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MICROFINANCE

Microfinance has become an important component of development, poverty
reduction and economic regeneration strategy around the world. By the early twenty-
first century tens of millions of people in more than 100 countries were accessing
services from formal and semi-formal microfinance institutions (MFIs). Much of
the initial attention on microcredit came through work on Bangladesh’s much-
lauded Grameen Bank but there are now many different ‘models’ for microfinance
and many countries have substantial microfinance sectors.

This timely book, written by one of the major players in the UK in development
economics, explores, amongst others, topics such as:

*  microfinance and poverty reduction

*  microfinance, gender and social development

*  microinsurance

» regulating and supervising microfinance institutions.

Topical and insightful, this important text examines what has become a vast global
industry employing hundreds of thousands of people and attracting the attention
of large numbers of governments, banks, aid agencies, non-governmental organi-
zations and consultancy firms.

David Hulme is Professor of Development Studies at the Institute for Development
Policy and Management, Associate Director of the Brooks World Poverty
Institute and Director of the Chronic Poverty Research Centre at the University
of Manchester.

Thankom Arun is Reader in International Finance at Lancashire Business School,
University of Central Lancashire and Honorary Senior Fellow of the School of
Environment and Development at the University of Manchester.
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PREFACE

The origins of this collection lie in the demands from our students at the Institute
for Development Policy and Management (IDPM) at the University of Manchester
for a textbook on microfinance. We struggled to find the time to write such a book,
and we doubted our intellectual ability to achieve such an ambitious goal, so we
settled on editing a set of readings. In this book we try to help students who are
relatively new to microfinance, and practitioners looking for an entry point into
the vast academic literature, to become acquainted with the main ideas and debates
about microfinance. The book is the outcome of screening more than 400 published
books and papers on this topic.

In the text that follows we have sought to introduce the student and/or practitioner
to some of the best known writers on microfinance, to the ideas that have shaped
the growth of today’s ‘microfinance industry’ and to provide some coverage of the
major regions of the developing world. Inevitably we have had to leave out many
papers that have been seminal to our own understanding of the theory and practice
of microfinance. There are many authors, papers, issues, institutions and country
case studies that we have been pained to omit.

The papers have been selected so as to be accessible to undergraduate and
graduate students in the social sciences and to the practitioners of microfinance who
come from very varied backgrounds. We have not included the recent burgeoning
econometric literature on microfinance. This is partly because they are often incom-
prehensible to folk who have not undertaken postgraduate studies in econometrics;
partly because some of them draw conclusions that are based on highly dubious
assumptions (sometimes hidden away in small print); and, partly because some of
them ask foolish questions. To a university-based econometrician with a dataset,
asking ‘Is group lending better than individual lending?’ may seem sensible. But, as
any practitioner will explain, both models are excellent ... wherever they work well.
The evolution of the microfinance industry has depended on specific institutions
developing products that meet client needs at a reasonable cost in specific contexts
and not on the identification of laws of development economics.

Many people have helped to assemble this collection. First and foremost we
must express our gratitude to the contributors and to the publishers of their original
papers and books. We are especially grateful to David Clark, Leonith Hinojosa,
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PREFACE

Karen Moore, Lemmy Manje and Maneesha Chadha for support in listing and
selecting articles, seeking permissions and research assistance. Thanks also to
Stuart Rutherford and Graham Wright for comments on Chapters 10 and 14. At the
Brooks World Poverty Institute, University of Manchester, our particular thanks to
Denise Redston for coordinating and delivering the final manuscript.

Finally, our thanks to Shoba and Georgina for supporting us through this project,
and many others, and putting up with our absences overseas.

David Hulme, Manchester,
July 2008

Thankom Arun, Preston/Manchester
July 2008
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INTRODUCTION

Thankom Arun and David Hulme

Since the 1980s microfinance has become an important component of development,
poverty reduction and economic regeneration strategies around the world. By the
early twenty-first century tens of millions of people in more than 100 countries were
accessing services from formal and semi formal microfinance institutions (MFIs).
It has become a vast global industry involving large numbers of governments,
banks, aid agencies, non-governmental organizations (NGOs), cooperatives and
consultancy firms and directly employing hundreds of thousands of branch-level
staff.

