, 18 July 2014), when clients default, the MFIs of BlueOrchard
help them sell a part of their assets, like cows, machines, or land. This allows the clients of the MFIs
to overcome the difficulties and is the only solution available. Microfinance is a business, not a charity
– the clients are responsible for their actions. The goal is to help the clients create a self-sustainable
business.
5.1.1

Success Stories

There are many client success stories associated with microfinancing that can be read about. Here
are a few examples from the BlueOrchard website (2014a):

Dogsom Tseden, a 42 year old widower, lives in the outskirts of Ulan Batur, Mongolia. He
took his first loan from the local MFI, Xacbank, in 2005 in order to buy more livestock, adding
to his six cattle. He now has 45 cows, and makes his living by selling dairy products in neighbouring areas (BlueOrchard website, 2014a).
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Addo Oved Possu Dinas, living in Cali, Colombia manufactures traditional African musical
instruments inspired by those used by his ancestors. A loan from the local MFI, Banco WWB
allowed him to buy the materials to produce his instruments as well as investing in promoting
his business, the Fundaciòn Katanga. He was contracted by the Minister of Colombia to create instruments and participate in various music festivals (BlueOrchard website, 2014a).
Zohir Sattorov, father of six, took out his first loan in 2007 from the local MFI, First Microfinance Bank of Tajikistan, to help him with his bakery business. The loan proceeds helped
him to buy more ingredients and build an additional bread oven to increase his production.
He now hires two employees to help him bake his bread, which he distributes to secondary
sellers, while his wife helps him to sell their product on a stand on the city’s main street
(BlueOrchard website, 2014a).
Djemal Bekan, father of two, lives in Bosnia Herzegovina, near the Serbian border. A refugee
during the war in Bosnia, he started an auto repair shop in 2000, working on his own with
basic tools and equipment. In 2003, he took out his first loan from the local MFI, EKI, to better
equip his repair shop. He currently employs three other repairmen in his now well-equipped
garage, and has plans to expand into more advanced painting and body work (BlueOrchard
website, 2014a).

Such stories show us, that microfinancing can indeed be useful to people like Dogsom Tseden, who
already own a small business and are interested in expanding it. Raising his livestock quantity from
six to 45 considerably improved his business. Such improvements have positive externalities on the
region. Not only are there now more products from Tseden, but his financial standing improved as
well. This leads to him having an increased spending capacity on the products his neighbours may
be selling and in the end the whole economy of the region is positively affected.
Another success story I would like to share with you is one featuring the ex. Swiss banker Fanconi,
current member of the Board of Directors and Chief Executive Officer in BlueOrchard. One third of
the microcredits go to Central Asia according to the Swiss TV program Eco (26 August 2013). The
program features Fanconi in a nursery school in Kirgizstan, which was financed by the money Fanconi was able to collect with the help of the investors. A woman, their client and the head of the
nursery built the business with the help of microfinance by claiming three loans of $700 each, with
which she was able to renovate the nursery and hire two caregivers.
A second client success story from the Swiss TV program Eco (26 August 2013) is about a woman
who claimed up to six microcredit loans. She produces cloth towels and other souvenirs of Kirgizstan
at her home, for which she got a few reward certificates as well. All of this was made possible by
microfinance.
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5.1.2

Crises

There are unfortunately clients who experience problems, just like this can be the case with any
traditional bank clients in the developed world, Carola Hug (22 July 2014) explained in my interview.
The problems that can occur are associated with clients taking too many loans or taking loans that
are too high for their cash flows. With the thorough checking of clients by the MFIs and through credit
bureaus18, however, these cases are less frequent. The credit bureaus are also improving and becoming more and more efficient every day.
Here is an example of the number of loans taken by clients recorded by the Credit Bureau in Cambodia in 2012 (BlueOrchard website, 2014b).
Figure 8: Number of Loans Borrowed in Cambodia

Source, BlueOrchard website, 2014b
As you can see in Figure 8, the distribution of the loan-borrowing frequency is as you might have
guessed. Most of the clients (or borrowers) only take one loan at a time, but almost 50’000 had three
loans and up to around 20’000 had as many as four loans active at the same time.

