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Foreword from the APPG officers

The AHParty Parliamentary Group on Microfinance, estdigis by Annette Brooke MP in 2002, is a leading UK
forum for Parliamentarians, practitioners, academics and -gowernmental organisations interested in
microfinance. What attracted the members of the APPG to the issue of microfinance in the first plaadelias

that poor people should have the opportunity and support to tackle their own poverty, no matter where in the
world they live. Part of what is needed in order to do this is access to fair financial services. We therefore come to
this debate withK S RSaANB (G2 aSS GKS o0Sad az20Alt 2dzid2YSa LI
In these times of change and reflection for the microfinance community we feel that we have a strong role to play
in providing a forum for debate and challenging some of the orth@around microfinanceThe purpose of

the inquiry on which this summary report is basedhs to use the evidence submitted to us by academics,
practitioners and funders in order to build up a picture of what microfinance is now and to provide
recommendatbns for how the sector should progress from here in order to live up to its promipeouidinga
substantial boost to poverty reduction. We hope that this will provide both a major contribution to the debate,

and also a stimulus for further discussion.

Our inquiry did not concludthat any one form of microfinance is illegitimate. There have clearly been problems

in the sector, most obviously in commercial microfinance although the problems we discuss in this report do
occur in the noffor-profit sectoras well. Professor Muhammad Yunus has recently argued that microfinance has

I WOoNIYRAY3I LINRPoOofSYQS 4 #axinisingvebnnrdial drganishtiodisISre piavidirg lthgé L
same services as socialy2 0dza SR YA ONRFAY I yOSEt KEYy QS aLBR {BEA OGO ENI NE
not deserve. In this report we have tried to offer practical suggestions for how to take a more nuanced approach
to the sector which will allow investors, donors and other stakeholders to make better decisiohsve to
engage with microfinance. We hope and believe that this will help to drive an increased focus on the social role of

microfinance, with the ultimate aim of strengthening the ability of microfinance to alleviate poverty.

The officers of the APPG widdike to thank all those who submitted written and oral evidence to this inqtliey,
panellistswho gave evidencat our oral evidence hearings held in March and April 2011, and the secretariat of

the APPG for facilitating this process and creating éport.
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Executive 8mmary

"58% of the poowho borrowed from Grameen are now out of poverty. There are over 100 million people now
involved with microcredit schemes. At the rate we're heading, we'll halve total poverty by 2015. We'll create a

poverty museum in 2036.¢ Professor Muhammad Yunus,egking to Time Magazine in 2006

G¢KS YAONRTAYIYOS Y20SYSyid KFa 0SSy Ay 2LINIGA2Yy
LINE JARS NRoOodzald SOARSYOS (KFG AlG Ada YSIYyAy3ITFdAdddQ I &
economick YR a2 O0Alf RS@OSt2LIVSyidX. dzi SOSYy 62NESI YIyeé S
iKS FANY 2LAYAZ2Y (KIFG acC | Oldzrfte ! b59walb9{ -dadsS L
SO2y2YAO | yR a2 ODrMilfordRBaténiah rittéy fespongesto this inqoy, 2011

These two quotes are illustrative of two extremes in the debate
over the impact of microfinance on poverty. Currently the
microfinance sector is undergoing a massive period of upheaval.
| After 30 years of growth, #hsector has diversified to include a
wide breadth of different interventions, products and business
models. We believe this diversification is probably a good thing,
ensuring that there are a variety of different models available to
clients¢ particularlywhere it has resulted in access to a variety
of financial services, including savings and insurance as well as
the traditional credit. However, there are clearly also big
problems: while microfinance models have adapted and grown
the environment in whiclthey operate has been left relatively
unchanged and regulatory frameworks have been slow to

RSOSt 2L hdzi 2F (G(KA& WFNBSQ Sy

many cases abundant and regulation is sparse there have

emerged concerning stories of exploitation asell as

SKS Microfinance Client, photo by Kalyan3

suggestions of significant progress out of poverty.

The Microcredit Summit Campaign Report is produced every year and is traditionally a place for celebration of the
rapid growth of the industry. In 2011, it took a step back and examined thsiahigi that have come to light,

highlighting these through the story of two microcredit clients.

Rita in Ghana received an $80 loan, along with technical education and membership of a solidarity group, whick
has enabled her to diversify her income, save@ pad OK22f F¥SSa FyR 3ISiG KSNJ Tl YA
aSlrazyé¢ o0SF2NBE GKS ONRLEA NALISYyd wiaill KFa oA3 RNBIY
L KIR YyS@SNI al SR 0ST2NB® b2¢g Lschéol fee$anddthéingedsaincliidng G |
more food. My family is better now. We eat better. | want to save more, so | can use my own money for the farm

6



AYyaaSIR 2F GF1Ay3a 2dzi t2Fyad L glyid G2 YSSG LIS2LXx S
Zaheerdrom Andhra Pradesh in India, on the other hand, was caught in a tragedy unfolding across the state. She
died in an apparent suicide on Septembef"12010. At the time of her death, she had loans outstanding from
eight different microfinance institutio totalling Rs. 160,000 (US$3,56®he had no regular income, just odd
220a Ay G266y LI @AYy 02dzi wad cnn obmMolO F 6SS1T o {1
% KSSNF Qa4 Kdzaol yR SELX ' AY SR & ¢ KA aot Hade thé Eourdge i@ fBed® Y &
group members, leaders and loan staff without making payments and there was nowhere from which we could
NBLI& ff GKS Y2ySeéé¢o

It is our thesis that the approach to microfinance taken by donors, practitioners and evenanides; has so far

been inadequate. In order to ensure that no microfinance client finds themselves in the position that Zaheera did,
and that ever larger number of clients are able to use financial tools to help them move out of poverty like Rita, it
is absolutely essential that we recognise two facts: firstly, that credit services can cause harm as well as gooc
because they induce debt; and secondly that the sector is how so diverse that we have to assess individua
microfinance interventions on their aw merits and relate to them in appropriate ways rather than as a
universally positive social force. We must cut through the hype and take a reasoned approach to how the UK
government and other stakeholders should support the sector. Foifargprofit, sodally focused microfinance

this may mean continuing subsidies, along with encouraging increased focus on the evaluation of social
outcomes, but for commercial microfinance it is more likely to involve appropriate, rigorous, but not overly

onerous, regulatn.

The strongest message we want to send with this report is that in many (though not all) regions the sector is
currently unbalanced. While access to loans has expanded massively, other financial services have lagged. Whe
the only product available ia loan, customers will take a loan even if it is not the most appropriate solution to
their financial needs. Poor people need access to savings, perhaps even more than access to loans, as well
insurance, safe remittances and other services. Until werektcomprehensive financial services to all we cannot
GNYz & OflAY (2 0SS WRSY2ONIGA&aAYy3d FAYIYOAILT &SNIWIAOS
and other donors must play a central part in refocusing the industry. As Mark N#péeincoming Director of
Investment Innovation at CDC stated during an oral evidence session for this inquiry, donors should act as the

wOo2yaOASyOS 2F GKS YIN]SGQo

't is likely that Zaheera, like many women in Andhra Pradesh, also had outstanding loans from informal sources that
increasel the pressure on her repayments, however there is insufficient information available for us to know for sure.

7



Summary of Rcommendations

This report makes 9 key recommendations. More detail on edthese recommendations is included in the text

of the report.

1. More investment is needed in the research base to develop evidence about what microfinance interventions
work the best to reduce poverty. Donors and investors have a big role to play hereskarast academically
rigorous studies can be expensive, take many years, and many MFIs may need support to engage in rigorou
data-gathering.

2. The approach to commercial microcredit needs to change dramatically. We must recognise the limitations of
this intervention and the abuses that have in some cases been committed in the name of microfinance. More
effective and appropriate regulation (not necessarily simply more regulation) and oversight of commercial
MFIs is needed, including the establishment of dréxireaux to help reduce cases of ovadebtedness.
Donors should not support commercial MFIs with ldand capital, but could play a critical role in offering
financial and technical support to partner countries in order to develop better regulatorteregsand
institutions for commercial and ndbr-profit MFIs alike.

3. Investors must recognise that investing in microfinance does not always automatically mean the investment is
socially responsible. Where they wish to invest in a socially responsibleemémey should ensure that
sufficient information and research is produced by the MFI or fund in order to judge the social impact of the
investment. We recommend that CDC in particular takes this on board and develops an investment code for
commercial miaofinance.

4. Sociallyfocused microfinance which genuinely aims to tackle poverty and improve the quality of life of clients
should be widely promoted, and in some cases it should be recognised that programmes may not need to be
financially sustainable withdwaddition support from donors or from crossibsidisation. The UK and other
R2Y2NAR aK2dzZ R 0S -#dzd i ANVAlI a2 ScEirditBld? Biidctgeidieye they offer a
broad range of services to the poorest segment of the populationcamddemonstrate an impact on reducing
poverty and vulnerability. In addition, the UK should work with CGAP and other knowledge leaders in the
sector to develop ways that MFIs can be incentivised to offer mogepth services including savings and
WINIRM2Y LINPINI YYS&aQo®

5. All MFls that are supported by donarglirectly or indirectlyg should be pushed to implement independently
verified social performance monitoring (SPM) systems in order to clearly demonstrate their impact on poverty
and vulnerability which should include a systematic assessment of gender impacts. This can be achieved for
example through offering capacituilding support, funds for product innovation conditioned on including
SPM, and/or rewards for MFIs that engage with academicdh®ipurposes of research. Innovation is needed
on how best to encourage MFIs (particularly commercial MFIs) to embrace SPM. These activities should form
OSYdNIf LINI 2F 5CL5 FYyR GKS 22NIR .lyl1Qa alL/C!/



6. Product diversification must be increak In particular measures

must be taken to ensure that clients are able to access more t| ™

just a single oneizefits-all credit product. Savings ar¢ : 

other organisations to facilitate depogiking.
7. There are exciting areas of innovation across the microfinaf#
sector, including mobile banking which significantly reduces cqg
for clients, making products cheaper; and microinsurance, w
can provide a vital lifeline for poor people when disaster strikf
Investment is urgently needed to develop these innovatiog S 7
52y 2NA KI g8 LXlFrasSrR | Y| 22 NJ Microdrrigationin Malawi financed throughthe |37 § E |

aAONRB[ 2y C2dzfRBRW G AR
investment in the MPESA mobile banking system) and shot initiative. Photoby Lottie Heales

continue to seek out new areas in which to invest. A particularly

promising area is micro crop insurance, an exciting development hhat promise in also addressing the
effects of climate change, but requires infrastructure improvements such as effective weather data systems in
order to become widely available.

8. It was repeatedly stressed in evidence to this inquiry that microfinance doesind cannot operate in a
vacuum. It will never eliminate povertyn its own although it can make a contribution as part of a broader
AGNY 0S3Ted 9y UKdzaAlLIAY FT2NJ YAONRBTFAYI| yOS sedtdtLpdriciarly 2 i
suppat for small and mediunsized enterprises. In evidence to this inquiry DFID representatives have
indicated that they plario fund microfinance as part of a larger financial sector strategy. The APPG supports
this. It is the recommendation of this inquirpat SME financing be included in this strategy and that more
focus be placed on linking micro, small and medium producers with markets for their products and services.

9. DFID have also stated that they plan to focus more of their microfinance portfolicagiefrstates.We
welcome this focus as we believe that donor assistance should target the poorest and most marginalised
people wherever they liveWhile there are examples of successful microfinance in fragile stitere is a
paucity of knowledge on thbest practicesn these contextsL y | RRAGA 2y > WCNF IAE S &
huge variety of situations, sometimes including issues such as mobile populations and conflict which raise
particular challenges for microfinancé/e therefore recommed that DFID approach microfinance in fragile
states cautiouslyrecognising that it may not always be the best intervention for the situation, and that they
either conduct a consultation or support another body to undertake a consultation to gather dispar

knowledge from those who are operating in similar environments across the microfinance sector.



The scope of this Inquiry

YaAONRFAYLFYOSQ A& | O6NRFR GSNX GKFG OFy NBFTSNI G2 |
exclusive to marocredit, microsavings and microinsurance. It is not the intention of this report to decide what can
YR OlFlyy2G 06S NBFSNNBR (G2 Fa YAONRTAYIYOS IyR (GKSN
to any form of financial service that provided at the micréevel. This report considers how different forms of

microfinance should be supported or regulated by governments and donors.

The majority of submissions to this inquiry focused on microcredit. We believe this is in part becawsésther
currently so much controversy surrounding microcredit, but also stems from the fact that microcredit is by far the
most prevalent form of microfinance and therefore submissions came from individuals who had mostly been
involved in credit. For this rean debates around microcredit form the main body of this report. Importantly, it is
not the intention of this report to imply that credit is the most important form of financial service or that we
believe that the sector should remain focused on credicent studies suggest that savings in particular are

absolutely key to the ability of poor people to improve their lives.
Some important terms as used in this report are defined as:

1 Microcredit refers to any form of credit service offered to lemcome imdividuals not traditionally
serviced by the formal banking sector. This can be offered under several models including commercial,
sustainable and grant maintained forms. It can refer to loans for business or for consumption. It can refer
to models that ofér lending only to women or to both men and women and it can refer to lending either
to individuals or to groups (for example in the case of solidarity group lending).

1 Microsavingsrefers to any form of savings product offered to kineome individuals ot traditionally
served by the formal banking sector. It will refer to services that are offered as-atand savings
products or in the form of forced savings as a prerequisite for taking out credit.

1 Microinsurancerefers to any form of arrangement thakees lowincome individuals and businesses, not
traditionally serviced by commercial insurance schemes, make contributions to a scheme in order to
guard against specific risks. This will include those schemes that rely on regular payment of premiums as
wef £ a GK2aS GKFG FEf26 F2NJ LI e&YSyid 2F LINBYAdzy:
LINE 2SO0 GKFEG Ftft26a LIS2LAS (G2 WLI&@8Q F2NJ AyadaNly

This report will consider:

1 The quality of the evidence that spprts claims about the effects of microfinance and whether the
evidence base around microfinance is sufficient to make conclusions about how the sector should

proceed;

% Alan Doran, APPG on Microfinance Meeting 17/11/2010
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1 The different financial modeladopted by MFIsand how these have led to different midnoance
products;

1 The context that microfinance operates in and the effects that this has on the efficacy of microfinance
programmes; and

1 The future prospects for the microfinance industry, specifically setting out recommendations for the UK
Government. Br the most part these will be relevant to the Department for International Development

(DFID)but some are also relevant to other institutions including CDC.

Members of Kitogani Voluntary Savings and Loan Association (facilitated by Care International), pay into the com
funds at a regular meeting. Photo by Care International
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What is microfinance?