Much of the initial excitement about microfinance centered on Bangladesh’s
much lauded Grameen Bank, which talked of the transformation of economic and
social structures through microenterprise loans and group formation. It propounded
a ‘bottom-up’ approach that made the social mobilization of marginalized com-
munities, and particularly women, a main focus. How times have changed. There
are now many different ‘models’ for microfinance, many countries have substantial
microfinance sectors and the main activity is on providing microfinancial services
rather than the grander goal of social transformation. Microfinance today is about
drawing the benefits of contemporary capitalism down to those with low incomes
rather than promoting alternatives to capitalism. It is part of the post-Washington
Consensus (Stiglitz, 1998) and not an alternative to the orthodoxy.

Access to financial services can be seen as a public good that is essential to
enable people to participate in the benefits of a modern, market-based economy
— analogous to access to safe water, basic health services, and primary education
(Peachey and Roe, 2004). Microfinance initiatives have emerged as an alternative
to the well documented failures of government rural credit schemes to reach small
farmers (Hulme and Mosley, 1996) and the formal banking sector to provide
services to low-income households. They pay close attention to the incentives that
drive efficient performance (Morduch, 1999) in the context of small transactions
and large numbers of clients. Many MFIs use group-based lending approaches
and thus reduce the administrative costs (or transfer them to clients) of gathering
information, contract design and enforcement of credit transactions, including loan
recovery. Over time the microfinance sector has become less the domain of NGOs
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and non-profits and more the domain of commercial organizations. There were
3,316 microcredit institutions reported reaching 133,030,913 clients at the end of
2006 (Daley-Harris, 2007). According to Daley-Harris, nearly 70 percent of the
clients were among the poorest when they took their first loan, but some observers
query this claim. In terms of the financial size of the organizations, in Bangladesh,
the Grameen Bank and the Bangladesh Rural Advancement Committee (BRAC)
have a cumulative disbursement of over US$4.7 billion and US$2.2 billion
respectively (Hulme and Moore, 2008). However, the phenomenal growth of the
sector has brought out the issues of poor management and inadequate corporate
governance among MFIs (Lascelles, 2008).

A vast printed and electronic literature has grown around microfinance but
it is dispersed across many professional and academic journals (in economics,
development studies, small enterprise development, banking, finance, sociology,
social policy and management), books, agency reports and websites. This struc-
tured reader presents 12 articles, carefully selected from a review of more than
400 publications to provide a comprehensive overview of microfinance from
an interdisciplinary perspective, and a conclusion. These readings cover the key
debates in microfinance — such as poverty, gender, client-led products, regulation
and impact assessment — along with case studies from a carefully selected range
of countries. The early chapters examine the evolution of microfinance and review
broad sets of issues. Later chapters focus on more narrowly defined issues and/or
specific case studies, such as the Grameen Bank.

The first article, by Thankom Arun, David Hulme, Imran Matin and Stuart
Rutherford (Chapter 2), examines a number of key issues about the demand of
poor people for microfinancial services and the informal and formal ways in which
these have been met. It argues that neither an emphasis on ‘supply’ (as occurred
in the 1960s and 1970s) nor on ‘demand’ (as assumed by the neo-liberals of the
1980s) is sufficient to provide services to the poor. The key is balancing supply
and demand by supporting the development of MFIs and products that have a
capacity to understand the preferences of clients and provide services that match
these preferences at affordable prices.

In Chapter 3 Jonathan Morduch, a development economist with long-term
interests in poverty and vulnerability as well as microfinance, explores the schism
between those who see ‘good banking’ as the best way forward for microfinance
and those who focus on social impacts. He warns that there is no ‘win-win’
situation in which an MFI can get the best of both sides of this debate. He argues
for proponents of microfinance to directly address the schism through further
innovation and more rigorous monitoring of achievements.