18

Credit bureaus help monitor client loan-borrowing.
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In The New York Times, Yunus (2011) stated that problems with microcredit19 began in 2005. There
were a lot of non-profit MFIs out there from the start, but more and more became profit-orientated
as time passed by, which is also referred to as “the mission drift”. In this process of commercialization, the MFIs were figuring out ways to attract more investors. After spending increasing amounts
of resources in marketing, they focused on making their business more profitable to the shareholders. To achieve this, they rose the interest rates of the loans as well as optimized the repayment
rates of the poor. “I never imagined that one day microcredit would give rise to its own breed of loan
sharks”, he said. Because the acquired funds derive from the international financial markets, the
financial risk is transferred to the poor.
Furthermore, “flooding in Southeast Asia or bad crop harvests20 make it difficult to pay the loans
back”, Carola Hug said (interview, 22 July 2014). In most cases it’s difficult to insure against natural
disasters and unfortunately it’s usually the developing countries that get hit by them. “MFIs have
adopted to their surroundings and offer emergency packages or have different products to help overcome a natural disaster” she said. The MFIs can also restructure loans until the next business cycle,
she added.
I would like to present three countries in which crises occurred within the microfinance industry.
These include Nicaragua, India, and Bosnia & Herzegovina.
5.1.2.1 Nicaragua
Remo Oswald (18 July 2014) said in my interview, that in 2009 the microfinance industry experienced
a crisis in Nicaragua, in which there was a clear situation of over-indebtedness (OID). This happened
because the clients borrowed multiple loans. They came to the point of borrowing a fourth loan in
order to use it to repay the first and so on. They never recovered from the circle of debt. The reason
why something like this was possible, was because there was no monitoring at that time. The MFIs
were not able to keep track of borrowers who were going to several different lenders. The whole
industry learned from this Nicaragua case and there are now credit bureaus that keep track of clients
and how many loans they take across all MFIs. Almost every country BlueOrchard operates in has
such credit bureaus. The MFIs can tap on this information prior to offering their potential clients’
services in order to find out if they may have already taken a loan. This way, future OID of clients is
avoided.

19

The term “microcredit” and not “microfinance” is often chosen when talking about this field of business, due to the fact that microcredit
makes up the majority of the current services.

20

These were just two examples given by Carola Hug (22 July 2014) and were not meant to be exclusive.

37

Branko Jankovic, Microfinance, 2014

“Behavioural economics suggests that people are putting relatively more weight on present than on
future income” (Lützenkirchen and Weistroffer, 2012). Poor people tend to focus on the present rather than the future, because when barely surviving the day, the future is easily forgotten and problems in the present become priority. To solve these problems they take loans and sometimes even
multiple loans, which leads to OID, especially if the loans borrowed were for consumption and not
income-generating purposes.
5.1.2.2 Andhra Pradesh
Another issue the microfinance industry experienced was in the state of Andhra Pradesh, India according to my interview with Remo Oswald (18 July 2014). This is where a local governor tried to win
the election by saying to the people that if he gets elected nobody would have to repay the debt they
owe to the MFIs. This turned out to cause the biggest crisis in the microfinance industry and was a
big disaster in that state. He is now in jail and the situation has somewhat stabilized, but BlueOrchard
had to write off 3% of their entire portfolio, Oswald explained. At the same time BO experienced
changes in the management when this happened and the investors reduced their exposure within
the intermediary.
This is a typical example of country and political risk. Other risks that may cause problems for microfinance, as well as to most other traditional businesses, is currency risk when dealing with foreign
currency. According to Oswald, BlueOrchard Global Microfinance Fund, however, is fully hedged
and always tries to give away loans in USD. This way BO only has USD exposure in the books. Only
if there is no other way would they lend in the local currency of that country, but then consequently
hedge back to the USD, he said.
Carola Hug (22 July 2014) told me in my interview, that such repayment crises unfortunately happen
and that they „are driven by various interdependent factors such as, for example, too strong government intervention that harms the sector, economic crisis as well as over indebted clients”. Furthermore she told me that “responsAbility aims to limit over indebtedness through rigorous analysis of
the MFIs’ lending practices as well as overall market assessments”.
5.1.2.3 Bosnia & Herzegovina
According to the Deutsche Bank research by Lützenkirchen and Weistroffer (2012), the crisis in
Bosnia & Herzegovina was an example of rapid microfinance market growth which led to the “bubble
in microlending” in 2009. The rates were as high as 38% on average and the main investment was
foreign debt financing. Everybody from DFIs to international investors was interested in investing in
this country, which meant that there were a lot of resources for expansion and growth.
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Figure 9: Crisis Bosnia & Herzegovina