30 years ago Muhammad Yunus set up the Grameen Bank, not to proviiedespportunities to the poor (they
already had the opportunity to borrow from usurious money lenders), but to profaddinancial services to the
unbanked and break the poverty traps faced by so many poor people whose only option was to borrow under
exploitative conditions. Among pioneers like Yunus there was a belief in the social ideal that all people deserved
fair access to financial services, and that the ability of individuals to capitalise their businesses would ultimately

help in the fight agaist poverty.

aAONRTAYIYyOS gl & LINBaSyuSR Fa F NB@2ftdziAz2zy Ay RS¢
intervention. That is to say that it was hoped that (after initial stgstcosts) microfinance would break even with

the manageable intest rates providing enough to cover the expenses of the organisation, and would therefore
not need ongoing injections of cash from outside donors. The industry has indeed grown massively with the
Microfinance Summit Campaign reporting that as of 31 Decen@®®9 3,589 microcredit institutions were
reaching 190,135,080 clients. Bangladesh, where an estimated 25% of rural households are direct beneficiaries c
microfinance programmes (Khandker, 2003), is the plainest example of the ability of microfinanqeatal. For

some this shows microfinance to be a resounding success; for others it is indicative of an industry that has beer

allowed to grow too fasand without proper oversight.

Since the 1970s, the concept of microfinance has developed considerabth@mission statements adopted by

microfinance institutions (MFIs) now show significant diversity. Some common objectives are:

1 Reducing individual poverty through allowing people to invest in business(es).

1 Ensuring that poor people are less vulnerablénmome fluctuation.

1 Improving local and national economies by encouraging enterprise and increasing employment and
production.

T ¢KS RSY2ON}I GAalGAZ2Y 2F FTAYFYOALf ASNBAOSazZ I|faz

There has been some criticism of the diveraiiien of mission statements beyond the ultimate goal of poverty
NERdAzOGAZ2Y® LYy KA&a oNARGGSY SOARSYOS (2 GKAA AYldzA NE
exercise this last couple years wherein people now accept that MF has dtimegfor the poor in terms of their
poverty statusa 2 G KSe y2¢ aleée AyadSIR W KI odzi aC LINRBY2(S:
Maybe it does promote financial inclusion, but this is not what it set out to achieve. And if you kiseWl to
promote financial inclusion, then you need to specify why this is important and, most of all, indicate why and how
resources devoted to MF for financial inclusion will improve the lives of the poor better than other interventions,
suchascasht)pd FSNREZ 2NJ {a9 € SYyRAYy3a 2NJ AYFNIF &aidNHzOG dzNE & LJ

2§ RAaOdzaa (GKS SOARSYOS | o62dzi YAONRTAgporty 0SQa AYLI OG 2y
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NI AAaSR (KAd ABESESRSTANNSEZYLIRSEY YWONRTAYlI YOS Aa LN
"access to finance" and "financial inclusidn* & A F 2dzad YIF{1{Ay3 FAYEFYOAlf LINI
LIS2LX S gAatt fSIFIR (G2 | NBRAZOGAZ2Y Ay LRGSNIeX/ D!t y
L22Nb® ¢KS RIFEYISNI A& (GKFG | OO0SaanBaydididgdidheé) G KS Sy R NI

We agree with the concerns over the justifications for the support of microfinance, while recognising that the
increasing variety in the sector (now populated by among others: commercial MH&rambfit organisations,
moneylendes, banksmutuelles cooperatives and post office banks) means that a diversification of missions is
probably inevitable. While it may be legitimate for commercial MFIs to focus on financial inclusion (while ensuring
that they do no harm to clients), don@upport for microfinance must remain closely focused on the drive to
reduce poverty, and while it may value financial inclusion as a means to an end it should not accept it as an end i
itself. Throughout this report, we argue that donor support for midimeance must be based on the impact that

this has on the lives of the poor in terms of reducing poverty.

Drawing on the recent work of the authors Bbrtfolios of the Poawe recognise that the financial consequences
of poverty go beyond absolute leved$ income, to include the vulnerability caused by dramatic fluctuations in
income. We therefore view a reduction in vulnerability as an element of poverty reduction and a legitimate aim of
donor support for microfinance, although we stress that this regucshould be sustainable and not based solely

upon the availability of more credit.
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The UK Government and Microfinance

As we seek specifically to provide recommendations for the UK Government, particularly DFID, on how it shoulc
engage with the sector wleave conducted desk 8 SR NBXaSI NOK | yR Ayid2 5CL5Qa
YR KSINR 2NI}f SOARSYOS 2y GKS 5SLI NIYSyidiQa OdzZNNBy

LY | wnnu NBGASE 2F (GKS 5SLI NIYSyidQa lexderéhpRokfinyproy OS
poor finance within the donor community. DFID has made a strong contribution to sustainable impact in the
3t 20t YAONRTAYlIYOS AYyRddzZAGNEZ |yR GKA&a O2y{iNROGdziA2
DFID has suppted numerous MFIs, particularly to start up or expand coverage of microfinance services. In
recent years DFID support to the sector has increasingly been routed through broader financial sector
development programmes in which microfinance is just one comept, or alternatively through largecale apex

or wholesale funds such as the Microfinance Investment Support Programme in Afghanistan. In addition, DFID ha
financed financial infrastructure programmes such as financial sector deepening trusts inakenyanzania and
supported CGAP, the leading independent policy and research centre on microfinance, with a view to improving
the enabling environments for prpoor finance, including but not limited to microfinance. Finally, DFID has made
some very impomnt investments in innovation in the microfinance sector, including through a partnensttip
VodaphoneA y Y Sy &t O f @S Rs KWaOK | f f @ Bedmade fdmymoFiSpionesl & YSy G a

2KAES /D'tQad Hnnu NBOASG 27Ty positiveitQionotell SidnBican ghallgh@eS, ¢ 2
including lack of clarity over priorities and polgyS G i Ay 3T GKS WY NBAYFEATFGAZ2YC
andl  OASg 2F YAONRTAYFIYOS |a | &aSid 2 Fcongifioa ® 2nprdving R &
practices in prepoor finance is having a better knowledge of the portfolio. Currently DFID does not have a clear

grip on the extent of financial services offered throughout the agency, especially credit components in larger
multi-sed 2 NJ LINP2S0GaoQ 2KAfES 6S 0StASOS (KIG GKSNB KI

Department since 2002, particularly in the integration of microfinance with other financial services programmes,

Al Aa GKS !'ttDQa SBELIS NMSHTOSO drfal aiRf R SIKS NIy AAYGS QiFkyS & ¢
in microfinance Finally, CGAP note specifically that in common with many other donors and the microfinance

industry as a whole, DFID struggles with how to use microfinance effectivdiffidult situations such as post

conflict and humanitarian interventions.

With the election of a new Government in May 2010, big changes are happening throughout DFID. One of the

oA3I3ASal Aa GKS ONBILFiGA2Yy 2F | yS$¢ PRtyNNBIEALE y{aSOGHRZE MG
the financial sector, including microfinance. The new Coalition Government has stated that they intend
YAONRFAYlI YOS (G2 0S02YS | Y2NB OSYyidN}Xf LI NIL 2F 5CLS

additional microfinance programmegvidencepresented byDFIDduring an oral evidence session for this inquiry

z

NE@SIFfa GKIFIG GKS ySg 5SLINIYSYGiQa LINAR2NAGASAE I NB i
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1

Focus on a full range of services, not just credit;

Focus on outreach to unbanked areas, asaky rural clients and fragile states;

Help to address weaknesses in the sector through a Microfinance Capadifyng Facility for
Microfinance inSubSaharanAfrica (MICFAC), which is being jointly designed with the World Bank and
will support MFIsd improve their operations, including in social performance management;

Incorporate their work on microfinance with wider financial sector development including regulation.

Onthe30'al @ Hwnanmm 5CL5 LlzofAaKSR We¢KS 9 yahd pr&petyFfor poBrag S

L $QF 6KAOK aSia 2dzi GKS 5SLINIYSYyGQa | LILINEI OK

I RRNBS&dasSa o6KIG 5CL5 gAff R2 2y WFAYlIYyOS F2NJ LIS2L)X S

W2 Will help more than 50 million people access savings, credit and insurance through programmes to
GRSSLISYy¢ GKS NBIFIOK 2F GKS FAYIYOAlLf &aSO02NE G2
Financial Innovation and Access in Nigeria will i€lpmillion people get access to finance by 2015. We
also help poor people protect themselves from financial abuse. Through the Financial Education Fund w
build the financial capability of poor communities. The Financial Sector Reform and Strengthening
Initiative, (FIRST), gives targeted specialist advice to help countries reform and strengthen their financial

aSO002NARDPQ

This set of priorities is ambitious and, we believe, well thought out. We have tried wherever possible in this report

to link our discussin and recommendations to practical ways in which DFID could implement these priorities.
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Theeffediveness of microfinance: what does the evidence base say?

In the early days microfinance wagnerallyknown as microcredit, asn most cases this wake only service
0SAYy3 2FFSNBR® ! 3aSaaySylcammpiyo t aBIRFINRP VY Ega OkKdz§aSa
welfare but rather, on the number of people reached. In an initially rescpom environment where targets
revolved around helpingsamany people as possible, little rigorous monitoring of outcomes took place. However,
GKS ARSI GKFG LIe&Ay3a o6FO1 F+ f21y YSIya GKS f2Fy Kt
paying back loans. Qualitative and anecdotal evidencedmasrged suggesting that in some areas (especially
where the saturation of MFIs is high) people have taken out additional loans from other MFIs in order to pay off
debts (Mclintosh et al. 2005), or else they have begged or borrowed from family and frierdsn intervention

that claims to empower this seems counterproductive.

As a result, since 1997 the Consultative Group to Assist the Poor QB&Rading policy and research centre
on financial access for the poor) has increasingly called for morétonimg and evaluation of the outcomes of
microfinance in order to be able to see how microfinance is impacting upon people and whether it is doing good
or harm In more recent years, a sometimes rancorous debate has arisen over whether the microfiearme s
can provide evidence that it is contributing to poverty reduction, or achieving the social impacts it claims. This
section of the report investigates the evidence base as it currently exists, and gives recommendations for how it

should be developed.

Most of the evidence regarding microfinance that has been produced so far relates almost exclusively to
microcredit, andat the present timethere have been relatively few studies conducted of the impact of other
forms of microfinance such as microsavimgsmicroinsurance. It is for this reason alone that this section deals
predominantly with the evidence surrounding microcredit. Given the potential of microsavings and
microinsurance to reduce vulnerability without debt, it is the suggestion of this rapattmore research should

be conducted into these and other alternative, roredit microfinance products, especially as the small existing
evidence base suggests that savings can have a significant positive impact on increasing welfare; a study by Dup
and Robinson quoted in written evidence to this inquiry from Nathanael Goldberg demonstrates increased
expenditure on crucial items such as food due to m&awings initiatives, whiléahe randomized impact
assessment data on the ongoing CGaRd Bandhart A f 2 02 F WINI Rdzl G A2y LINE I NI
programme of stipends, savings and sometimes credit for 4pitrar customersdiscussed in more detail on pB4

is showing positive impact.

Findings fronmexistingresearch on microcredit

Where submisions to this inquiry referred to the quality of the evidence base most noted that there is not a
O2yaSyadzaa 2y oKIG GKS S@ARSYOS aK2ga Foz2dzi GKS AYL
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for such a long time, few reliable statisticaltaaeries exist that could prove that microfinance has been a main

“Z

FILOG2NI G O2y GNRodziAy3a (2 GKS NBRAzOGAZ2Y 2F L2 IFSNIe:

Both positive and negative impacts from microcredit have been detected in research, and there is a heated and
complex @bate over the methodological reliability of the findings of many of the key studies involved. A more
detailed discussion of thmethodological problemgplaguingthe existing evidence base is in Appendix 1. In this

section we have picked out the most saligoints.

Positive impacts include increases in household
expenditure and consumption, reduction in
income fluctuation and vulnerability, and
increases in durable assets accumulated by
households.It is often argued that He most
reliable studies in tens of their academic
rigour are Randomised Controlled Trials (RCTs
While these trials certainly have a place, they
have been criticised on the basis that it is very
difficult to genuinely implement an RCT for
microfinance, as well as for ethical reasdns

do withholding interventions from the control

group (written evidence from Marcus Fedder,
Dr Maren Duvendack and Dr Richard Palmer
Jones) So far these studieBave demonstrated

mixed, and limited, impacts. Although some

increases in business creatiomrofits and

Lina Limo, 38, at her bread store in Lelboinet, Kenya. Phoflmbn Briggs

expenditure have been detected among various
groups involved in RCTihe studies have not detected a substantial impact on poverty, health, education or
G2YSYQad SYLRGSNNSY(GzZ 2N I ye Snyiehodnelitdtols hdve nateBeishort 2 y
timescales over which RCTs have currently been conducted, which are commonly a year to eighteen months, an
argued that poverty reduction happens over a longer term. Follgwstudies are being conducted on some RCTs

to help illuminate this pait, but are not yet available.

* RCTs are studies that use one randomly selected test group and one randomly selected control group to create a fair wofitgariso

test group are offered a treatment (in this case a microfinance product) and then the outcomes are comparend wihtrol group. In
YSRAOFIf NBaSFENDKI GKS FTASEIR Ay 6KAOK w/ ¢a HNB YROZG Y&I WM HEE & Kdz
subject of the trial nor the researcher knows whether an individual subject is part of the contfeé test group. In microfinance it is

slightly different, because obviously the client will always know whether they have received &lfaning said this, the best studies,

where possible, do ensure that the researcher does not know which group ahgtsis in before conducting analysis in

order to ensure preconceptions do not influence the interpretation of the data
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A particularly notable study showinggative impacts ia paper produced by the Asian Development Bank (ADB,
2007), which stated that in the Philippines, while microcredit was found to improve the income of many clients,
the intervention impacted on the poorest clients in a regressive way, actually making them pbigeussion of
additional studies is included in AppendixThe problem seems to be that microcredit is rabvaysa poverty
reducing tool and much of the litature has not made allowances for the different outcomes experienced by

individuals.

Perhaps the most important point we wish to make about the current evidence base on microcredit is that most
research up to this poing both that showing positive impacind that showing negative impact has made
general and sweeping conclusions that microcredit either moves people out of poverty or doé€3neotbf the

most important methodological problems is the lack of nuance in studies. The microcredit industtseraedy
diverse, and it was suggested by contributors in our oral and written evidence (Rosalind Copisarow, Anton
Simanowitz and Paul Mosley in particular) that this needs to be reflected in the evidence that is being produced.
Most microfinance studiesks2 dzf R y 24 06S 3ISySNIfAaSR a WyS3alriAagdsSa
complex and demonstrate that microfinance has different impacts upon different client groups, so seeing them in
black and white terms can be unhelpful. It is far moreductive for research to demonstrate to us how and

where mcrofinance is working or not.