Rutherford, a long time scholar-practitioner of microfinance who has inspired
many analysts of this sector, examines the ‘need to save’ that he has encountered
in poor and near poor people in Bangladesh and other parts of the world in
Chapter 4. His argument focuses on the need for poor people to create ‘usefully
large lump sums’ (to meet life cycle events, emergency situations and economic
opportunities) out of small and irregular daily and weekly earnings. They can do
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this by ‘saving up’ (conventional saving), ‘saving down’ (borrowing a lump sum
and then repaying it by making small, daily or weekly savings in their consumption
behavior) or ‘saving through’ (joining clubs that involve making regular savings
and getting a lump sum at some stage during the savings cycle). He concludes that
poor people have insufficient opportunities to engage in ‘basic personal financial
intermediation’ — effective microfinance can help remedy this situation.

In Chapter 5 Marguerite Robinson, who spent many years studying and advising
on microfinance in Indonesia, looks at the ‘absurd gap’ between supply and
demand in microfinance. She identifies two main approaches to microfinance —
‘poverty lending’ and ‘financial systems’. The former seeks to reduce the poverty
of'its clients using foreign aid supplied subsidies. The latter focuses on developing
savings and lending services that meet the needs of poor and non-poor households
and that are profitable — so that they can be expanded on regional and national
scale without needing donor subsidies. Her argument is detailed, so we have had
to shorten some sections. It makes a powerful case for MFIs to pursue a ‘financial
systems’ approach.

Paul Mosley and Hulme explore an aspect of Robinson’s analysis in Chapter 6.
Drawing on their empirical research in several countries (Hulme and Mosley, 1996),
they argue that microenterprise credit has a more significant impact on the incomes
of the non-poor than the poor. At the time they wrote this piece it confronted the
dominant discourse about microcredit that was used to develop the microcredit
summits — ‘microcredit always works’. They argue that their finding occurs because
the poor have a greater need to divert microenterprise loans to consumption, are
more likely to have to sell assets because of adverse shocks and have a more limited
range of investment opportunities than better-off people. On a more positive note
they identify product design features that can help improve the poverty impacts
of microcredit. The findings of this paper have been influential but its methods of
analysis, and conclusions, have been challenged in recent times (Morduch, 2008).

Chapter 7 (by Matin and Hulme) looks at one of the schemes that have been
designed to help very poor people in Bangladesh reach an economic and social
position that will permit them to take advantage of microfinance, and other
economic opportunities. Matin is Head of BRAC’s Research Department and
Hulme has studied BRAC since 1992. BRAC is a major provider of microcredit
but in the 1990s it realized that its microfinance schemes where not reaching the
poorest. Using the knowledge it had gained from food aid programs it developed
a ‘Targeting the Ultra Poor’ (TUP) program that provides a cash stipend, social
development and business training and an asset transfer (often cows, goats, ducks
or chickens) to very poor women. Many of the women participating in TUP have
subsequently joined BRAC and other microfinance schemes. For a more detailed
review of TUP see Hulme and Moore, (2008).

In Chapter 8 Naila Kabeer explores the reasons why recent evaluations of the
empowerment potential of credit programs for rural women in Bangladesh have
arrived at very conflicting conclusions. Kabeer is at the Institute of Development
Studies, University of Sussex and has spent many years researching issues on
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poverty, gender, and social policy. Although the evaluations use somewhat
different methodologies and have been carried out at different points of time,
the paper argues that the primary source of the conflict lies in the very different
understandings of intra household power relations which the different studies draw
on. It supports this argument through a comparative analysis with the findings of a
participatory evaluation of a rather different credit program in Bangladesh in which
the impact of loans was evaluated by women loanees themselves.

Monique Cohen opens up the debate on the need for a client-led focus in micro-
finance in Chapter 9. The solutions to the concerns on competition and dropout are
defined in terms of more responsive products, the creation of new products, and
the restructuring of existing ones in line with the client-led agenda. Appropriate
products will not only benefit the operations of an institution they will also have a
positive impact on the wellbeing of the client, reducing the risk of borrowing and
the poor’s vulnerability.