Unfortunately, among other things, the quality of both
monitoring and staff reduced because of the mass
recruiting performed to meet the growth demands.
Through that “borrower-lender relationship” suffered
as well. The rapid growth also caused high competition, which led to clients borrowing multiple loans
from different MFIs (Lützenkirchen and Weistroffer,
2012). Problems with repayment was experienced
by up to 16% of all clients. In Figure 9, one can observe the increase of PAR30 and the reduction on
the return on assets (RoA) as the crisis developed.

Source: DB Research21, 2012
5.1.3

Summary

I would like to summarize the microfinance clients section this far. Most of the microfinance clients
are women and microfinance is in many ways similar to traditional business. Demand in products as
well as shift in the economic cycles all play a role when trying to do business. Furthermore, we saw
how a balance sheet of a poor couple looks like and what it means to survive on less than two dollars
a day.
The success microfinance clients experience is not a coincidence. The people chosen to be banked
already have a flyer for business and can deliver promising repayment rates. Furthermore, their
success also has to do with the microfinance industry, which not only lends loans but also offers
support throughout the process of self-sustainability.
Unfortunately, not all stories have a happy ending. Crises arose from clients taking too many loans
and not being able to repay them. This was partly due to the fact that monitoring was missing, which
resulted in credit bureaus being established. Other crises involved politics leading to clients not repaying their loans and rapid growth leading to multiple issues.
It is important that the microfinance industry learns from its mistakes and that it tries to prevent them
from happening again. Despite these issues, are microfinance services really helpful to the clients
or does it only seem that way? To answer this question I would like to move on to the next subsection.

21

This graph has been taken from the Deutsche Bank research by Lützenkirchen and Weistroffer (2012) with the data in the graph
originating from the MIX Market’s database.
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5.2 Proponents and Critics
In order to shed some light on the question of this thesis, I would like to share some proponents’ and
critics’ views. Apart from obvious proponents like Muhammad Yunus and all the pioneers, who
helped build and develop microfinance, I would like to show what other people think. Some of them
work in the microfinance industry and some of them are independent researchers who look at the
subject from a more neutral academic perspective. This allows for a diverse set of opinions about
the microfinance business and its effects on the clients.
5.2.1