Ultimately, there is not sufficient highuality nuanced evidence to be able to make a final conclusion over
whether microfinance works, and in fact our sense ig thi is the wrong question to ask. Microfinance is not all

the same. The welespected(though still shorterm)w/ ¢ O2 GSNAY A { LI yRI yiel@as A YL
about the impact of a particular model of commercial microcredit in a heavily satliraterofinance market, but

will tell us nothing about the impact of a socidibcused NG&ed microcredit programme in an underserved
market like rural Zimbabwe. It does not make sense to assume that we can come to a single conclusion about the
impact of microcredit, just as we could not come to a single conclusion about the impact of banking on poor
LIS2LX S Ay GKS ! Y® hLILRNIdzyAde LYOGSNYylFGA2yltQa gNRIQ
feel it is impossible to answer this questiosing just one impact assessment, regardless of the rigour or scale of
the study. Each individual study is specific to the geographical area that it is evaluating, since microfinance work:
RAFFSNEByiGte Ay SIFEOK t20FGA2y 6KSNB Al A& AYLX SYSyi:

Instead, we Bed to focus on identifying through research firm conclusions over the efficgugrtdéular models

of microfinance in particular situatioks Wg KSUGKSNE dzy RSNJ g KI 0 OANDdzyaidl y
working as Richard Palmdones puts itFew rgorous studies have yet been conducted of microfinance that has

a close focus on social outcomes. This does not mean that these interventions do not reduce pawgidy
FTAYRAYIE FTNRBY aCL&Q 24y Y2YAG2NAYy 3 O redurtidn/ dittough K&y ¢

®This RCT has been extensively quoted by all sides in the microfinance debate, although it has also been criticised for
omissiondn design and implementation (Richard Palrienes, in correspondence with this inquiry)
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only form part of the solution and will not eliminate poverty on their ogvand future research would do well to

focus on various types of microéince in various circumstances.

The future of the evidence base for microfinance

While it can be debated the degree to which all microcredit has a responsibility to pursue reductions in poverty
rather than just democratise access to financial services, it should certainly not be the case that MFIs are
permitted to do harm. We will oglbe able to ensure that this is not the case when we effectively monitor the

impacts of microfinance interventions and regulate or alter servicesragly.

It is important that MFIs are impelled to monitor their interventiossd provide evidence orhe social impacts
particularly where claims are made that the intervention reduces povedigny MFIs submitting evidence to the
inquiry includingHand in Hand International, and the Microloan Foundatioave already begun social
performance management pgrammes while NGO Plan International requires their MFI partners to include SPM
in their programmesSome submissions to our inquiry pointed out that social performance management as it is
commonly practiced focuses largely upon issues to do witlo clients are and whether outreach to poorer
sections of the population is occurring (Marcus Fedder). While this is important, we would argue that much more
in-depth monitoring is required, which addresses the socigtomes2 ¥ (G KS 2 NBI y A &érdiake?2 y Q&
several innovations in this field F2 NJ SEI YLX S DNJ YSSy Qa t, S&E NBriprénanée dzi
Indicators development by the Social Performance Taskfag,other measures used by organisations such as
the Microloan Foundatiorg and we argue that to be meaningful and more than a PR exercise monitoring must

lookinto these more complex issues.

The burden on MFIs cannot be so great as to diminish their operational capabilities and there is scope for capacit
building fundssuchasDAIDyYy R G4 KS 22NI R . Fy1 Q& alL/C!/ (G2 Fraarald ¢

quality of microfinance as well as the evidence base aroumat works.

As well as MFI monitoring the academic community needs to be active in both quantitative arichtiyeal
research, as suggested in submissions to the inquiry from Maxwell Stamp, MicroEnsure, and Hand in Hant
International. Rigorous and nuanced quantitative research over longer timescales is important in extricating
arguments about microfinance from ¢hanecdotal level, however qualitative researchalso important for

directing research, identifying new questions and building up a picture of how microfinance works.
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RECOMMENDATIONI® evidence base

1 ADDITIONAL EVIDENCE SHOULD BE DEVELOPED THROUGH VARIED BUT NUAN(
DFID can contribute to the development of the evidence base on microfinance thr
supporting academic studies and monitoringthin MFIs. The emphasis needs to be not
WgKSGKSNI YAONRTAYIFI YOS $2N] aQs o6dzi K2g YA
be allocated on how useful they are for indicating the efficacypafticular microfinance
programmes. There also needs be an understanding that various types of research
necessary; while RCTs are valuable it is essential that other types of study are also unde
Qualitative studies may be better placed to discover mechanisms affecting progra

effectivenesshat could be missed by a quantitative study.

KNOWLEDGE SHARING BETWEEN ACADEMICS ANBoMFKkcademics and MFIs ha
important roles to play in creating a solid evidence base around microfinance. MFIs sho
encouraged to allow academics access teithprogrammes and their monitoring data.

organisations receiving public funding should be able to demonstrate their impact,
recommend that DFID investigate building academic links into grant agreements with
potentially including support offe through apex funds. MFIs and academics should

encouraged to work together to pilot new programmes and measure impacts.
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A diversifying sectaran overview of microcredit

aLy GKS 02YY2y ndnteyhidalzt &&yEhingrdndtNeopposite of itMicrofinance Association
White Paper, 2010).

Recent years have seen explosive growth in the microfinance industry. While much of this growth has been in the
commercial microcredit sector, it has also resdlte the development of exceptional diversity in the field of
microfinance¢ KA & Ay Of dzZRS& 3IS23INI LIKAOFt RAGSNEAGET lthare/ D! t
FNE F2dz2NJ GAYSA a Ylrye al @gAay3a | aledappih is the dodigadyy G a
Y2RSt Ay &Phy Subnidbidn GoSthisbigyuiry from Maxwell Stamp outlined the scale of difference
between microfinance organisationg:! & 2yS SyR 2F (KS a0FfS NS WDNJI"
female entreprendzNE FTNRY GKS LR22NBad fS@St Ay GKS az20ASdae

microfinance institutions (MFIs) serving micro entrepreneurs with growth®r,lJS 0Ga 2y | oA f I G S

One issue that arose again and again in the evidence sulimittethis inquiry was that there is insufficient
recognition of the diversity in the field Ay / D! t Q& ¢ 2hdkPb&eh ovarsh&dowRd iwaNdgulare
dzy RSNA Gl YRAY3I 2F YAONRBTFAYIYOSIT | yR i KSThisc&igeR@yfuSien G 2
among the public, media, investors and donors. While we will not be arguing in this report that any particular
forms of microfinance are illegitimate (though some organisations have clearly been behaving in an illegitimate
manner with respct to poverty alleviation), we do feel it is necessary to recognise the variation in mission
statements and the ways in which this drives a variety of outcomes. As Opportunity International commented in
GNRGUGSY SOARSYOS (2 UGKSESSRAE dAANEY &#SKGHENIIKISE AYRdAzR &
approachg i.e. organisations that have financial goals (such as a profit motive), and those that have sosial goal
68dz0K & LRGSNI& NBRAOIGAZY O ®Q

In the section below we will discuss some of the m&woms of microcredit, and the drivers of diversification in

the sector. We will then look at other forms of microfinanegliiding savings and insurance.

Three forms of microcredit: debates that have split the sector

Microfinance is remarkably diverse @it is not possible to easily encapsulate all forms, even if we are just
limiting ourselves to microcredit. However it seems fair to draw a distinction between three different types of

microcredit providers that are currently the most prevalent:

COMMERCIA Commercial microcredit encourages latgmale investment from private and corporate backers. It
uses this money to expand operations and increase profitability/efficiency and maintains itself as a desirable

investment byoffering competitive returns.

SUSTAINABLE NBDRPROFITThis model operates in a financially sustainable fashion, ensuring the services

provided make enough money to cover costs, but importadthgsnot attempt to maximise profits and often
21



clamsti 2 KI @S | &R2 dzo finfludes 2 §otidl Wissiorh yhe distinction tietween commercial and
sustainable nofor-profit models can be difficult to pin down but is essentially one of degrees. For example,
sustainable nofor-profit organisations will sometimes launch products thag¢ anprofitable (for example, one

that targets the ultrapoor and has many additional services) that will be csdssidised from more profitable
product lines. While sustainable nfir-profit organisations seek to be able to be financially and operatign
sustainable without grants, they do sometimes seek grants and investment capital (equity or debt, at market or

concessional rates), in order to more rapidly expand alreadytpldé products and activities.

DONATIONSUPPORTED N®ORPROFIT:There ae a few notfor-profit microfinance organisations that
deliberately do not push for sustainability in their operations but instead focus primarily on a social mission and
fund their ongoing operations through donated funds. Microcredit is used (as opposadgrant) for many
reasons that can include a desire to build the cash management discipline involved in regular repayment
behaviour, or the empowering aspects of giving someone a loan as opposed to a grant. These models cover the
operating costs witHunding from donors who could include traditional donors, local government subsidies, or
from crosssubsidisation from more profitable, nemicrofinance operationsThis type of institution is perhaps

the most likely to offer a broad range of financigrvices, going well beyond credit into savings, safety nets and

even cash transfers.

The next section of this report looks at some of the debates that have split the sector, teasing out the core issues

of contention that have caused diversification.

Susainability and commercialisation

Many supporters of microfinance argue that its power lies in the fact that it can help to tackle poverty while also
achieving financial sustainability. Sustainability is desirable for donors because it means more vaioadpr
sustainable programmes require only capacity building funds and then they can continue working without further
financial help. In some cases the money that was initially given by donors can even be returned. For donors, wh

are constantly under presire to increase efficiency, sustainablegrammes are very attractive.

Sustainability can be attractive for practitioners as well. If they are sustainable they no longer have to worry
aboutdonor funding running out. The Maxwell Stamp submission tokhjslj dzA NB 2 dzi f A Y SR (KA 3
GF 18 GKS LR2N aS@Sy 2NJ SA3IKG &SINE (2 NnasS 2dzi 27
be well beyond the funding time scale of many donors supporting microfin&ntiee implication is Hat
sustainability without donor funding may be necessary to keep the project running for long enough toesee th

expected impacts on poverty.

{dAGFAYlIOoATAGE faz2z KFra Iy AYLIOG 2y Iy aCLaAQ | 0Af
found themselves facing difficulties increasing their outreach because while they were sustainable, growth was

slowed because they had few or no funds to reach new clients. Some MFIs got around this problem by looking tc
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commercial markets, offering compgtie returns to investors and even, in the cases of SKS, Spandana and
Compartamos (some of the biggest MFIs in the world), undergoing Initial Public Offerings (IPOs) through whict
they raised funds on stock markets and became accountable to shareholthese MFIs demonstrated that
when microfinance is commercially viable it can attract a wealth of private investment to expand much more

quickly than is possible with donatednis or retained earnings alone.

Many respondents to this inquiry argue that intregnt capital is crucial in order to reach the approximately 2.7
billion unbanked people in the world (including oral evidence from Chris Bold and Marcus Fedder). Opportunity
LYGSNYIFGA2yLFf O2YYSYGSRY WacLa Odzdbds vra stilelittidFrdateTharfa 2 y
drop in the ocean when compared with the number of people who need the services we provide. If the industry
relies solely on MFIs operating thanks to donated funds, we will never to be able to grow at a rate thauallows

to become relevant to the size of the need we are called to address. Therefore, there is a role to play for
organisations and investors with a double bottdime return ¢ those seeking to target low income groups while

at the same tine obtain a financia NXB (i dzNJ ® Q

However the relationship with investors has meant that some MFIs attempt to maximise @&ifiiter to attract

new investment or as a result of the demands of investors. For obvious reasons, this has been very controversia
Evidence submittedio this inquiry raised several questions about the role of commercial microcredit, with most
respondents recognising there have been failures in recent y&aresgeneral consensus was that there is a role

for commercial microcredit, but that it should nanecessarily be seen as a development intervention because
increasing access to financial services does not necessarily produce poverty reduction; whether poverty
reduction is achieved depends on a large number of factors: what services are offered awdtliney are

delivered, as well as the social, economic and institutional context.

Commercial microedit

Commercial microcredit providers often argue that the act of lending itself inserts liquidity into an otherwise
relatively illiquid environment. ThislaWs for faster transactions, business innovation, investment in inputs and
therefore, potentially, more growth. It is this growth that is then posited to offset the interest on the debt and
further provide substantive reductions in poverty. This is hoammercial microfinance practitioners argue,
O2YYSNDALE YAONRTAYAYOSaOl ¢z ONBYy dSakt W2WR . I G§SYIFyYy
in which microfinance currently operates are over liqgids can be seen in Andhra Pradesiithough it should

be noted that other contributions to the inquiry argue that this situation is an anomaly (for example Eiid

during oral evidence).

Many of the submissions, and much of the literature, argues that pumping credit into a (often quiteedgolat
financial system does not guarantee growth because the credit is not necessarily being used for productive
endeavours. For people with little business education or financial training it may prove difficult for them to put

borrowed money to best use anddeed it may be used for consumption rather than for productive purposes.
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Further, even people who run their business well may find growth and returns limited by a lack of exposure to
outside markets. These issues can be mitigated through the providimsiness development and extension
services which commercial microfinance in their quest for expansion and profitability often seem reluctant to
LINE GARS otldzZ az2dfSevd ¢KS LINPGAAAZY 2F (k$Pate | RR
purposes of this report is defined as any microcredit service that also includefinamcial services. This can
include business development services, business education, and healthcare as well as otfieanuial

interventions.