Several iconic institutions have been exceptionally influential in the evolution
of microfinance. While Bank Rakyat Indonesia (BRI) and Bolivia’s BancoSol
are discussed by Robinson in Chapter 5, Chapter 10 reviews the evolution and
present status of the world’s best known MFI — the Grameen Bank. It is an original
paper specially written for this volume by Hulme as the bulk of the literature on
the Grameen Bank fails to note that it has transformed its organizational goals
and business model since 2001. The paper argues that the Bank has put aside
its ‘poverty lending’ approach (Grameen I) and adopted a ‘financial systems’
approach (Grameen II). It is no longer in danger of financial collapse, as was the
case in the late 1990s, and is one of Bangladesh’s fastest growing MFIs with more
than 6 million clients. However, its claims to being a bank for the poorest are now
rather tenuous.

In Chapter 11, Warren Brown explains the microinsurance products which have
gained prominence recently. Microinsurance refers to financial services that use
risk pooling to provide compensation to low-income individuals or groups that are
adversely affected by a specified risk or event. However, he questions whether the
majority of MFIs have the expertise required to support insurance products, such
as pricing, and whether the target clients actually want insurance or other risk-
managing financial products.

In recent years most countries in which microfinance has become significant
have been examining their regulatory systems. Arun, in Chapter 12, reviews the
issues of supervision and regulation for MFIs. There is an argument that MFIs
are unlikely to achieve their potential unless they are in an effectively regulated
environment. Many MFIs have looked to deposit mobilization as the primary source
of funds for their growing loan portfolios. The incentive for MFIs to be regulated
is the legal right regulation gives to accept deposits for on-lending, and thereby to
expand the scale of their programs. How effective is it to license these institutions
when the majority of them are dependent on the continuing availability of subsidies
is the real issue. Issues of self-regulation, rating agencies, cost of supervision and
the role of prudential versus non-prudential regulation are also important in MFIs.
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However, regulatory and supervisory issues in microfinance should lead to better
organizational structures, legitimacy, independence and market growth.

Evaluating microfinance programs remains a major activity as the industry still
attracts donor support and many funders and NGOs have asked (and are asking)
whether microfinance should be prioritized or whether there are other types of
program that are a greater priority. In Chapter 13 Hulme reviews the approaches
and methods that can be used for microfinance impact assessment. It contrasts the
market-based perspective (if microfinance meets client needs and covers its own
costs then it is successful) with the more demanding poverty-impact perspective
(the direct and indirect impacts of microfinance must be measured and compared
with the costs incurred — economic and social). Further, Hulme contrasts the high
‘scientific’ approaches preferred by econometricians (now promoted by MIT’s
‘The Abdul Latif Jameel Poverty Action Lab’) with the more organizationally
focused moderate cost impact assessments that are the base of most evidence about
microfinance. He believes that high quality scientific evaluations will be relatively
few and that there is a real danger of those that seek ‘laws’ of development
economics not understanding that microfinance has to be context specific and that
MFTs usually evolve and learn — they are not designed and then implemented as
naive, normative theory promises.

In the concluding chapter (Chapter 14) we speculate on the ‘Future of
Microfinance’, particularly on the ways in which the sector may evolve over
coming years as a set of services that raises the prospects for low-income house-
holds. It has been widely accepted that microfinance is not a magic bullet that
automatically lifts poor people out of poverty through microenterprise. The
trends of commercialization in microfinance benefits consumers in terms of lower
prices, product and service innovations, improved product and service quality
and technological advancements. The microfinance sector seems set to continue
to expand and diffuse through different forms such as specialist MFIs and formal
banks. However, the speed and nature of these processes is still unclear and we
may need to continue the efforts to provide access to financial services to those
people and regions who still have very limited access to finance.
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2
FINANCE FOR THE POOR

The way forward?