Practitioners

“You can smell it, you can feel it – it’s the real life and that’s what fascinates and challenges me”,
said Fanconi (Swiss TV program Eco, 26 August 2013), Chief Executive Officer of BlueOrchard,
when he was asked how he feels about helping the poor through microfinance. If people are helped
in some way into independence, then my goal has already been reached, he explains.
Carola Hug, Research Analyst at responsAbility said the following about microfinance and its clients:
“I think it’s a good thing. Financial sector development […] is a very important tool to foster economic
growth and development of a country in general”. Microfinance is one of the ways of doing that.
“However, it’s not a silver bullet against poverty”, she added. This is often the criticism many people
have against microfinance, even though that’s not its goal in the first place.
Remo Oswald (interview, 18 July 2014), Director of Business Development at BlueOrchard, thinks
microfinance is good for the clients. “They don’t have many other options”, he said. They can either
stay poor and be on the street with no money for themselves and their family or make use of microfinance to get a way out. One can always hear bad things in the media, but speaking from his experience, Oswald finds that the microfinance business is definitely positive for the clients who claim it.
Ulanbek Termechikov (Swiss TV program Eco, 26 August 2013), Director of “Kompanion Financial
Group” in Kirgizstan, criticizes microfinance by pointing out that many MFIs and investors only care
about profit. “Microfinance is starting to lose its soul”, he said. At the beginning of the microfinance
business it was all about giving the poor loans and helping them out. Unfortunately, over time this
evolved into a profit-making business, which works only if the loans are given out to carefully chosen
clients.
In The New York Times, Neil MacFarquhar (2010) wrote an article that includes criticism on Te
Creemos, a big MFI in Mexico. This lender has the highest interest rates in the world – an annual
average of 125%, whereas the average in Mexico is 70% and the average in the world 37%. In this
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article MacFarquhar quoted Emmanuelle Javoy, Managing Director of Planet Rating22, saying that
these big MFIs in Mexico raise the interest rates so high, because nobody is stopping them and that
the smaller MFIs are then forced to follow them with the pricing.
Furthermore, in MacFarquhar’s article (2010) poor clients are described as inexperienced and that
they don’t always really understand what they are being charged. This, I think, is a very important
point. One must understand the nature of the debt-business. A lot of the clients who take a loan lack
basic education. This makes it hard for them to sometimes even grasp the idea of interest rates, how
they work and what the numbers really mean. Sometimes the clients don’t even have the time to
carefully inform themselves about the service they are about to take due to a number of reasons.
One of these reasons could be, because they are often in a hurry to take the loan that they need.
MacFarquhar further gave an example of Maria Vargas from the Mexico City, who was borrowing
from Compartamos (an MFI in Mexico) for 20 years. She bought more and more sewing machines
over time as her T-shirt factory business was expanding. To this day, however, “she is hazy about
what interest rate she actually pays, though she considers it high”. All she has to do to get another
loan is make a phone call. She works so much that she has no time to change to another MFI where
the interest rates are lower.
When I interviewed Carola Hug (22 July 2014) and asked her to come up with a critic about microfinance, she told me the following. She said that the problem with microcredit lies in its debt nature.
People have debt when they take a loan, therefore “it’s extremely crucial that the institutions lend
responsibly and do the right thing in order to make microfinance work […] most challenging part is
to find those institutions and make sure that they do a good job”.
I asked her how she thinks microfinance can improve in the future and she told me that diversification
away from simple loans could be one area. In Kenya and other countries in East Africa, where mobile
phone money payments are a trend, the clients transfer money over borders, pay bills etc. “Such
things are getting more important than just the broadening of the microfinance clients”. DemirgüçKunt and Klapper (2012) state in The World Bank research paper that 16% of the market uses mobile
phones for payment, because traditional banking is obstructed by problems in the areas of transportation and infrastructure. The Swiss TV program Eco (26 August 2013) documented in the nursery
success story example presented earlier that there are state-owned nurseries in Kirgistan, but that
sometimes the next one was located one hour away by car. This is too far for children to commute
to.

22

Planet Rating is an independent MFI-evaluation firm based in Paris, France.
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When I asked Remo Oswald (interview, 18 July 2014) how he thinks microfinance can improve, he
said that of course interest rates can always be lower, but, as proven, most of the clients can repay
their debt, improve and keep their business going at the moment, so this is not required. Improvements can always be made to make the microfinance industry more stable. H also told me that at
the moment there is almost no possibility of making an insurance for small/micro businesses and
that the insurances that do exist are based on extremely small numbers. BlueOrchard is trying to
enter the micro insurance business and micro insurances could help the industry in case a client
may be a victim of an earth quake, a tsunami or any other similar disaster.
5.2.2

Academics

I would like to show some views academics have on the matter. Most of the research mentioned is
primarily based on microcredit, not microfinance. Since microcredit already makes up the substantial
part of microfinance, the statements are relevant in helping answer the question of this thesis. To
start off, here is what Pitt et al. (2003) find on women empowerment, which derives from microcredit
services:

Credit program participation leads to women taking a greater role in household decision making, having greater access to financial and economic resources, having greater social networks, having greater bargaining power vis-à-vis their husbands, and having greater freedom
of mobility. Female credit also tended to increase spousal communication in general about
family planning and parenting concerns (Pitt et al., 2003:30).