Women in Madhya Pradesh, India, attend a skills training session on vegetable farming. Photo by McKay <

This analysis allosvus to isolate features that are commamcommercial providersalthough it is important to
note that none of these tendencies are exclusive to proféximising organisations and many can also be seen in

AL LA

a2YS FNBFa 2F 6KI G ¢ SenotMEINPSINMWIAQ B SIS NWa dza G Ay | o f

1. Stripped down services

Commercial providers often offer basic, stripped down, profitable services, which usually consist solely of credit
with little flexibility in terms to suit the customer. There are often restrictions that YA i Of ASy taQ
the size of the loan they need, and they will often have a repayment plan that cannot take into account any
specific cashflow needs of the business. Such stripped down services are more profitable for MFIs who can cu
down on product design and administration; however they also make the loan less appropriate and potentially

more difficult for the client to pay backmportantly, the services that more readily reduce vulnerability, being
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savings and insurance, are often ndfeved (Maude Massu); savings, dtethe burden of regulation and the

very high transaction costs; and insurance, due to the complexity and high barriers of entry for the most helpful

products of health and agricultural insurance. Business developmenesgtetsion services are not offered due

to there often being little return for the organisation and it not being an area of core compet&tiiypeddown

microcredit services are cheap to deliver, but where investment capital is plentiful there is antgntie over

saturate, with many providers offering the same inappropriate services to the same population. Where saturation

200dz2NB AU 06S02YSa Y2NB fA1S

2. Not lending to the very poor

fe GKFG w2dziNBlI OKQ

0S02°

Submissions were splin whether microcredit can help th
very poor. Some seemed to believe that only the economic3
active poorcould benefit from microredit (e.g. Five Talents
YSOAY YSYyySReI hLIRNIdzyA e/
that this caveat does not usualéktend to other microfinance
services and there is near universal
microsavings are of enormous benefit to the extremely po

| 26 SOSNI ! yiG2y {AYlLYy26A04T1T I N

agreement th a?

iKS Ll22NBad o¢Fa y20 | tNBse

fiwhile financial susinability might not
II3éllways be attainable, several examples ha
already demonstrated that readmg very
Eoor people with (lj”nicrofinance_,,services 9\05
F t u K2 dzd K a8 .
not preclude an “approach” from™ becomin
financially seksufficient. In case of ASA an
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of most MFIs that need easy to reach clients who can use the loans with little support, and who have other
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could reach the very poorest, with specially designed services (e.g. the Gréfeadation, NABARD, BRAC,

Plan InternationalHand in Hand International) but not necessatihder a financially sustainable model. Much

of the literature acknowledges that services for the very poor will not necessarily be sustainable because they
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Bulletin, 1998). Unsurprisingly, this means that where an MFI is aiming for sustainability or profitability it

becomes lessiable toservice the very poor.

Numerous studies (Ahmad, 2003. Coleman, 2006. Hemmingway, 2004. Milgram, 2001) have found

circumstances in which poorer clients have been systematically excluded from programmes. Publicly traded

commercial MFI Spandana seems to bgoad example. Spandana requires that at least 80% of the women in

the lending group own their own home, greatly reducing their capacity to reach out to the very poor (Banerjee

et.al 2009). In addition, while Spandana requires that the group be afflueniginto pay back a loan, they do

yai O2yRd0OG +Fye @SGaAy3 Ay

2 SKEG GKS t21y 6A

® Quoted in Murdoch, World Development Vol. 28, No. 4, pp-6a9, 2000. P.618
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This seems to demonstrate that they care more that a client will be able to pay back the loan thanuséhey

the loan for any productive purpose. As Elizabeth Rhyne wiitest LT YA ONR FAY | yOS &SNS
LIN2GESYSZ Al 62dAd R 0SS | LINRofSY 2F Rdztt YIFIEAYAT G
O2y&aiNIAyiGE 6KAtS (%989. Betakist Nbmrheicial YMFIE /aré JatcQuRtable to dtheir
shareholders, they need to focus on offering returns and this leads to a lack of empimareaching the very

poor.

The written submission to this inquiry from NABARD argued that while it is podsibfun sustainable
programmes and to help the very poor the two cannot necessarily be dokey dzft (i | yS2dzat ey aif
clarity on which microfinance models are expected to be financially sustainable and could cross subsidize fol
other nonviable Wzi Yy SSRSR Y2 RS submissions ihain®r8ed térdachFti®ery poor and remain
sustainable organisation supplying funagsuld need torecognise that the profits from successful clients would

be subsidising providing services to the very pdor,whom products would have to be specifically designed.
Essentially, while a client may not be sustainable, the organisation would be. However as this requires a sacrifict
of profitability and therefore reduces the capacity of the organisation to ex@anttprovide returns for investors,

this is not necessarily in line with the priorities of commairanicrofinance organisations.

3. Maximisation of the client base.

¢ KSNBE KI&a 6SSy I aidNRBy3 T2 0Odzns ofnficrofrardaiVNie sod&dnmerdial 2 y S
MFIs believe that they have no obligation to reduce poverty, others arguehbgtare actually reducing poverty,
simply by expandingccess to financial services. This focus on outreach was highlighted a number of times in
evidenceprovided tothe inquiry (e.g. Hand in Hand International, Rosalind Copisarow). Elisabeth Rhyne (2010
places this rapid expansipand corresponding abandonment of due diligence on the suitability of loan products
for a particular customerin the context2 ¥ LINRPFAGFOoAf AG@Y Ga¢KS oflYS F2N
squarely on the [micrdenders] that failed to restrain aggressive growth even as the market became increasingly
aF 0dzNF 6 SR Ly @Said2NRAXLI AR -lerR&d], Ndeyneedr stJgravi HoN#Eke theiry  § |
Ay @SaiyYSy iCGomnielcidl MigrdiFadcé organisation SKS made the transition from NGO to Publicly
Limited Company and then to Publicly Listed Company and the effect of this has been that they have been able t«

(and reauired to) expand rapidly, as can be seen in tdble

Tahle 1:5KS Growth 2006-2009
Mar-0& Sep-09 CAGR
Active borrowers 172,970 5,301,181 263%

# of states 4 19 146%
# of Branches g0 1,627 233%
Gross Loan Portf.

{in Rs. millions) g1g 32,079 3743%

FromVikash Kumar & Daniel Rozas (2010)
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From the perspective of commercial microfinance organisations, maximising clients increases profits, which they
argue increases their ability further extend outreach. However when the aim is client outreach with as few
overheads as possible the level of knowledge of the client is reduced. In the case of SKS loan officers ar
responsible for an average of some 450 active borrowers (or 588tg)i(Kumar & Rozas, 2010). It is difficult to

see with such a high borrower to loan officer ration how quality of services can be maintained. There have also
been many reports of microfinance clients taking out multiple loans, suggesting that micrafioag@nisations

are not devoting resources to vetting clients. This increases the risk of mamoé having a negative impact.

These practices demonstrate that much of the commercial microfinance sector is following the profitable model
2T Wg A R&stdafanlimitke@@nge of financial serviddd G K SNJ § K I yand!tRiIg GekdPping ¢ 3 Q
more inclusive financial systemWhile consumption smoothing is a positive side effect of commercial
microfinance, this will often be seen side by side witHack of vetting, support and consumer protection,

generating negative outcomes for some clients.

The role of Commercial Microcredit

Given the potential for microcredit to do harm th¢ In areas with a high saturation of microlenders a

t little regulatory oversight many orgasdtions
compete for business from the same clients and it ¢
be easy for over indebtedness to ravage a village.

guestion arises: should we attempt to prevern
microfinance organisatns from maximisingprofits

and offering stripped down services?
Leo Hornak in the Independent newspaper wrote

In our parliamentary oral evidence sessions many

those representing funders maintained that ther

was a need for microfinance to be sustainable

without donor funding. Many of the contribots

believe that microfinance essentially is just anoth

part of the financial landscape and should not he

held to any higher standard than commercial banki
in other parts of the world and in the rest of the

world finance is profit making.

However one annot get away from the fact that

VAONEFAVI vOS A 5 2 daff & Iv:e:)eople to av0|c|i mond&)nders the I|ne between MFI
o y ) y a 3 ! A z,u and mgneylenders has become !Sfbrred (lzllue )
AYGSNBSyidAz2yQ yR &Sl |lifcedhy chrimerdiddstion, R@hdrigdOand|d K|

commercial forms of microfinance can in fact b
harmful,

strippeddown services and conseqgue lack of

particularly where there is a focus op

ofhe case of Laxmi, an eight year old girl kidnapped
b held hostage by a local money lendeecause her
parents had been unable to keep up with their del
This debt was owed to a registered Indi
microfinance institution who had subcontracte
brrepayment collections to the local moneylender,

effect a loan shark. Hornak points out that on

website the microfinance organisation claims to

'Yedicated to fighting poverty, and particularl
e SYLKFaAasSa ¢2YSyQa NAIAK

Cases like this are not normal practice, but they &
happening. While microcredit first began as a way

esome cases bad practices such as-cofiiracting out
to the sorts of people microfinance was set up
marginalise.

A(Independent:Hornak 08/05/2011)

systems that might help to foster businesses ahd

make them successful. Our submissions repeatedly make the point that microfinance endeavours that involve
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transformed. This is particularly so in rural areas, where high illiteracy rates are combined with a lower familiarity

with bankingé

It was generally acknowledged in the
vast majority of our submissions that
microfinance requires better regulation

While it would be a double standard to
say that financial organisations can be

commercial in the global north but not

in the global south the fact is that there
are currently widely varying regulatory
systems between countries, some of

which have low emipasis on consumer

protection. Regulatory systems have

also sometimes allowed MFIs to get
away with practices that other financial
institutions could not, under the cloak

2F O0SAYNBRODAYNI & yad
In Andhra Pradesh, a lax regulatory
system ér MFIs (though not for banks)

has ultimately led to oveindebtedness

of clients and allowed MFIs to operate

in ways that are harmful to them.

While a commercial microfinance
A meeting of Tiramwawi credit group in Malawihich is supported by

_ _ . organisation has no obligation to focus
the MicroLoan FoundatiarPhoto by Lottie Heales

on poverty alleviation it should have an
obligation not topreyon people or do harmAt the moment, in many areas, regulatory structures are not strong
enough and so MFIs are free to do harm, even if such harm is inadvert&st.such, while commercial
microfinance does have a role to play indincial systems, proper regulatory frameworks are needed to govern
these institutions and ensure that they do not exploit the poor in order to enrich themselves and their
shareholders. These organisations can no longer be viewed as part of the developonemiunity: they are

profit seeking and their goals aodten ultimately commercial not social.
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Further, investment groups should not be permitted to market commercial MFIs to their customers as Socially
Responsible Investments (SRIs) include them infSRI packageswithout clear evidence that the MFIs invested
in are having a positive social impact beyond outreach. A commercial MFI is ho more of a socially responsibls
investment than any UK bank. Our own experience tells us that service provisiaiglant an unambiguous
social good; food sellers feed the hungry, but this does not make your local fish and chip shop a way of fighting

urban poverty in the UK.

Sustainable NeEorProfit (SNFP) microcredit

This type of microfinance attempts to need nordr inputs to maintain its portfolio but instead covers costs by
using interest payments in order to pay for personnel and administration. In this section we will be looking not
just at those models that have achieved operational-safficiency but alsat those models that are attempting

to reach operational seufficiency. Because there is no organisational profit to be made from such a structure
these types of MFIs are usually run as NGOs, although the definition can cover fully regulated-tdkipagsit

institutions like the Opportunit International Banks as well.

SNFP Organisations are often the favoured recipients of donor funding because any funding that they do require
is not a long term need but instead will be necessary for something likecitgbuilding, and there is even the
possibility of having donor investments repaid, while the mission statements of the organisations usually remain
focused on povertyeduction. DFID very rarely provides funding direct to MFIs, however they have coedito

some apex funds that channel support to Hot-profit MFIs such as the Microfinance Investment Support Facility

for Afghanistan (MISFA). In oral evidence to this inquiry DFID stated that they target sustainability in the
microfinance initiatives Hat they support, while also strongly pushing for evidence of impact, including social

indicators.

Different approaches withisustainable nofor-profit microfinance

The outreach model:

Some models, the Grameen model included, conceptualise povertysideaeffect of financial illiquidity and
therefore concern themselves primarily with financial services. ASA has taken this focus on a minimalist product
even further. Whereas Grameen offers a choice of general loans, housing loans, farming loans and othel
products, ASA attempted to ensure their sustainability aatteach by providing only one type of loan. This is
concerning given that many of the submissions to this inquiry (Microloan Foundation, Anton Simanowitz, BRAC
Development Institute) and much dhe literature stressed the importance of providing appropriate loans to

Of ASyday a! LIIINBLINAIGSE Of ASyid OSYGNBR LINRRdzOGA | YR
L2aaAroft ST FNB 1Se& T O02NA wHBedden RhgreférazZdMSai the iBUEs thahwe 2 F
raised with regards to commercial microcredit, particularly the use of strigjmgn services to lower costs,

apply to this suksector as wel
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In an interview for this inquiry Graham Wrigley commented thas crucially important to effectively regulate

the not-for-profit microfinance sector as well as the commercial sector, because -fonptofit or NGO can
operate as a for profit company on the grourd.fact, as CGAP pointed out in communication \liils inquiry,
longterm data from MIX Market, which provides financial and social performance data on MFIs around the
world, shows that nofor-profit MFIs traditionally have a higher Return Assets (ROA) than fprofits. Due to

the pressure on finanégeX G KSNB Aa | (GSyRSyOe F2N) OSNEB fAGGHES A
be carried out, and for monitoring of outcoméiespite improvements in recent yeats remain limited. There is

also a risk with these forms of MFIs that thesite to expand to reach more people can lead to mission drift as

larger loans are given to the less poor because tidEeLINS &4 Sy i Wt 2¢ KI y3IAy 3 FNIUzA (0 Q

The credit plus model:

It was repeatedly stressed in evidence to thiguiry (including from ProfessdPaul Mosley, Five Talents,
Microloan Foundation, and Opportunity International) that additional educational and support services are very
important in attempting to ensure that microfinancgervices are used in a way thatlivkhielp the clients long

term.

Many of the submissions to this inquiry have been from MFIs implementing sustainable services while also
attempting to ensure that those services are appropriate and include other forms of support to help clients to
make effective use of microfinance sew$ for improving their welfare. This type of model attempts to use
interest rates to cover both operational costs and additional support. This, as one can imagine, can be quite
challenging and in some circumstances will limit expansion or require thansign costs are covered by some

form of external funding. Many credjtlus model organisations mdne only partially sustainable.

SNFP MFI Opportunity International, for examplces a high level of importance on sustainability. While they
are a chaty and receive some outside funds which they utilise in order to drive their technological innovation
and fund expansion, they run a number of their country wide operations sustainably. In many countries they have
0S02YS WhLIJ] NI dzy A (i & theylasé Rk togtdkd saingsYasdlirgdeployiittiese by lending them
out. They offer a wide variety of financial services including insurance, and combine these financial services witt
some forms of credit plus including financial education. They attempt aintain a focus on women (84% of
beneficiaries are women) and target hard to reach groups. However it is the scale that Opportunity has reached
OKFG dzf GAYFGStEe YI1Sa AG adzaidlAyrofS FyR |a &thd | &
non-financial services that it offers.