Thankom Arun, David Hulme, Imran Matin and
Stuart Rutherford'

2.1 INTRODUCTION

Since the 1980s, microfinancial services have generated considerable interest
among academics, donors and development practitioners as an alternative to the
documented failures of government rural credit assistance to reach low-income
households (Hulme and Mosley, 1996; Johnson and Rogaly, 1997).The failures
are attributed to causes such as urban-biased credit allocation, higher transaction
costs, interest rate restrictions, high default rates and corrupt practices. The reasons
for poor loan recovery are related to inappropriate design features, leading to
incentive problems, and politicization that made borrowers view credit as political
largesse (Lipton et al., 1997). These failures stimulated a set of innovative financial
institutions in several corners of the world which began to prosper and attract
attention, especially in Bolivia, Bangladesh and Indonesia. These microfinance
institutions (MFIs) share a commitment to serving clients that have been excluded
from the formal banking sector.

The development of the microfinance sector is based on the assumption that the
poor possess the capacity to implement income-generating economic activities but
are limited by lack of access to and inadequate provision of savings, credit and
insurance facilities. This approach also breaks from the directed credit strategies
by reducing the government involvement and by paying close attention to the
incentives that drive efficient performance (Morduch, 1999). The developments
in microfinancial services have been based on a prototype delivery model that
is considered the best answer to capture financial needs of the poor in various
socioeconomic and institutional systems. However, after two decades of experience,
a better understanding of the financial service preferences and behaviours of the
poor and poorest is still needed to expand the scope of microfinance initiatives
in addressing the concerns about welfare implications of MFIs (Morduch, 2000;
Matin and Sinha, 1998; Gulli, 1998; Rutherford, 1999).

Following the Introduction, Section 2.2 of this chapter explores the fallacy
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of the misconceptions regarding the poor and savings. Section 2.3 reviews the
role of informal providers and mutual finance in relation to saving by the poor.
Section 2.4 explores the recent microfinance initiatives in the formal sector,
with the distinctiveness of MFIs and the possible welfare impacts of MFIs being
discussed in Section 2.5. Section 2.6 draws out the main conclusions of the
chapter and highlights the importance of matching demand and supply initiatives
in microfinance.

2.2 THE POOR AND SAVINGS

The popular conception about the inability of the poor to save is not true. The nature
of the ‘Lilliputian economy’ in which the poor operate involves high levels of
insecurity and risk that lead to the use by the poor of savings and credit mechanisms
as substitutes for insurance (Platteau and Abraham, 1984; Alderman and Paxson,
1994; Fafchamps, 1995). The poor may save money as it goes out (keeping a few
coins back from the housekeeping money) as well as when it comes in (deducting
savings at source from wages or other income). Also reciprocal lending, which
is very common among the poor, making up the bulk of financial transactions for
poor people (Matin and Sinha, 1998; Dreze et al., 1997), demonstrates the poor’s
capacity and willingness to save. However the idea behind savings is to get a
large lump sum, which is not possible through their daily patterns of living. The
interconnectedness of the roles of savings, credit and insurance leads one to think
about the motivation behind savings which can be expected to be in broadly three
categories of life cycle needs, emergencies and opportunities.

Life cycle needs such as childbirth, education, marriage, home-building, old
age, funeral expenses, festivals and the desire to bequeath a lump sum to heirs
vary from region to region. These can be anticipated as they require relatively large
sums of money to be amassed. The amount of cash needed to meet such expenses
is much larger than can normally be found in the household. Emergencies also
create a sudden and unanticipated need for a large sum of money. Idiosyncratic
emergencies such as sickness or injury, the death of a breadwinner, the loss of
employment and theft, or the covariant emergencies such as war, floods, fires and
cyclones, create a sudden need for more cash than can normally be found at home.
There may be opportunities to invest in an existing or new business, to buy land or
other productive assets, or to pay a bribe to get a permanent job.