The idea that microcredit can have a lot more positive effects than just the acquisition of money is
well visible from the excerpt above. When women provide for their families by taking a loan, they
can automatically increase their role and say in the household, which gives them more freedom and
power.
Shetty (2013:196) finds that microcredit alone is important, because of its ability to help in time of
hunger or health problems in the family. Dichter (2007:10) notes that microcredit is currently being
widely used for consumption rather than for business investments and that microcredit has a debt
nature, which certainly has bad effects that come with it. Some of the negative effects include the
loss of respect in a social environment when being in debt and being “seen by others as less independent, less self-reliant, or in the power or control of others” (Dichter, 2007:11). These are factors
that shouldn’t be underestimated when considering to spread and encourage credit use in the world,
he explains.
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Vik (2013:17) criticized a Bolivian MFI that collects quantitative data, which uses the so-called objectively verifiable indicators (OVI) to measure success of the microfinance services, by measuring
variables such as outreach, impact, efficiency and communicating these results to the public. However, she says that the indicators don’t display the truth about the impact on poverty. Good scores
are important for the MFIs in order to receive further funding and upkeep a good image. If a client
defaults, the MFI’s reputation worsens and the client’s social connections may get harmed in the
process ending up in a worse situation than before claiming microfinance services. What I found
interesting were the following statement from the author. “Through the representation of individual
success stories and evading contradictions in policy and practice, individual failures are removed
from the image by exclusion from further credit cycles” (Vik, 2013:49).
Haase (2013:4) states that an average poor woman living in the world today cannot be directly compared to the average microfinance client. This is because these women are selected based on their
“emotive appeal”. This selection process separates them from the rest and creates an entirely new
group of people. Haase (2013:5) also mentions that the majority of the selected clients already are
“more empowered and entrepreneurial than their peers” to start with. Furthermore, he states, that by
looking at most of the stories of the microfinance clients that can be found on the Microcredit Summit
Campaign’s website, it is noticeable that there is often a story portraying a “bad father”, while hiding
the real truth. A story portrays Janet Deval from Haiti, for example, whose children can’t go to school,
because of the supposed father who wouldn’t let them. The real reason behind that, however, is the
corrupt Haiti government with its restrictions to education etc.
The fact that the clients are not randomly selected is one of the reasons that puts the purpose of
microfinancing in question. “Selection bias” also makes it hard to evaluate the impact of microfinance
services (Demirgüç-Kunt, Beck and Honohan, 2008:13). Research that has been done so far to
evaluate the effect of microfinancing on poverty is generally not very leading, and to prove anything,
“field experiments” must be conducted on a bigger scale.
There is quite a few academic research that was performed in the name of microfinance, but a lot of
them had essential flaws, which I share with you as well. To start off, I would like the mention Coleman’s work of 1999 and 2006 based on 445 household surveys in 14 poorest rural villages in Thailand, comparing the difference between eligible and non-eligible villagers both newly served by the
MFIs and those that were served for already quite some time (Haase, 2013:7). “Using this method
Coleman finds little or no impact from microcredit for most borrowers”. One of the flaws in Coleman’s
research, however, is that it didn’t incorporate possible “spill-over effects”23. Another researcher,

23

The term spill-over effect is used to describe the situation, where (in this case) benefits of a villager might also have effect on neighbouring villagers.
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Alexander Tedeschi, analysed USAID24 panel data in order to solve for the spill-over effect issue. To
do this, microcredit borrowers that were already served for quite some time were compared to those
who never borrowed. The result was that the villagers who borrow earn 50% more. However, there
is an issue of selection bias in these findings, because those who borrowed were possibly better off
from the start anyway, by being “more entrepreneurial and more profitable than persons who do not
seek loans”. After “controlling” this issue by incorporating Coleman’s “quasi-experiment” as well as
panel data, however, Alexander Tedeschi again comes up with the result that “microcredit is indeed
leading to higher profit levels for those persons who choose to take loans”. Other flaws in Coleman’s
work involve the fact that the loans in the performed research were not specifically used for business
and that they were also too small (even smaller than the usual microfinance loans).
In order to resolve the issue of loans not being used specifically for business, a research was performed by Pitt and Khandker, who executed interviews in 1991-1992 with 1800 households from 87
rural villages in Bangladesh (Haase, 2013:8). Skipping to the results of the research, they found that
“microcredit increases women’s assets and household consumption”. Khandker then performed another analysis focusing on assets of the clients to find that around 66% of all households realised an
increase of assets by 30%. Unfortunately, not everyone agreed with these findings, because of various other issues. One of them, which was pointed out by Morduch, was that the MFIs apparently
“tend to work in areas that already are better off”.
The fact that there are problems with these experiments lies in their modelling nature, which led to
a new kind of research called “randomized trials” (Haase, 2013:9). An example of such a randomized
trial was performed and documented by Banerjee et al. involving the microcredits of MFI “Spandana”
in Hyderabad in 100 neighbourhoods. The results yield that there is “on average no strong impact
on income” for the clients. However, only one MFI was involved and in only one year of borrowingtime, which is not broad enough to make general assumptions. Another example is that of Karlan
and Zinman with a randomized trial in Philippines and they find “no statistically significant rise in
profits for borrowers” as well. This research, however, was also based in only a short period of time
and additionally involves very high interest rates of 63%, which is too high compared to the usual
microcredit interest rates, thus rendering the results questionable.
A study on the impact of microcredit loans on borrowers in Nicaragua by Legovini using the World
Bank panel survey looks at the incomes of borrowers before receiving microcredit loans and comes
to the conclusion that most of the borrowers do not benefit from microcredit (Haase, 2013:12). This
study compares microcredit clients with other microcredit clients unlike studies that compare clients
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and non-clients. The results show that only the top 30% benefit “in terms of household consumption”,
the top 40% “in terms of household income” and only the top 10% actually experience household
asset increase. This means that only a few clients actually end up being better off after using a
microcredit loan. The rest merely benefit in terms of consumption and income or end up being in a
worse position than before receiving the loan. Another study by CGAP comes to a similar conclusion
for Bangladesh, claiming that one third of the borrowers didn’t experience a great benefit in the longterm perspective.
Hulme (2007:19) names microcredit as “microdebt” and describes savings services in the microfinance business as “a means of collateralizing loans and providing low-cost capital”. The idea that
to some MFIs savings accounts are nothing more than making sure the debt is repaid is disturbing.
Hulme (2007:20) also mentions reports of certain MFI staff seizing the possessions of the poor when
they ran into repayment problems, even threatening them with physical violence.
Furthermore Hulme states that the current microfinance services “have a poor match with client
needs” and that in Kenya people who wanted to stop taking loans and make savings instead were
filtered out of the MFIs. They do this, because loans give them more profit than savings. To Hulme
(2007:21) providing microfinance services to the poor is only one part of poverty reduction. He argues that other necessities like education, health care, etc. are also very important. Furthermore,
the industry needs to provide more broad services in the future like “flexible savings, contractual
savings, loans for education and health, microinsurance and lines of credit”, he explained.
5.2.3