Five Talents and the Microloan Foundation represent two smaller MFlIs that work to this model and have reached
operational sustainability in some programmes. However both noted in communication with thisyirthat

organisations can struggle to fully provide services or scale up without the help of grants. In circumstances where

an MFI wishes to extend credit plus services or innovate in these areas but does not have the monep to do
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donors may be able tolgy a role in providing money for capacity building of the fioandal service support

mechanisms.

¢tKS GSyRSyOe (2 ({AYRdZARyASADYXOPaa ARy JOQARNBRANRY AT |
to be necessary for donors and othactors in the industry to provide strong incentives for MFIs to adopt these
approaches, perhaps through conditioning funding (for expansion or innovation, as we do not believe donors

should provide loan capital to sustainable microcredit) on providingprehensive services, or supporting the

development of an effective accreditation system for MFIs, which we discuss in the accreditation section below.

The movement to focus on social performance

If the assumption that all microfinance is a

. : . : The Microloan Foundation has been particularly forwa
positive sociaforce and will automatically

. . . thinking in terms of their monitoring. They use a combination
help clients is perhaps most prominen

. S Household Indicators adapted from the GraenePPI Indicators
among commercial microfinance

providers, it is not limited to that sector and interviews/ focus groups with clients in order to gauge h

and can frequently be found among Rot their products are affecting clients. They use the results of th

for-profit and NGO microfinance provider consultations and monitoring for product design. They also

. . feedback as a basis for the training of ithestaff and
as well. A fairly recent industry

development, in part a reaction to improvement of service delivery. They pay for this monitor

L o through a combination of UK fundraising and the money mz
commercialisation and to recent criticism

of the assumption that microfinance through their provision of financial services. While this requi

. resources it does not, they argue, preclude financ
always helps the poor, is a movemer

sustainability, in the long term.

towards the intentional inclusion of &
social focus into microfinance
programmes. Social Performanc
Management (SPM) means the practice
judging the performance of an| |
organisation against social as well ¢
financial measures. While this ha| ;
sometimes been interpreted simply a
ensuring that MFIs are reaching thos
clients they say they are (for exampleeth

poorest), more recent developments if

SPM have gone much further and look t

. A MicroLoan Foundation client in Malawi, photo by Lottie Heales
measure the social outcomes of

programmes, through means such as household indicator studies, feedbackiéfrarsd client focus groups.
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Using SPM places more focus on thelzl t Adeé 2F GKS ASNBAOSaA 2FFSNBRD L
YI1S YAONRBTFAYI YOS &4dz00SaaFdzZ Ay FffS@AFGAYya LI2ISNI
clients and their experiences is key. lan Bbjdngstone commeh S R KI 4 G KS Frdfiliig2hé A y 3

requirements of "know your customer" beyond the level demanded by regulators. Understanding the lives of

1K2aS @&2dz aSNBUS YR GKSNBT2NB GKS @It dzS & 2adfice@lory | R
loan officers are the face of the MFI and it is they who have the greatest wealth of knowledge about how

microcredit products are working. A good relationship between loan officers and clients can help to identify

clients in need of extra suppi to find ways of improving products and to ensure that microfinance is not having

negative effects.

It is argued by some ndor-profit MFIs and in some of owubmissions (Five Talents, Malcolm Harper) that
requirements on MFIs to monitor the outcome$ their work would create a significant financial burden on the
organisation particularly where monitoring is requiréd be very detailed. This inquiry believes that it is
important that MFIs do engage in monitoring, although we recognise the condafinite engaging with SPM can

be a painful thing for an organisation (both in terms of the cost and because it can show up weaknesses in
organisational structures) it is of exceptional importance if microfinance is going to progress and improve as a
developrent intervention. Given that SFNFP MFIs are often working to a tight budget and initial implementation
of monitoring can be costly this inquiry believes that the sector could benefit from the use of donor funds to build
monitoring capacity. Funds like DR a L/ C! / O2dzZ R 0SS dzaS¥TdzZ fe aLlSyd 2
and evaluation is instituted into the sectand into individual institutiondlt is crucial that this is not viewed as a
glh& G2 3JFGKSNI Ww3I22R ySgaQitis soRialk useiuk athediSreed? t¥oiNon W LIN
rigorous, independent investigation into and evaluation of social outcomes, and be used to drive improvements in
service deliveryDFID input into the current debates over SPM (discussed in the latéorsent accreditation)

should focus on ensuring this independent, investigative approach.

There is as yet no international best practice on social performance monitoring, although many examples of
effective methodologies were raised in evidence to this hduB = Ay Of dZRAY 3 DNI YSSyYyQ
C2dzyRI iA2yaQ YSiKz2R2f23& SELXIAYSR Ay GKS oFarther2y
discussion of how donors should engage with and support the wider adoption of SPM is in the later @ection

accreditation.

Grant Maintained Not For Profit

Grant maintained microfinance is often criticised for being inefficient,andeed credi-only forms of
microfinance should never have to be grant maintained as this suggests that the credit prodappi©priate or
badly designed. However microfinance is not simply the provision of credit and in some cases MFIs have made th
decision that it is the development mission that they wish to focus on. As such they offer client inputs (like health

care, busiess training, veterinary services etc) that are never going to be paid for by the interest from clients
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loans, either because loans are too small or because not all clients are accessing Gracktnaintained

microfinanceinterventions are usually aingeat helping people, often the very poor, to move into a state where

they would be able to take part in the wider economy. Howeteae fact that credit plus services are provided

R284y Qi ySOSaal NAE &

YSty GKI G

0 K fity. THskBfdRelZ0sil &6 is Gh& daged

with SFNFP microfinance it is recommended that monitooinidpese services be conducted.

Table 2: The Graduation Model

THE GRADUATION MODEL

.."ﬂm' Transler
..l:hh Training
..‘:-.1".“ Serices
1icd peanil Selchon
.l:r-uu;-:p N Suppo i
0 WOHTHE S MONTHS § MOHTHE 21 MONTHE 24 MONTHE

One form of grantmaintained microfinance that
has been specifically developed to serve the
poorest sectors of societyis ‘fraduation
programmesJ typified in the models offered by
BRAC and Fonkoze. Under this type of model the
extreme poor are targeted and given access to a
stipend in order to cover immediate expenses
and assets in order to start a business (e.g.
livestock or matrials for trade). They are also
provided with various other support services such
as health, education and veterinary services. They
are encouraged to save and it is hoped that after

an initial period (of around 24 months) clients will

have graduated fronextreme poverty to a point where they are able to take garthe wider financial sector.

LY Iy AYGSNBASS 6AGK

(TUP) programmes were capable of yielding impvessesults.h @S NJ (K S

programs has reached 800,000 households. Over 70% of them are expected to be food secure and manag

t NEPFSaa2N al £t 02t Y

LI ad F A-Bosr

sustainable economic activities on exit from the programme.

Savingded methodologies tend to suppbpoor people building on their own assets and resourgg@xommon

model is represented ithe Village Savings and Loan Association (VSLA) modeét dlsavingased approach to

microfinance, which was originally developed by CARE International iniNi§@91. Ithas since been rolled out

to 23 countries in Africareaching 2.5 million active participants so.faihe organisation targets groups of very

poor people mostly women and mostly in rural areag)o pool theirsavings into fundffom which menbers can

borrow, without any need for external money for lending. The organisd@ailitates the starup of the VSLA

and providesfinancial andnon-financial serviceso support the groups for the first 12 months after agt at

which point the VSLA ndo be equipped enough to continue without further assistance

" Represented in table 2 which was founchétp://www.cgap.org/p/site/c/template.rc/1.9.50739/
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success of VSLAs is due to the fact that the method
very simple ad participative.We did not bring money
FNRY 2dz2iaARSX LT 6S 0ON2

would not have had to learn and the groups would n
& dzNIDA OGS RE

KI &8 o0/ ! w9 H

A VSLA meeting facilitated by CARE International in Tanzania i
2007, photo by CARE.

There are potential problems with this model,
including the relatively small amount of capital
available for lending, and limited productaich as
the lack of availability of longer term Ina. Further
linkage opportunities with  Formal Financial
Institutions are being piloted across countries to
allow members to deposit their savings or have
access to external resources when need8tere has
however been a fair amount of successith this
model, which has been adopted by other agencies
since being piloted by CAREC L Studyof/ ! w9 Qa
programme inZanzibarin 200:2002 showedthat

the VSLAhave been gemally successful even after
the end of the period when intense support is
provided. Drop-out rates from this model have been
significantly lower than with other models (around

12% over the course of 5 years, compared some MFIs

which can be between 105% per year) (Anyango et.afind the average growth rates and profitability of VSLAs

was atually increasing (written evidence from CAREhe = { [ !

Y2RSt AAIYAFAOLYy(f e

development of incomayenerating opportunities andecause it involves local people, who are essentially their own

financial institution, they have the aliifito adapt services to their needs.

The role of Grant Maintained Microfinance

This form of microfinance is far more akin to traditionlalsinCe 2006, CGAP and Ford Foundation
t

aid programmes, in the sense that there is no opportun
for donors or social investors to recover costs, and t
limits potential outreach. However it is unlike traditional

aid programmes in that it encourages enterprise. T

yhelping to implement ten Graduation Pilots,
“g-laiti, three places in India (Bandhan, SKS,
Trickle Up), Pakistan, Honduras, Peru, Ethio
Yemen, and Ghana. These pilots explomvh
nesafety nets, livelihoods annhicrofinance can be

LIKNI a8 2FGSy dzSR Ay YA ONEWRGEH ipFEate,pgtpvayg for the pPQors gz
N . ) N . | out of extreme poverty involving diverse
KIyYyR 2 dzU Q Z-maihta/inBd nidchlinghoe still] . . .
institutional forms, economic contexts, an
encourages a culture of saving and emrise andoffers a | cultures. The preliminary results from th

sense of agency to the recipient who is empowered

take a role in their own future.

This is an area of microfinance in which donors have a

role to play since these types of programmes haam
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ltgandomised impact assessment study at Bandk
in West Bengals showing very promising resuli
with an average rise in monthly consumption
b%round 25% for those participating in th
program with an important increase in nutritious
and high protein foods such as meat, eggs, dé

and fruit.




have a high impact on povertyut sanetimes need external support to cover their running costs. Wherever
possible we would recommend that programmes should be set up in a way that ensures their sustainability

without external funding, including through cresabsidisation from morerofitable areas of business.
Gender

The assumption that microfinance will do good is made particularly often when policies are framed around
women. Microfinance is often claimetio automatically empower women, and in additiaviFls often target
women. Frequently e justification for this is that women are often the poorest, they are responsible for
household welfare and women are far less likely to have access to formal credit. These arguments are valid: ir
Uganda, for example, just 1% of available agriculturditigoes to female entrepreneurs and a lack of access to
credit is often cited as a significant barrier to diversifying livelihoods or expanding agricultural activities
(FAO:2011). However, women also tend to have higher repayment rates and this &meason whymany MFls

do notlend to men. Currently around two thirds of microfinance clients aroundwbed are women (AUSAID,
2008).

Submissions to this inquiry and the microfinance literature suggest that in fact the impact of microfinance on
women mg be more complicated than first imagined. Simply because money is loaned to a woman does not
mean that it gives her more power in the household or indeed that it was her that wanted the loan. Indeed in the
study by White (1991) it was found that 50% of Iga G 1 Sy 2dzi o6& 62YSy 6SNB
activities. The fact that money is loaned to a woman does not necessarily mean that female household members
g2dZ R 0S Ay ONS [Expendifiire decidioNSAn2awdoritinug ® Rrioritize men ot £ S OKA f RN,
other instances, the responsibility of women to repay loans may absolve men of responsibility for the household,
FdzNI KSNJ SYGNBYOKAY3 LR ISNI & déo! ! { loftedl By memim thedhousehaldS & S
does not by itsE mean that women are not empoweredin an evaluation of BRAC activities participation of
women in BRAC was found to increase the empowerment of women (eported higher levels of self
confidence and a reduction in their dependence on male memberseohttusehold) despite the fact that 53% of

clients gave the money to their husbdhd

Microfinance has been linked with the frustration of family relationships and it has been argued that this can
create a heightened risk of gendbased violencelinda Mayox among others has highlighted that the change in
dynamics when women are given more power over finances (because men may feel that they are sidelined) car
lead to conflict. It should however be noted that there are also examples demonstrating mutualrsaog

encouragement between partners whake up microfinance services.

8 Halder cited in AUSAID, 2008
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Dr Kate Maclean iroral evidence to thisnquiry noted that while women may have more of an opportunity to
begin businesses through microfinance the idea that microfinance willdeslu I ¢2 YI y Q& LJ2 @S NI
into accountunpaidwork that women do in the household. While women may have more access to funds, their
new role as entrepreneur is taken on in addition to unpaid work that they undertake (including running
householdscaring for children and maintaining social relationshif@)e pointed out that to empower women

the intervention needs to valorize anchallengel KS 3ISYRSNBR 0dz2NRSYy 2F €l 62d
household and communitywhat is more in oral evidence® tthis inquiry Dr Maclean noted that whilst women

may run businesses when they are small, when the business begins to become successful it is often the case th

it is then taken over by male household members.

A group of SKS Microfinance clients in Nelogi, India. Photo by Kalyan3

In this sense microfinance, in attempting¥S Y L2 6 SNJ 62 YSy Q NI GKSNJ aAYLX A&dA

to address some important issues at the root of gender relatiofisis highlights the need for women
beneficiaries to be genuinely empowered in defining the aims of the interventiahirstitutional procedures.
There are many examples of small scale operatigriee original Rotating Savings and Credit Schemes that
inspired microfinance for examplein which women decide the repayment rate and the interest rate on the loan.
This cofrasts with many organizations in which women beneficiaries are given responsibility for the
administration of the loan but limited if any say in how the programme is huis. crucial for MFIs that aim to

empower women to

Microfinance can bdeneficialto woman, and many ignts refer to the empowerment that they feel. However
0KS WSYLRGSNAYIQ STFFSOGa 2F YAONRTFAYFIYOS IINB B& Y+
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extremely various andlepends on how the intervention is delivered as mad the cultural context. As noted
previously, the social outcomes of a microfinance programme rely heavily on the quality of relationships that MFI
agents such as loan officers develop with their clients. Where these relationships are haatilgliens are able

to feed back into the structure and management of the institutammd the details of the products offerethe
chances of positive social outcomes are much higher. We therefore believe that it is crucial that MFIs are
encouraged to train theirtaff thoroughly, instil a culture oéngagement andesponsiveness to clients, and to

monitor the social outcomes of their interventions, incluglithe impact on women.