Other than savings, the poor can obtain lump sums through selling assets, and
through mortgage and pawn. In a large number of cases, poor people sell in advance
assets that they do not currently have but expect to hold in the future, such as
the sale of crops. The second method, mortgage and pawn, enables poor people
to convert assets into cash and back again, which may not always be realized.
However, both these methods require the user to have a stock of wealth in the form
of an asset of some sort, of which poor people often have very few. The saving
method enables the poor to convert the small savings into lump sums through a
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variety of mechanisms such as savings deposit, loans and insurance. The savings
strategy helps the poor to develop an asset base to protect against risks and shocks
in the future. However the success of this strategy depends on the understanding
of the informal arrangements that the poor themselves innovate and use varies
from region to region.

The financial diaries® prepared by poor households in urban and rural areas in
Bangladesh and in India reveal that the respondents patch together a wide array
of informal financial arrangements with semi-formal and formal services. All
households in the samples engage in money-managing practices and on average
the Bangladeshi households push or pull through financial services and devices
each year a sum of money (US$839) equivalent to two-thirds of their annual cash
income. In the Indian case, households enter a fresh financial arrangement (with
a moneylender, money guard, savings club or formal provider, among others) on
average every two weeks. In Bangladesh, among 42 households, 33 types of service
or device have been used. These households see financial services as a day-to-day
activity, neither as a right or privilege nor as a reward or enticement for engaging
in some form of approved behaviour. These diaries reveal that poor people want
reliable, convenient and flexible ways to store and retrieve cash and to turn their
capacity to save into spending power, in the short, medium and long term on a
continuing basis (Morduch and Rutherford, 2003).

This experience shows the fallacy of the prevalent conception that the poor in
general cannot save. This leads to an overemphasis on the promotional role of
financial services as credit for investment. The better conceptualizations of the
poor as a heterogeneous group, of vulnerable households with complex livelihoods
(Carney, 1998; Scoones, 1998; Ellis, 2000), explores the need for microfinancial
services to be redesigned as client-centred organizations to help the poor to be more
likely to achieve the goals that they seek to achieve.

2.3 MUTUAL FINANCE, INFORMAL PROVIDERS AND
SAVINGS

Credit can be provided in different forms and varied institutional arrangements
such as standard loan or through different informal channels. Informal providers
are a mixed group, such as moneylenders, pawnbrokers and traders, who have in
common the fact that they provide unregistered sources of credit. The main sources
of informal financial credit services are (i) lending by individuals on a non-profit
(and often reciprocal) basis; (ii) direct but intermittent lending by individuals with
a temporary surplus; (iii) lending by individuals specializing in lending, whether
on the basis of their own funds or of intermediated funds; (iv) individuals who
collect deposits or ‘guard’ money; and (v) group finance (for a detailed discussion
on these various categories, see Matin et al., 2002). Informal providers are ready
to accept collateral in different forms that are unacceptable to formal providers.
They are part of a localized scale of financial intermediation and have much better
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information regarding the activities and characteristics of borrowers.

The type of informal finance that makes the greatest contribution to additive
savings® is mutual finance: group-based or reciprocal financial services. Other
than the mutual finance schemes, the level of intermediation is either absent or
very localized for informal finance. Moneylenders normally rely on their own
funds and do not accept receipts (Binswanger and Rosenzweig, 1984). The major
attractions of mutual finance arrangements as effective financial intermediaries
are (i) reciprocity, or the inbuilt provision of borrowing at short notice which
serves as a kind of access to a liquidity-guaranteeing function which is especially
important to business; (ii) being able to save in small instalments; (iii) provision of
disciplined environment for saving; (iv) convenience and absence of formalities;
and (v) meeting liquidity preferences by permitting savings to be hidden away from
the demands of friends and relatives.

Getting access to a useful lump sum through building mutual savings is central
to informal group finance schemes. In such arrangements, groups of individuals
pool their savings and lend primarily to each other. The credit extended by group
finance arrangements is the financial product which incorporates the functions of
savings and insurance, which the poor households tend to use to a greater extent
than the non-poor. The two main methods of group financing are savings services
provided by rotating savings and credit associations (ROSCAs*, where the case
rotates evenly between all the group members), and accumulating savings and
credit associations (ASCRAs, where some members borrow and others do not).