Summary

A quick recapture of this subsection leads to the conclusion, that practitioners experience microfinance as a good thing, but that it definitely has room for improvement. There is no doubt that microfinance has helped some poor people overcome poverty. It is their only way out and it’s good that
they have it as an option. There may be bias in the selection process of who is chosen to be banked,
but looking at the bigger picture one can see, that when only a fraction of the poor is helped to start
with, even if this fraction may not consist of the poorest of the poor, one day the banked clients will
help boost the overall economy. This will then automatically lead to better circumstances for everyone.
The MFIs who focus mainly on turning a profit neutralize the benefit clients may have from the microfinance services by reducing clients’ income. Many clients also lack education and experience
necessary to grasp the idea of debt and so the MFIs should lend responsibly. Furthermore, there
are some plans for the future of microfinance like the use of mobile phones for payment and the
implementation of micro insurances that cover natural disasters.
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Academics find that, apart from asset increase, other positive effects are connected with microcredit
such as women empowerment. Microfinance is important, but its debt nature, as well as the issues
of data collection manipulation and selection bias are some of the points criticized by the academics.
Much research has been done on the impact of microfinance, but it needs improvement. Research
performed in the last couple of decades carried some flaws with them, which were addressed later
on. Nonetheless, results varied everywhere between the statements that microcredit has little or no
impact on the success of the clients, to the statements that microcredit is rather positive for clients
that seek help. Some researchers found that microcredit improves women’s assets and household
consumption. Randomized trials unfortunately also revealed that microcredit only has a minimum
impact on the clients. Finally, there are arguments that more services should be provided to the poor
like savings, health care and education, etc. which are equally important.
So far I have presented facts associated with microfinance and its industry, introduced some impact
measurement tools and shared other necessary information in finding out the answer to the question
of my thesis. I would like to end with the next and last section of the paper, summarizing all of my
findings and giving my personal opinion on the subject.
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6