RECOMMENDATION®proaches to different forms of miarmedit

In this section we have reviged the common institutional forms of microfinance, looked at how microfinang
is currently delivered, and identified some of the issues that need to be addressed. Our recommenda

based on the evidence we have received are:

1. COMMITMENT TO MFI MONITORIMNGs important that the UK Government and other donors ens
that they are not funding interventions that cause harm. DFID can promote good practice by:

a. Placing requirements on DFID funded projects to conduct monitoring, looking at social imp
well as outreach and ensuring that evaluation is independent and evideased. DFID rarel
provides direct capital to MFIs, but this requirement should apply when funding is chan
through apex funds and other mechanisms as well.

Using capacity buildm funds to help increase the capability of the microfinance secto
conduct SPM, and ensure that monitoring looks at the social outcomes and experieng
clients as well as measures such as outreach. We patrticularly recommend that this beg
major focus for the MICFAC initiative currently being designed by DFID and the World
Those designing the initiative should investigate how best to maximiseupka funding for
SPM, including considering whether provision of other funding through thiatin# should be
conditioned on either having an effective SPM system in place, or agreeing to develop one
Encouraging and facilitating knowledge sharing on effective ways for MFIs to monitor, th
SalGlof AaKAy3d WOSYy (i NBa RtWeesMNrShidifedert @§idns. I y R
Contributing to the creation of best practice guidance on social performance monitoring thr
engaging with CGAP other bodies leading efforts to create universal standards and accred
schemes for MFIs.

Gender nust be an integral part of social performance management. We recommend that
invest in research into how gender can be comprehensively incorporated into SPM

AYyOf dzZRAY3I Y2yAl2NAYy3 SKSGKSNI FSYIFES Of at§
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DFID should ensure that its funding does not go to sustainable (either commercial-kmr-poofit)
microfinance bodies in the form of increased loan funds, including any funding that is deli
through apex organisations. Money for lengishould come from private investment, from savi
(where the MFI is capable of mobilising them) or should be attained by sustainable organi
through taking on debt through the increasingly mature capital markets. However, we feel
exceptions cald be made for startip activity in extremely undeserved regions if support fro

donors would stimulate investment that would not otherwise occur.

DFID should seek to facilitate sustainable organisations to offer medegth nonsustainable
products b very poor populations. We recommend that DFID work with CGAP and other kno

leaders to investigate whether regulation and/or accreditation processes could be used to le
greater investment in these products. Any regulation would have to begdediin a sensitivg
manner to avoid creating perverse incentives and ensure that the programmes established wo
appropriate to the needs of the population and effectively monitored to keep track of s

outcomes.

CDC should develop formal guidelidesinvestment in microfinance, justifying investments in ter
of social and economic impact and requiring evidence to back up claims from monitochgle

requiring any MFIs supported by CDC to provide evidence that they do no harm.

Donors, as alway$iave a unique role in funding innovation, and in every case this innovation s
be focused on alleviating poverty with thorough evaluation of the social impact. We recom
DFID support MFIs, particularly in ungmrved regions, to pilot and scal@ business models an
products to have greater impact and provide a deeper and broader range of services. Suppor
6S LINROARSR G(KNRdzAK 5CL5 |yR (KS 22NIR .|
working with commercial microfinance organises to not subsidise innovations that would
undertaken anyway. In these cases donor money should be used to encourage these organisa
push downmarket with propoor products and services, and should always be linked to rigo

social performane management.

Where donorsupported notfor-profit organisations are providing proven social impact, DFID sh

consider subsidising and supporting these interventions even where sustainability is not atte
on the same terms as other developmentantentions that could achieve similar outcomes. If th
choose to do this, care should be taken so as to not unduly distort the market to the point

sustainable nofor-profit organisations are undermined.




Regulation

Recent investigations by the metfi& into the lending practices of camercial microfinance organisations have
suggested that som&FIst NB Sy 3F 3Ay3 Ay WLINBRIG2NE fSyRAYy3IQ: 3
borrow regardless of whether they need the loan or not. Commentators including Dr Ha Joon Chang of the
Universty of Cambridg€ have recently argued that predatory elements in the microfinance industry need to be
distinguished from other forms of microfinance organisations. Ha Joon Chang points out thaMdesaharge
interest at 100150% and demand repayment twegin the following week. During an oral evidence session for
this inquiry it was agreed by panellists thatile it is the MFIs who have offered services irresponsibly,
responsibility for the abuses that have occurred has to be sharéd ather elementsof the sectorincluding
informal sourcesof lending contributing tohigh rates of debt, an@®ates that have not effectivelyegulated.
Mainstream financial institutiong; banks, building societies, and to a lesser extent, other formal financial
institutions¢ are subject to rigorous regulation that limits exploitation of the poor, and demands that clients must
be subject to consumer protections (in the wake of the global financial crisis which was in part caused by sub
prime lending it has been argued theegulation could be strengthened furtherjuch protections are notably
lacking for the clients of manyiIFIE ¢ KA OK dzy RSNJ 6 KS LINRGSOGA2Yy 2F GKS

ways, permitted a relatively free reign.

On the other hand, it is alstdear that knederk reactions to bad press can be very harmful as-oegulating the

sector risks shutting down the entire microfinance system and effectively pushing poor people back into the
hands of moneylenders, as commentators have suggested igrtlyrrhappening in Andhra Pradesh, India.
Ensuring that regulation can be enforced is also crucial; some of the practices of MFIs reported in the recent
l YRKN} t N} RSakK &aOFyRIFItf 4gSNB | OlGdzr tfe& Aff S3lkdforad T2 NJ

repayment), but the legal authoritidailed to take action

In this section we will look at regulation as it relates to commercial andareprofit microfinance(it is important
to note thatnot-for-profit microfinance also urgently needs rdgtion as this section of the sector is certainly not

immune to abusive practices)

It should be noted that each country has many different regulatory regimes. However, a basic distinction is

usually drawn between:

1) A bank, which is characterised as beimpaosit taking institution that has a banking license. Obtaining a
banking license also implies the highest level of regulation, with the Central Bank of the country paying

careful attention to factors such as capital adequacy, liquidity, foreign exchexgmsure, and even the

°BBCHicle:éa A ONB ONBRAG Ay . |y FeMJanBaiyk0IWK St LISR mMn YAffAZ2YQ
NPR (National Public Radio) Articledia's Poor Reel Under MEF A v | y OS  5FBnioff, C.. 3tiDEBetihes, 2010
" During Guardian Podcast on Microfinance 01/04/2011
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professional experience and qualifications of senior staff. Often banks must report their positions weekly,
or even daily to the Central Bank, which implies that these organisations must have sophisticated
computer systems.

2) A nonbank formal financial institution (FFI). The main difference between a bank and-hamnFFI is
that the FFI is usually not allowed, by law, to take deposits. For many commercial microfinance
organisations, this legal structure is sufficient: there is fteuch less regulation than if a full banking
license is obtained. Often these organisations focus exclusively on lending, as they cannot legally offer
savings or insurance products. These organisations can thus be highly profitable and to add financial
products or processes that support a social mission can prove costly.

3) A microfinance organisation. Many countries have created a separate class of financial institution in order
to deal with the microfinance industry. The quality and type of regulation eppb these organisations
varies widely from country to country. In many cases, savings accounts are not allowed.

4) A notfor-profit organisation, or an NGO. What these organisations are allowed to do varies hugely from
country to country. These organisat®riend to be smaller, there are usually a very large number of
them, and Central Banks would find it very difficult to effectively regulate such a profusion of tiny

operators.

Issues in Regulation Policy

It has been argued among many of our submissiorel, @mnd written, that there has been both over and under
regulation of the microfinance industry. In oral evidence to this inquiry, Chris Bold argued that governments have
over-restrictive on the types of players and business models employed, and have-neguéated for consumer
LINPGSOGA2Y YR (NIyaLl NByOed al NDdzai CSRRSNJ Ay 4NR
regulation often stands in the way of MFIs setting up greenfields to reach the poorest but rarely stands in the way
ofthoseMCL& YIEAYA&AY3I LINRFAGADQ

Particular issues that have been identified include:

1. SAVINGS PROHIBITI®Nsome regions there have been regulations in place in order to stop MFIs from

taking savings deposits. This is because it is suspected that the volatity 0 KS LI2 NI F2f A 2
money indangert KS ySSR (2 &l FS 3Ida NR LIS2LX SQa al gay3a
failures where, through no fault of their own, people have lost their life savings. However, if people are
deniedsaving G KSy | aA3yAFAOIYyUdG FYyR LRaAGAGBS St SYSyi
financial options limited to credit the potential for inappropriate lending leading to harm incre@bese

remain ways for MFIs to facilitate saving;n Malawi, for example, the Microloan Foundation has a
NBflFGA2YaKAL 6AGK + o6ly] GKNRIAK gKAOKSE Ff iK2dz
that their clients are savindRegulation that prevents MFIs from taking deposigs in fact sometimes

worked n the interests of commercial MFIs and against the interests of the poor for whom the ability to
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save can represent a significant coping mechanism against income shocks. Submissions to this inquiry (fc
example from Malcolm Harper) suggested that many NiBle no desire to take savings, because where

the deposits are small the provision of this service can be costly. Therefore it is important that when
Governments regulate MFIs they ensure find ways to encourage safe savings since savings are a Vit

element of financial service provision and vulnerability reduction.

HAMPERING TECHNOLOGICAL INNOVATAONCAN ASSIST ACCESS BY THRARDIER areavhere

regulation can cause dramati ) , ,
M-PESA is a branchless banking services #lflaws users to bank

exclusion is through overly zealous without neding to visit a bank branch. This is extremely important gi

aYy2s 2 dzNJ  / dzi §alyog g rural poprvisiting the bank can be a costly and fi
’ consuming thing to do.

Frequenty these regulations are
M-PESA has now been expanded into new countries and deman
the product has proved high. A local-RESA agent in Bukura, Ken|
money laundering The poor are | 8 ARY 4a{ AyOS a9 {Kl 3 Sy3iGz2 v K|
TheyonlywantM 9 { ! ¢ 6/ D!tY w2aSyoSNHSI

brought in due to oncerns over

those most likely to not be able to

provide evidence of identityg Mobile Banking technology is becoming a force for financial inclusio
the developing world. Since its introduction in 2007 the number of
PESA users has risen to 11.9 million. It is important that while reguls
and so on. In the best case this frameworks protect users, they also ensure that they do not ham
the vital role that innovations, like mobile bankj, can play.

birth certificates, driving licenses

raises transaction costs andakes
it difficult to sigrup new
customers (particularly the poor)
and in the worst case it car
completely exclude the
undocumented poor. In some
countries that do not have
standardised identity documents

this problem can be acute;

Opportunity Internatioml Malawi
has actually developed fingerprin Image courtesy of the Bill and Melinda Gates Foundation.

identification  technology to
address exactly this issu€he successful KenyaRESA mobile banking initiative (sponsored by DFID) has
mitigated this issue by limiting transaction sizes so that only very fentitgdechecks need to be carried

out. However there is scope for larger transaction sizes by introducing staggered levels of checking
according to the amount transferred (Allen & Overy, May 2010). Again it is important that states ensure
that the services an be provided safely, but also learn from best practice and implement innovative

forms of regulation so as to ensure that services can be widely provided at the lowest risk to the public.
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2. VETTINGRosalind Copisarow in oralidence to this inquiry explaed that the lack of proper vetting
procedures meant that microfinance organisations are lending irresponsibly, without properly looking
into the debt burden already on that individualand this charge has been repeated from many other
sources. There isnaargument that much of the infrastructure that is needed to check multiple lending,
F2NJ SEFYLX S I ONBRAG 060dzNBl dz a2aiGSYyzx aavYLte AayQ
not be an excuse for poor lending practices and thereforesteged to be taken to ensure that a culture
of vetting is instituted into the microfinance community. This includes investigating whether or not a
person is able to repay the loan and looking into their current debt burden. In order for vetting
proceduresto be effective this will require both responsibilities to be placed on MFIs and for
governments to take a role in instituting the kind of infrastructure needed for vetlingjuding credit
bureaux and possibly identity verification measures (see abdvehors can play a crucial role in

promoting good practice and providing capadityilding resources for governments.

3. PREDATORY LENDIRA&Gwe have discussed above, there have been reports, notably in Andhra Pradesh,

India, of predatory lending practices the UK financial institutions are expected to abide by statutory
regulations, and those individuals who contravene these regulations are subject to individual criminal
liability. It is important that where regulation is put in place, there is a focupmuatory lending

practices and that such cases are pursued with vigour.

The future of equlation

Though the APPG feels that the above issues need to be taken into account by microfinance regulation, it i

beyond the scope of this investigation to advocatg particular form of regulation.

Indications from current discussions of regulation suggest that a tiered structuith (ifferent levels of
regulation for different sizes and different types of institution and regulates isagedjscussed aboyés often
preferred (Arun& Murinde, 2010)- this is because different licenses offered to different types of institutions

allows the flexibility to reflect differences between microfinancedels and regulate accordingly.

One major concern voiced in the enbfinance community is that, because regulation is being looked at as a
reaction to the bad practice of some MFIs, there may be a tendency to over redalate possibly as a political,
rather than practical, respons&nd this could stifle the industryThey have been urging that regulation should
not be too deep and that there is a need for stable regulatory frameworks to be put in place quickly. This
argument is based on the idea that unstable regulatory environments are difficult to invest and epefatnce

one never knows when new gelations could make practicesiviable or everillegal). While there is certainly a
need for a stable regulatory framework, it is also of exceptional importance that inadequate or inappropriate

regulation is not rused through and then kept in place for fear that the instability could hamper investment. A
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good regulatory framework developed through progressive reform is preferable to a rapidly stable freamewo

that is not fit for purpose.

The APPG feels that donor gtries should work together with knowledge centres such as CGAP to acknowledge
the need for better regulation in the sector and to share best practice with governments about how to regulate
microfinance. This inquiry recommends that DFID fund researclthetefficacy of regulatory structures, remain

closely engaged with the debate on regulation, and consider providing technical and financial support to

governments to implement regulaty systems and infrastructure.

Accreditation

Regulation cannot providgolutions to all of the problems in the microfinance sector and therefore it is important
to find new ways to incentivise good practice. One way that is currently being discussed is by introducing a form
of accreditation.The idea is that MFIs woulde ac@muntable to an outside organisation in order to provide

legitimacy and ensure that they are working for the benefit of clients.