In ROSCAs, the equal periodic savings of every member are pooled together
and given to each member in turn. The number of poolings depends on the number
of members and the cycle comes automatically to an end when each member has
taken their turn. In an ASCRA, the pooled savings of the members may accumulate
until such time as one or more members are willing to take them on loan. ROSCAs
are often classified under informal credit and considered predominantly a means
of acquiring indivisible consumer durables (Besley et al., 1990). ASCRAs lack the
clarity of ROSCAs, which demand more management skills to succeed. However,
ASCRAS can be put to uses like insurance more easily than ROSCAs, and manage
intermediate savings over longer periods of time. The continuing prevalence and
growth of these arrangements have negated the apprehension about the viability of
these arrangements in the long run and Brink and Chavas (1991) show that these
institutions are built on sound microeconomic foundations.

As mentioned elsewhere, credit often serves as an insurance substitute in informal
finance.’ However a substantial number of households, particularly the most poor,
appear ill-equipped to handle risks even to smaller extent (Alderman and Paxson,
1994; Morduch, 1997). Many of the risks faced by low-income households are
insurable and it has been proved that well designed insurance products can have
a significant development impact (Brown, 2001). Many of these mechanisms
are costly: for insurance, in rural India, households may sacrifice as much as
25 per cent of average income to reduce exposure to shocks. However insurance
products which could reduce the vulnerability of poor people to negative income
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shocks, a salient dimension of vicious circle in which the poorest are trapped, are
a priority area for experiment and innovation (Mosley, 2001).

2.4 MICROFINANCE AND THE FORMAL PROVIDERS

The increasing levels of transaction costs in small-size loans have an impact on
formal sector institutions in financing the poor, while the charging of a standardized
price makes the transactions unattractive to the poor as well. However in many
countries (for example, Kenya, Malawi and Sri Lanka) the post offices run savings
schemes that are widely used by low-income households, and in some countries
(such as Sri Lanka and the Philippines) formal banks engage in pawnbroking.
Recently certain examples emerging from different countries indicate that the
formal sector is trying to develop new methods to link with microfinance initiatives.
Here we review three such schemes form Indonesia, Bangladesh and India.

2.4.1 The Bank Rakyat Indonesia’s unit desa (UD) scheme

The Bank Rakyat Indonesia (BRI) is notable for its success in delivering con-
ventional banking services to low-income clients. In 1984, BRI established the
unit desa (UD) or village bank system to reach the rural clientele. The scheme
operates as a separate profit centre and has received a high degree of autonomy of
operation from BRI. The scheme has developed products that have enabled it to
work profitably with low-income households and it is more convenient for bank
clients. The flexibility in saving services is an important aspect of the UD scheme,
which offers convenient banking hours, a friendly atmosphere, unconstrained
withdrawals and a range of incentives including bonuses and raffles. Deposit
mobilization has been very successful under this scheme which relies on agents
who have extensive knowledge about borrowers and local systems. A client may
also take out loans with a range of convenient terms and repayment frequencies.
The UD scheme also proved highly resilient to the shock of Asia’s financial crises
in the late 1990s.

2.4.2 The Gona Bima (popular insurance)
scheme of Bangladesh

In Bangladesh, Delta Insurance, a large private insurance company, launched a
Gona Bima (popular insurance) in 1994. It markets a life insurance product that has
been designed to reach the poor in large numbers and has clearly benefited from
the experience of MFIs like Grameen Bank. The product is a 10-year contractual
savings account with fixed monthly premium payments leading to a one-time lump
sum payout at maturity, along with accumulated interest.