Conclusion

The vision of Muhammad Yunus really struck me as brilliant and selfless – the creation of a business
that fights poverty by providing both financial and social return. It is one thing to practice charity and
another to create a business that helps people reach self-sustainability.
One third of the world population has to survive on less than two dollars a day. Including poor people
into the financial system by giving them access to financial services, but also supporting them and
offering things like health care and education is I think a good step toward worldwide poverty reduction. Unfortunately, there are not just positive sides associated with the execution of this social business model.
Through my research I found many aspects that cause the microfinance clients to experience both
success and problems in this industry. First of all, microcredit loans have high interest rates. One of
the reasons for this is the cost involved in providing them, making it hard for the clients to turn a
profit. Some of them manage to somehow make it through the day and some of them fall in a worse
situation than they were in before borrowing. This has also partly to do with the lack of education of
the borrowers, which makes it hard for them to grasp the concept of debt and what it entails, but it
also has to do with those who provide such loans. Microfinance institutions (MFIs) should take responsibility and not exploit them.
Economies of scale also play a role in the microfinance industry. The interest rates can sometimes
be higher in less populated regions of the world, because the MFIs don’t have enough clients to
cover the fixed costs associated in running the business. To solve this, smaller MFIs should fuse
together into a bigger organisation and deliver services as one entity. This way both the clients and
the industry can profit and prosper.
Some MFIs in particular abuse their clients and raise the interest even higher in order to profit even
more. We cannot allow this abuse of power. These MFIs should be sanctioned and a way of controlling and standardizing the business should be incorporated. The MFIs should be properly audited
and regulated in order to also prevent them from manipulating impact data and misrepresenting them
to the public. More value should be put into transparency, just like this is the case in the traditional
financial sector worldwide since the crisis of 2008.
Increasing number of MFIs cause mission drift of this social business. For some of them, turning a
profit has become their main focus – all on the cost of the poor. Through my research I found, that
the wealthier clients, which are more profitable to the lenders, also cause the MFIs to be more vulnerable to economic shocks. Wealthier clients should be mixed together with the poorer clients in
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order to create a balance. MFIs who don’t do this are just striving for profit and are endangering both
the clients and the industry.
Investors currently pressure the industry for a higher return on investment. In some places of the
world investors are partly the reason why some MFIs end up optimizing repayment structures of the
loans they give away in order to meet the demand of their investors and get further funding. With the
aforementioned increase in regulation and transparency, such pressuring can be prevented and the
MFIs would be able to practice business in the best interest of the clients.
The client over-indebtedness (OID) crises hit the microfinancing business the hardest. This is due to
a couple of factors, one of which was the borrowing of multiple loans at the same time. The industry
has learned from this and has developed credit bureaus to monitor how many loans the clients take,
especially if they were to take loans from a number of different institutions. Other reasons for OID
include the aforementioned lack of education of the borrowers and the debt-nature of the loans.
Furthermore, there should be a reduction of consumption lending. Consumption loans are more likely
to cause OID and the MFIs that prefer them do this, because they seek profit. Yet another reason
for OID, is that the poor people don’t always have the luxury of thinking about their future when
having big problems in the present. When trying to survive and stay fed, they turn to loans without
thinking too much ahead.
Other crises microfinancing experienced involved politics. When someone decides to politically affect the microfinance business, there is only so much the industry can do. What can be done, however, is to try and ensure that the people are better informed. This way they won’t get manipulated
into thinking they should simply stop repaying their debt, which leads to problems in the whole country and endanger the whole microfinancing business and its clients.
Rapid growth related crises, however, is something the industry can control in the future. In order to
prevent consequences of crisis like in Bosnia & Herzegovina, the industry can make sure the growth
evolves steadily and not compromise quality of the services, increasing profit-making competition,
or causing OID.
The truth is, not all poor people have a choice and they need microfinance to give them a way out.
Even so, it’s not all negative about microfinance. There are of course positive sides to it as well, like
women empowerment, where the women get to have more say in the household, build better social
networks and much more. Microcredit is also useful to help combat unexpected health problems. It
allows the people to gain access to medical care with the help of a loan. However, taking a loan has
negative impact on the borrower associated with the society they live in. The borrower may lose face
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when in debt. This and many other factors shouldn’t be underestimated when considering to promote
lending in the world.
It is important to note that one of the main reasons for reported client “success” lies in the fact that
the clients chosen to be banked are already better off than the average poor person. Apart from
selection bias, which distorts the impact measuring data when comparing clients to non-clients, I
think by helping at least someone, even if that person might be a bit better off than the average poor,
the overall economy experiences a boost. Banked clients become wealthier, and through their
wealth, they are able to contribute to the well-being of their neighbourhood and the country they live
in. This causes positive externalities, ending in them returning their wealth back to the society they
live in, which then automatically affects the poorer, less capable people.
Many of the success stories one can read about on the internet are cherry-picked, not representing
the reality. There is ample evidence that many people profited from microfinance and improved their
lives, but research results show that this is not the case for the majority. Research performed to
measure the impact of microfinancing has come to various results, but unfortunately many of them
are based on flawed data collection in some way or another. The results, however, range from indicating that microfinancing has little or no impact on the clients, to indicating that it does improves
women’s assets and household consumption. Furthermore, some research results indicate that microfinancing has positive effects particularly on those clients whose choice to be banked was their
own. Improving data collection through the so-called “randomized trials” as well as some other methods revealed yet again, however, that microcredit only has a minimum impact on the clients.
The poor people of the world are looked at as very entrepreneurial and there is widespread belief
that helping micro businesses is going to reduce worldwide poverty. The problem with this assumption is, however, that in the developing countries there are a lot of micro businesses already and that
the competition is really high. It’s not a surprise that research indicates little or no impact of microfinancing. When you have a lot of supply, the prices fall. Helping create more micro business leads to
increasing supply to the point where everybody has to lower the prices of the goods they’re selling.
This leads to smaller client profits and difficulty of debt repayment.
I mentioned earlier, that by helping anyone, even if they might be better off than their peers, the
overall economy will experience a boost, which will then have a positive effect on everybody including the poorest. If we were to take this one step further and consider perhaps investing in larger
companies than just micro businesses, the boost to the economy might be even greater in the end.
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Those companies would create jobs and thus contribute to improving the situation of the country
they operate in.
So is microfinancing helpful to the clients who claim it or is it deceiving and causing more problems
in the end? Looking at the results above, my research shows that microfinance unfortunately has a
minimum impact on the success of the clients. The pioneer business model of the Grameen Bank in
Bangladesh is a good example of how social business should work. If everybody was to replicate it,
microfinance would have a lot better impact. However, the Grameen Bank model is situated in another country and environment and can therefore not fully stand as an example for the rest of the
world. To improve the impact microfinance has on the clients, I think that all the problems listed
above should be addressed. These include more responsible lending from the MFIs, increased regulation and transparency, fusions of smaller organisations in order to achieve economies of scale,
reduction of consumer loans, and the prevention of crises by improving communication, client-monitoring and by controlling growth. The microfinance industry may also consider re-thinking its target
clients.
The future of microfinance might lie in possible diversification away from loans and more extensive
provision of other services such as saving accounts, loans for education and health, micro insurances, and so on. The insurances at the moment lack in size and don’t cover natural disasters, for
example. Additionally, the implementation of mobile phone payment services is also something that
might be further developed and spread in the future. This is important, because poor regions of the
world lack transportation possibilities. Being able to pay without needing to travel to the next MFI,
which may be far away or impossible to reach, is definitely something positive to look forward to.
Finally, microfinance will work toward creating and supporting more businesses every day and toward increasing the speed and effectiveness of worldwide poverty reduction.
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Appendix A: Interview Questions – BlueOrchard
1.