There iscurrentlya proliferation of proposals and initiatives anmcreasing thdocus on social goals and SPIhe

Social Pdormance Taskforce isow undertaking a consultation on creatinggniversal Standards for Social
Performanc€}? building on the work of the Smart Campaign, Microfinance Transparency, CERISE andAbe Imp
Consortium,although at present it looks as thougdhis is planned toset outl WF2dzy RF GA2y Q 2
standardsrather than to also recognise exceptional performari@aring oral evidence sessions for this inquiry Dr
Phyllis Santamaria of Microfinance Without Borders recommended that the UK Govariameé MFIs engagke
GAGK GKAA AYIldzANE aK2dZ R 0S02YS Ay@2t SR gAUGK GKS
Microcredit Summit Campaign, which aims to create a niidied accreditation systepusing the existing tools

and systemsttat have been developed for SPM,ordernot onlyto setminimum standards but alst allow for

the recognition of exceptional impact on poverty reducti@thers have concerns about the level of nuance built
into this kind of system and Marcus Feddemupented that another route for accreditation may be by
encouraging the role of microfinance ratings agencies. He argued that these institutions are able to provide a
more sensitive assessment of MFI$ tiff | Wa S| f Qd 2 ritihgs agenEiesspraeNitat>iakeYimto/ &

account client protection and social performance) are already operational.

We believe that it is crucial that an effective but flexible suite of SPM tools is developed and recommend that
DFID give support to the existing initiativeparticularly through the Social Performance Taskforce, but
recognising that we may need to do more than set minimum standafutgh to develop tools and to ensure that

they are as widely adopted as possible. This should include integrating a comprehensivetamdieg of SPM

into accreditation processes, requiring comprehensive SPM through any-dapported initiatives, and putting

2 Eor more information sebttp:/sptf.info/page/sptf-universaistandardsfor
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in place regulation to ensure that marketing practices (including funding solicitation frofonrptofit MFIs)

base claims regding poverty reductioron comprehensive SPM findings.

Accreditation is a potential route to ensuring it is possible to distinguish those organisations that can demonstrate
a positive impact on the social welfare of their clients from other sections ofriteeofinance field, including
organisations with a profitmaximising approach and ultimately predatory lenders. It would both provide a good
way for investors and Donors to make responsible decisions about where to put their money and, if widely

adopted,provide a strong incentive for improvements in ensuring positive impactsients across the industry.

Rosenette Patefio, a client of MFI Ahon Sa Hirap in the Philippines, makes bukayo, a shredded co
snack. Photo byohn Briggs.
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RECOMMENDATIQON&gulation and accreditation

RESERCHThere needs to be funding available for additional research into successes and faili
regulatory structures in order to provide good practice guidance. Research should look not jus

the effect of regulation on the MFI but also the effect ofjuéation on the welbeing of clients.

ENGAGING IN DIALOGUEe microfinance community appears to be reconciling itself to the ne
for regulation. Donors need to be a driving force for regulation in the sector and must be vocal

about the need for Govements to provide stable, uniform and adequate regulation.

PROVIDING FUNDING AND TECHNICAL ASSITANCE FOR DEVELOMENT OF REGULATI(
Many developing countries still need to develop regulatory infrastructure. Donors can play a ro
sharing informatiom and technology on how to set up these systems. Funding for instruments a
institutions of financial protection such as credit bureaux is also an important area where dono

contribute.

SECTOR INVOLVEMENT IN ACCREDITARh®MNossibility of accredition is an interesting ang
positive direction for the sector. As such it is the recommendation of this report that an exte
and diverse proportion of the sector becomes involved in this discussion. It would be partig
useful for donors such asHID to contribute to consultations that are being undertaken through
Social Performance Taskforce, and to investigate how they could use accreditation systq

improve the focus on social goals within their own support for the sector.
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Enabling Environmentshow does microfinance fit into context?

One of the most repeated sentiments in submissitmshis inquirywas that microk y I y OS Aa y20 |
The degree to which microfinance can help to reduce poverty relies on a number of other issues which need to be

tackled simultaneously and with vigour if poverty is going to be reduced.

The larger _economic environmeniany submissions(particularly thosefrom Kevin Kennedy andilford

Bateman)looked at the importance of market access to the success of microfinance. One of the major purposes
of microfinance is t@xploit the potential for growthin a given market. It offemitial capital for businesses but

this is predicated on the idea that the business that it is being lent for is a viable one. Businesses suffer where
there is a lack of people to buy the product being sold and where markets are isolated and impovéreshed
potential for growth is limited. As tharitten submission fromb ! . ! w5 y2iSRY aSyl of Ay 3
productive by giving money through microfinance will only be useful is she is able to sell the product at a better
price and get a decent retuén® 2 K S NedtrepfehadidBannot find market®r their products there is the
possibility that they will be unable to recoupehinvestment in their business arikkep up with the loan

repaymentsand therefore will default and slip into indebtedness.

It has beennoted in many criticisms of the way
that microfinance currently operates (notably in
Thomas Dichter (2006) and the written
submission to this inquiry from Milford Bateman)
that often micreentrepreneurs are not offering
new products to the marke but instead are

attempting to compete in saturated sectors. For

example where there are many roadside tomato
sellers and insufficient demand for the product
new entrepreneurs attempting the same business
will merely be competing for the same customers.
Market links help people to transcend these local
markets and finder better prices for their goods.
Some experimentation has been carried out in
how to improve microfinance provision by

tackling market constraints; for example during
one of the oral evidere sessions for this inquiry

there was an extended discussion of micro

franchising, where small individual producers are

A clay pot mking family enterprise in India. Photo by McKay Savag¢

linked to a large buyer of their products (this
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initiative was raised by Rosalind Copisardviyesification is also an option;rpgranmes that help individuals to
add value through secondary production (making milk into cheese, or peanuts into peanut butter for example)
can help individuals to move galocal markets. These innovative ways to multiply the impact of microfinance

should besupported by donors and governmentgarticularly in their current early stages

Secondly, oral evidence sessions for this indgigs well as numerous written submissions, noted the neglect of
Small and Medium Sized Enterprise (SME) financing. SMEanplayortant role in promoting economic growth,

and are traditionally good at breaking down barriers between isolated local econpthm®fore providing
injected nondebt based liquidity. SMEs tend to be better than microbusinesses at providing emplbypoiside

2F UKS 0dzaAySaa 2¢6ySNRaA K2 dza-Bnieprerieurial Wi a wages Ndvévar$HE LIN
financing is often neglected in developing economies, leaving a funding gap between micro and large business
This means that micrentrepreneurs find it harder to scale up businesand the meso economy is stifled, which
given the positive impact that SMEs have been shown to have on economies&Taazoodj 2000), may limit

the growth of developing economies. Financial sector strengtiteneeds to take place throughout thi@ancial
systemif developing economies are going to grow. As such it is the recommendation of this inquiry that SME
financing become m increasingocus of DFIR financial sector strengthening programmétsshouldbe noted

that this report does not argue #t the focus should shift from ierofinance to SMEs but rather that the two

need to be developetbgetherto form an effective strategy of development across economic dimensions.

Government economic interventionsave also been shown to be an important element in helping wider
economies and specifically helping miBo/ § NS LINBYy SdzNB® Ly alflgA GKS D2
agricultural inputs like fertilisers has proved very successful in helping farmeontimue producing even in the

event of low rains. These sorts of interventions help to create the kind of environment in which it becomes easier

for individuals to make a living.

Governance and Legal Framewor&sie important obstacle to economic devphoent is the Governance of the

state in which business must operate. Corruption or a lack of legal protection can be a significant hindrance to
business. In some states where the access of rural entrepreneurs to legal servpmes,ist is difficult fo
smalholders to develop contracts with larger businesses. In agriculture for example a farmer might make a lot
more money selling to a regional rather than local retailer but doing this is a risk since the lack of contract law
means that commitments magot be honoured Thus working with states in order to improve governance is an
important part of reducing poverty. Further corruption has been shown to be more damaging to smaller
businesses than larger businesses (IMF: Tanzi et. Al 2000) possibly Haogeiserms are more institutionalised

and therefore more integrated into the corrupt system. Smaller businesses, which usually operate on the
peripheries of the economy and tend to engage poorer people are less able to cope with corruption and therefore

corruption and poor governance stifles economic developmentatpoorer end of the economy.

13 parellists at this session included Chris Bold, Marcus Fedder and Sukhwinder Arora
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Other factors Finally, an important issue when looking to address poverty through business is to look at other
factors thatimpactupon micreentrepreneurs. Mag submissionso this inquiryhighlighted the need to pursue
0KS LINRGAAAZY 2 T inlaii@dnito pravadingniciofin@nce/aS Sared in thesubmission from

b! .1 w5Y aClOlG2NR fA1S KSIfGKI v dzi pdeit ihddygl miGdiir@es or | NB
20KSNBAAST GKSasS IINBlra GF1S aSO2yRINE AMNdrdtheielisyiddS G
provision of free healthcare and education it becomes more likely that credit and sawilhdgme diverted into

paying for these services, than spent on investing in an enterpwibie improvechealth has been shown to have

an effect on the ability of individuals to accumulate capiBlb6m et. al 20@).

RECOMMENDATIQNSabling environments

1 MICROFINANCE AS PART OF WIDER ECONOMIC STBRICE@4de it clear in oral eviden(
sessions for this inquiry that they plan to fund microfinance as part @rget financial secto
strategy. The APPG supports this. It is the recommendation of this APPG that SME finan
included in this strategy and that more focus be placed on linking micro, small and mq
producers with markets for their products andrgees.

SOCIAL WELFARE ISSDBRors need to ensure that thought is given to the social support give
microfinance clients. Health and education are vital elements of economic development
therefore, where microfinance schemes are instituted dorgitsuld attempt to ensure that there i

corresponding health and educational support.
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Micro-Savings

Despite the focus on credit a large numhb#rsubmission received by this inquiry stressed the importance of
savings and, in particular, the importance of ensuring that all individuals have access tesawicigs.While
there is increasing recognition of this issue and use of sal@ugsapproachs to microfinance, many
organisations continue to offer just credffavings products would benefit from the concerted attention of all

elements of the microfinance sector.

The effect of micresavings on vulnerability

Accessd funds has been demonstrated numerous studies, as being important for reducing the vulnerability of

poor people (Wright2000 p. ING D22 R YAONRFAY Ll yOS SyO2dz2N} 3Sa FyR TFI
2PSNO2YS KSIHfGK akK201az ol R KI ikASens)Axincidénde OfSlineksior S &
damage to housingan mean a significant setback, even for those people who have a steady income, let alone

those who are struggling below the poverty line.

A study by UNDESA demonstrated These women, part of a Self Help Group (SHG) in India, have acce
that among micreentrepreneurs in | Just to loans but to savings as well. Savings are an important too
reducing vulnerabilityand yet savings services remain scarce for m
2F (KS ¢g2NIRQa LR22NX» LG Aa AVYl
Zimbabwe & India) those peoplé finance sector, improving access not just for credit but also for sav
across all three countriewho took | insurance and remittances.

three surveyed countries (Peru

part in formal saving practices werg
very likely to use these savings as
strategy to address shocks ta).
income. Further to this, the 2002
report by Gertler, Levine &loretti,

which looked at the role of financia
institutions in helping people to
insure against health shocksn

Indonesia indicated that those
families with substantial assets
and/or a high savings to

consumption ratio are in a

substartially better position in the

Photo by McKay Savage

event of illness.

In a study by McCulloch & Baulch (2000) they found that microcredit also reduced vulnerability in this way.

However, where possible the use of savings for this end would appear to be more beneficial thasetbé
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credit, if only because credit is comparatively expensive and there is a greater risk of falling prey to indebtedness
In light of this the poor should be encouraged to save in order to guard against such risks rather than to rely on

credit.

It shoud be noted, though that in many instances (particularly in the event of severe illnesstréss on income

IS too largeto be conceivably covered by savi{@»hen & Sebstad, 2003) practice the savings of the very poor
tend to guard against smallescale fluctuations in income and therefore to fully guard against vulnerabilities a
combination of micresavings and microinsurance might be appropriate. Microinsurance will be explor@d in

later section

Access to Savings Services.

Demand for savingsrpducts is not being adequately met. INESA (2009) found that there was an enormous
market for such services; in Bosnia for example 40% of survey respondents said they wanted but did not have «
bank account. The demand for savings products is corrobofagetlimerous studies including the Kenyan paper

by Dupas and Robinson (2009) in which 89% of people offered aysadoount opted to open one.

| 26 SOSNJ GKSNE NS5 | @QGFNASGe 2F 2o0adlk O0ft Sa (2 dédir NJ LI
Of 166MFIs surveyed in 2009 by the thitdnk Microfinance Information Exchange (MIX) all offered credit but
only 27% offered distinct, nearedit-related savings products. Some MFIs require compulsory savings linked to
credit products, but in may cases this is simply to provide collateral in the event of a default on the Iban.
savings products are only offered with credit then this essentially incentivises credit, and while credit can be a
valuable intervention it is also one which can beaptionally costly. The unavailability of savings along with easy
g AfFroAfAGE 2F ONBRAG KlIa SR G2 | aKAFTG FNBY Wil

people to manage thir money (Hulme et.al, 2009).

Many organisations fd that it is simply too costly to provide miegavings products to the poor. The amounts
that they save are relatively small meaning that, when one takes into account the cost of administering the
account it is deemed too great to be profitable for thédFI. In other cases MFIs have not been allowed to provide
standalone savings products due to regulatory restrictions on degaking. However, generally where MFls
have wanted to find a way to offer savings they have been able to. Smaller MFIs haredénte partnerships

with banks who are capable aéking savings, and larger MHAike Opportunity International have converted
country operations into banks and therefore are subject to the level of regulation and licencingllthvas them

to take depaits.

This demonstrates that there are options availaldeMFIs that would allow them tat the very least facilitate

savings. However, some submissions emphasised that the more profitable ajatiobeto not take savings:

do{2YS acCLas Yabout$he fact tHatdBdy ére nhdft allodved to take savings but some of them are

LX Sydeé oA3 Sy2dzak G2 oS olyla odzi GKS& R2y Qi gl yi
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For ruralpopulations with few transportation options it can be
difficult and expensive just to get to a bank. A lack of local
branches is a major obstacle to savings and credit. Opportuni|
International Bank Malawi (OIBM) was one of the first
institutions to read its remote clients with a mobile branch,the
W. loyiqd KSSt aQd ¢KA&A A& |y SEO
innovations that need to be supported if savings are going to
O2yGAydzS (2 NBIFIOK G(KS Wdzyol

Anastasia is an OIBM customer in Mzuzu. Wherfistteopened
up her bank account and took a loan she was sacrificing

significant amounts of time and resources to use the branch 3
times a month. The mobile bank means that she no longer ha

lose money travelling and she has more time to devote to her

grocery business.