The insurance element is provided by the guarantee that the death of the
insured at any time during the term will trigger a full payout as if the term has
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been completed. The bureaucratic procedures such as medical examinations are
minimal in the delivery mechanism of this scheme. Gona Bima rents simple office
accommodation in rural and urban centres staffed by field workers who collect the
premium from customers arranged in groups in the villages and slums. The smallest
monthly premium accepted is about two US dollars. The office then relends the
premium income to its customers in loans whose terms are similar to those of the
Grameen Bank. However the scheme is now facing major problems because of
administrative problems that threaten its financial viability.

2.4.3 Self-help groups (SHGs) in India

The SHG programme in India, a distinctive microfinance programme which is
based on the existing banking network in delivering financial services to the poor,
is a recent phenomenon (Arun and Mosley, 2003). The Reserve Bank of India
(RBI) has instructed all commercial banks to participate and extend finance to
SHGs, extending this to regional rural banks (RRBs) and cooperative banks in
1993. As in most group lending, peer pressure operates among the members and
no group member may receive a loan while any member is in default on their
loan instalments. Also the members are aware that, to obtain loans from banks,
they have to produce evidence of credit history which could develop through the
repeated rotations of savings to mutual credit among the members. The groups
themselves, however, clearly build on the traditional institution of the ROSCA, and
provide access to both savings and credit for the asset-less poor. Such groups are
eligible for loans from banks, usually accompanied by training, after six months
of savings and credit operations.

The formal financial institutions extend loans to highly performing SHGs® in
certain multiples (mostly in the range of one to four times) of the accumulated
savings of each SHG. The RBI has allowed banks to decide on the interest rates to
be charged to the SHGs. These loans are sanctioned to the SHG as a whole and do
not contain any instructions on disbursement among the members. The groups will
prioritize the purposes for which loans are to be given to its members, which vary
from emergency and consumption needs to acquisition of income-generating assets.
The group is collectively responsible for the repayments as well. The individual
members maintain their own accounts with SHG; banks of non-governmental
organizations (NGOs) do not have direct contact with individual members.

2.5 WELFARE IMPACTS OF MFIS

MFTIs are different from small-scale commercial and informal financial institutions
and from large government-sponsored schemes. MFIs are independent of government
and/or have a high degree of autonomy from bureaucrats and politicians. The
primary clientele of these institutions are those who face severe barriers in gaining
access to financial services. There is also an acceptance that what households
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need is access to credit, not cheap credit. Some of these MFIs are financially
successful, boast repayment rates above 95 per cent and constantly check the levels
of subsidy and inefficiency. The real innovations in these schemes are the concepts
such as a group lending contract and incentives for loan repayments. Repayment
incentives may include several devices, such as larger repeat loans, access to loans
for other group members and cashback facilities for clients who repay on time.
Many MFIs permit people to acquire useful lump sums through loans and allow
borrowers to repay the loan in small, frequent and manageable instalments, further
supported by quick access to larger repeat loans. The flexibility in repayment
options is an important feature of MFI operations which allows borrowers to
repay out of existing income, freeing the borrower to invest the loan according to
their needs.

The studies have shown the positive impacts of microfinance initiatives on socio-
economic variables such as children’s schooling, household nutrition status and
women’s empowerment (Johnson and Rogaly, 1997). The ways in which financial
services affect household welfare and food security can be grouped into income
generation, cost efficient management of assets and liabilities, and diversion of
use for immediate consumption needs (Zeller, 1996). Income generation decreases
the cost of income smoothing by allowing households to engage in more risky but
also more profitable activities. However some studies have argued that there is a
significant difference between income generation and reducing poverty (Wright,
1999). The use of which income is put is an important variable in determining the
poverty which is neither linear nor static. The second and third methods are related
to decreasing the cost of consumption smoothing through allowing households to
hold and retain better combinations of assets and liabilities or through increasing
liquidity for direct consumption smoothing.

However there are apprehensions about the capacity of MFIs to provide services
and products for the poorest of the poor category (Hulme and Mosley, 1996).
The real challenge in serving them is to identify the beneficiaries from various
categories, such as financial services alone, non-financial services along with
finance, and non-financial services before participating in market-oriented finance
(Meyer, 2002). Hulme (20