Can you explain in short how BlueOrchard contacts and manages their microfinance institutions (MFIs) worldwide?

2.

What decides if an MFI wants to seek profit as opposed to being non-profit?

3.

Are there clients who have gotten themselves in a worse financial situation after claiming
microfinance services?

4.

If so, what caused this problem and what was done to solve it?

5.

What can you tell me about other problems involving microfinancing?

6.

What can you tell me about the investors working with BlueOrchard?

7.

Do you encounter any difficulties?

8.

What is their return on investment?

9.

To summarize, do you personally believe that microfinancing is currently a good or a bad
thing for the clients who claim its services?

10.

How do you see microfinancing improving in the future?
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Appendix B: Interview Questions – responsAbility
1.

What can you tell me about the investors working with responsAbility?

2.

What problems did responsAbility experience in the past?

3.

What is responsAbility’s criteria in choosing the MFIs they want to work with?

4.

How does responsAbility contact and manage their microfinance institutions?

5.

Are there clients who have gotten themselves in a worse financial situation after claiming
microfinance services and if so, what caused this problem and what was done to solve it?

6.

What would you say are the main reasons clients are successful?

7.

If you had to criticize microfinance, what would you say?

8.

To summarize, do you personally believe that microfinancing is currently a good or a bad
thing for the clients who claim its services?

9.

How do you see microfinancing in the future?
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