Image courtesy of Opportunity International

England, to put people into debt and not

take their savings. Much cheapenoney

can be gotfrom Citi Bank, HSBC and from
d2y2N& F2NJ 4KFG YI,GGSN
in an interview conducted for this inquixy
Donors and Governments should be placing
more of an emphasis on ensuring that these
important services are integrated tm
financial inclusion programmes through

regulation, incentives and potentially

through providing funds for product
innovation. The microfinance sector should
no longer be able to offer only credit and
argue that it is extending access to financial
servies. Savings are a universally valuable
form of financial service and therefore

should be he priority financial service.

Both MFIs and banks need to be
encouraged to offer or facilitate savings
products for the ultrgpoor. Innovation in
the products offeed is needed andesearch
should be carried out intahe demand for
different types of saving services including
deposit collection services and commitment
savings(also known as illiquid savinghis
savings model does not allow clients to take

out savirgs immediately and so can be

useful in helping to build up larger savings pats well agnsuring individuals are less vulnerable to community

or family pessures to spend their savin@snderson and Baland, 2002)

Technological Innovation

One of the mat significant innovations in recent years has been the move towards mobile banking, especially

(though not exclusively, see boxabove banking through mobile phones. Mobile banking pdes a way of

transferring moneythat does not require a branch or lter, potentially making the holding of an acocd less

expensive for isolated orural populations and the administration of that account less expensive for the

institution, which can administer accounts to disparate groups more easily and from on@foddbbile banking
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represents a real success for DFID who pioneered the trial of mobile banking in the forRESMin Kenya. The
growth of mobile banking is particularly promising in Africa, which has the highest rate of financial exclusion of
any conthent in the world but is well served by mobile telecommunications companies. Given the possibility for
innovation in this area to have a positive effect on the lives of individuals and on the level of financial inclusion of
hard to reach groups this inquirfully supports DFID in theitecision to allocate £8 milliod K N2 dz3 K / D!
Technology Prograno further innovation in the area of mobile bankinglthough care should be taken to ensure

that the funding is not used to support initiatives that couldratt commercial backingiithout donor support

DFID is also currently supporting MAP International to provide #matd electronic chip and pin devices in
Uganda, which have helped around 50,000 clients who did not previously have a bank account tdoacwss

savings:

RECOMMENDATIOMScrosavings

SUPPORT FOR PRODUCT INNOVADRIMNand other donors should strongly support MFIs to offer new
savings products. We believe that this would be an ideal ardadfOdza F2NJ 5CL5 | yR

which could provide capaciyuilding services to support MFIs to branch out into this new area.

REGULATORY SUPPOR/herever possible, MFIs should be enabled to take deposits or to c
partnerships with Bark in order to facilitate savings. It is crucial that regulation maintains safeguarg
LINPGSOG OtASylaQ Yz2zySeés |yR R2y2NAR AyOf dzRAy 3
resources to governments to create and enforce appropriate reégnjasystems that encourage MFIs
either adopt institutional forms that allow deposdiaking or to set up partnerships with banks to facilita

savings.

“ Department for International Development (201The Engine of Development: The private sector and prosperity for poor
people.http://www.dfid.gov.uk/Documents/publications1/PrivatsectorapproachpaperMay2011.pdf
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Microinsurance

Microinsurance has great potential to reduce the vulnerability of the poor against many different types of shocks.
Despite this potential there are few org@ations offering the service, particularly in comparison to itred
However this is an area that is growing and current data suggests that, just in Africa, the number of
microinsurancepolicies rose 80% between 2005 and 260&vidence submitted to this inquinyas generally
positive about the role thamicroinsurancecan play. Microinsurance can be bought by poor people and products
fall into the broad categories dife, health, property and weather insurance. The main benefit of microinsurance
is that the payment of small premiums can guard against significant lossasway that savings and credit can
rarely do. The MicroEnsure submission stressed that microinsurpooksrisk, anddé &G LJX | € a | NE §
provides a safety net that moves up underneath the working poor to ensure that they do not slide back into

p2 BSNIie oKSY RAAFAGSNI aGNR| Saode

Life insurance was not talked about in detail in submissions to the inquiry, we suspect because it is simple and the
GONBIR yR 0dziGdSNE AyadaNFyOS LINRPRdAzOG® [ 221 Aydthat §
fATS AyadaNIyOS 3ISySNrffte GFr1Sa (G2 F2N¥az SAGKSNI
insurance is a policy that is linked to a loan, paying out to cover the outstanding balance in the event of borrower
death. Many MFIs @ SNE 2NJ YI 1S O2YLlz a2NEX &2YS {AYyR 2F WON
FYy20KSN) yIYS &adzOK & | Wadzidat . SySTAG CdzyRQd ¢KS
similar, but covers more than just the borrower and thigian, extending to family members as well. In some
communities, funerals can be a major expense that can bankrupt a family, so having an insurance policy to cove

these costsan be an excellent investment.

Health insurance can be an important tool fguarding against poverty. Having fast access to health insurance

means many things including:
Table 3: Roth et. al 2007

Time ro Udlizatdon: Insurered versus non-insured

I The cost of treatmentvill causeless of an

economic shock to the household. 9

1 Income is less likely to suffer due to timg - /-*"*"“EF"'““T:

when earners are unable to work. E

Average =91 days

=1lday lday 2Xdays |5 dayz 4daz: 5-7  T-14 14-30 31-60 =60
days  days days days day
(Roth et.al, 2007). we o fwe o fws o dwE o das

Dhays from illness onset

1 Researcthas shown that people who havé:

micro-health insurance are more likely tq

get help more quickly than those withou °

== \Gcroinsured 8= Nop-microinured

The tableto the right demonstrates that people

with health insurance take an average of 2.5 days to seek help whilse tiwithout health insurance take an

> Ed.Morelli, E. et.al, (2010), 'Microinsurance: An innovative tool for risk and disaster management'
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average of 9.1 days. Accessing care quickly means that the severity of illness is reduced and this will typicall
mean that treatment costs less. It also means that recovery times are smaller and therefore the clientadoe
need to be out of work so long (therefore reducing the impact of the iliness of the household (Roth et.a), 2007)
However, it is important to note that this effect is only found with indemnity insurance models. Other products
that reimburse clientsafter the fact still require people to find the money upfront and therefore have a far less

profound effect on the time that it takes for people to get help (Ibid.)

Droughtrelated risks are a real concern througho While a full exploration of health insurance is

Ethiopia where 85% of the population is depenten rains beyond the scope of this report, it is

for agriculture. The ability to offset these risks throu recommended that where ahors work

insurance products is vital. towards implementing health insurance, there

is adequate thought given to the larger health

However poor people can find it difficult to find the funds | ¢t ctures available Responsibility for health

pay for insurance products or be reluctant to invest in thel 5 nnot be foisted onto the individual and states

particularly if they are not failiar with what insurance iy naed to take responsibility for resuring that

and how it works there is adequate health infrastructure in place

hEFIF YO’ L1 wl ¢ 1 61 2 Ny 5 F for all individuals, not simply those who can pay

I RFLIGF GA2Y O LINR 2 8 O 1 ¢ ¢ | forthe policies.

microinsurance through taking riskducing activities such

as installing irrigation or using fertiliser. Thigtroduces Weather insurance is also a significant area of

clients to the concept of insurance and allows t microinsurancevorking to reduce individual®

vulnerability to droughts,floods and other

programme to offer protection to a wider base.

natural disastersThis is particularly important

in relation to the risks associated with climate
change, with the scientific community
increasingly united in predicting average
temperature rises of 2 degrees with many
(negative) associatl consequencesdimate
issues can be exceptionally dangerous,
particularly in rural and farming populations
GKSNBE 'y SyYyiAaANB &SI NDa

in an adverse weather evenf wiping out

LS2L) $Q& &l @Gay3a | yR Ol

Medhin Reda, 45, with her daughter Tekleweini, 7, tending to their cro

leaving people dddute and hungry.

Cropmicroinsurance for smallholder farmers has benefits beyond just protecting the farmer from an extreme

weather event. With risks covered by an insurer, this alldis and other lendero increasinglymake credit
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availableto rural markets for agricultural purposes where before they would not consider putting a large part of
their portfolio at such risk. This in turn allows more farmers to access credit for farm inputs such g&high
seeds or fertiliser with confidence, wherepeeviously the farmers themselves would rather not take the risk of

falling into a debt trap due to a failed crop.

It is an area that is ripe for innovation. To give just one example, in his presentation to the APPG on
Microfinancé® Alan Doran talked abdwa model being trialled by OXFAM that allows people to offset the cost of
their premiums by taking riskmiting behaviours (irrigating farm land asing pesticides, for exampldjelping to

make it possible fothe very poor to engage with these prodsctThis kind of product innovation is vital for
microinsurance in these early stagewdt would be very useful forahors to contribute to this, either by offering

fundsfor innovationor by encouraging lawledge and technology sharing

Implementationissues for microinsurance

The adoption of Index Based Microinsurance&e2 &G Y2 RSNY F ANAROdzf (dzNI £  YAO
LyadzN» yOSQd ¢KI G Aa G2 al & §(dchias mexsured réndall) kathér th&aupoh NB
the individualactual loss of each policyholde€rop insurance has previously (in many different parts of the
world) been based oactual assesselbss but this model is widely regarded as unfit for purpfisesmallholder

farmersdue to high costs

One issuewith index based microfinance is ensuring that the indicator that triggers payments is specific to the
loss suffered by the poligyolder. In communication with this inquiry Richard Leftley, CEO of MicroEnsure,
described a weather index insurance product againghoon damage, which was designed around wind speeds
and the distance of the farmer from the storm. However when typhoons began to become less windy and slower
moving the damage was no longer inflicted by winds but by excess rainfall and subsequent flabdirejore

cases occurred where a client was insured against typhoon damage, but because the payout depended on the
wind-speed even though the damage was not all done by wind a payout was not always triggered when damage
had been done. This undermined tlg@ality of the product and made it difficult for the insurance company to
assess claimsThe fact that MicroEnsure identified the problem and took steps to change the product and
mitigate the effects is encouraging. Such insurance products are new amdtcha expected to begin with
flawless products. The important thing is that products are assessed on a continuing basis and adapted quickl

when problems do arise.

If poor communities are paying premiums in order to protect their crop but are afflictéld samething not
covered by the policy then it is likely that they will see this as an injustice. Because these issues are complex

significant investment and specific expertise is needed for MFIs to be able to prapjgtepriate quality

'® AlanDoran addressed a joint meeting of the APPGs on Microfinance and Climate Change on 17 November 2010
http://www.appg-microfinance.org/events.php
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products Donorscan play a core role in ensuring this is available, as well as disseminating and promoting best

practices.

Infrastructure: Many countries do not have wide ranging weather datarticularly in rural areas (essential for
correctly assessing the risk andsasiated price), or timely access to weather data as it hapgessential for

paying claims)This is due to local meteorological services generally being low priority for many developing
countries ad thus chronically underfunded\ lack of weather staéiya &2y GKS 3INRdzyR¢é Ol
up with remote sensing technology (i.#rough satellites), as it is simply not as accurate. In addition, where
historical data is available, it is often on paper and of poor quality. For this historical dagausehul in designing
weather indexed insurance products, it must firstbed RS R ' yR a Of S ySRé¢ o6& SELISN

The amount of investment required to develop effective weather data systefinagaently more than NGOs or
commercial insurance groups would bel@br willing to spendin addition, these systems are a public good that

has multiple other uses, many developmental in nature such as disaster preparedness. It seems that this is :
crucial area for donors to help stimulate investment in and ownershipdiijonal governments. Donors could
fa2 LINPOARS FaaAraildlyoOS gKSNBE KAAG2NAOFE NBO2NRaA |

it can be used for new weather indexed insurance product development by a variety of stakeholders

Privatisation of risk state social protection:One of the major criticisms about microinsurance is that it is
effectivelythe privatisation of risk. It places the responsibility flaling withpoverty and vulnerability on the
poor and the vulnerablédhemsdves While it has been demonstrated that some of the poor can engage with
these products, not all poor people will be able to and it is important thimter governmentpolicies are run

alongsideand complement insurance initiatives, with the ultimajealbeing to safeguard people.

For example it should not be the case that health insurance discourages states from building health infrastructure
for those whocannot accessealth insurance. Similarly crop insurance shouldrbplementedalongside other
meaalires that assist people in reducing their vulnerability to natural disastersxttreme weather eventsMany

state run programmes have been successful in helping rural populations to avoid falling foul of w&ateer.
subsidies of agricultural inputs havaken Malawi from a country that routinely faced droughts and relied on food
aid to a country that is now food sedftifficient. Corn production went from 1.2m metric tons in 2005 (before the
programme began) to 3.4 million in 2087Similarly creating figation or antiflood infrastructure will help both

to protect individuals from poverty and also serve the magconomy by safeguarding agricultural production. It
should be a priority of DFID, both through national schemes and through microinsuraatengt to ensure

that vulnerability redicing schemes are implemented.

"It should however be noted that 2005 saw a majoought, whereas 2007 had better than average rainfall: the subsidy
was not the only reason for the increase.
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RECOMMENDATIONMScroinsurance

1 PRODUCT AND TECHNOLOGICAL INNOVAIit@surance is in relatively early stages and
therefore, considering the lack of infrastructure in many progmacountries and the complicated
nature of the product design it will require some time and resources in order to innovate and trial
products. DFID should contribute through providing funds for product development and capacity
building of staff to degin and deliver microinsurance products, and also by helping to budduntry
infrastructure such as installing weather stations and cleaning and making public historical weat
data. Again, we feel that capacibuilding for microinsurance product inmation would be an ideal
area in which to use funding available through MICFAC.

VULNERABILITY REDUCING ENVIRONMENB&o0 important that donors and Governments do
forget the role of states in reducing the vulnerability of citizens. Microinsurahoeld be undertaken
alongside other programmes aimed at supporting individuals and shoring up the country against
FYR 6S NBO2YYSYR (KIFG 5CL5Qa LINAGIGS asSodz
Department including Climate ChangépuEation and Health.

HEALTH INSURANG@Esensitive approach must be taken both by DFID and in country to ensure t

YAONRBAYAdNI yOS R28ay Qi o6dAfR | WLINIEfSEQ
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Microfinance in faqile states: can it work?

In the recent review of DFIBirategy and priorities following the establishment of the Coalition Government in

May 2010there has ben a shift in focus
towards engaging in fragile stateSf the

states that DFID outlines as being possik
targets forthe World Bank/DFID initiative
MICFAC many,
Democratic Republic of theCongo (DRC)

including Angola, he

Ethiopia, Sierra Leone, Somalgudan and

Zimbabwe have been referred to by DFID
of micrafinance in Afghanistan. The study dvoc,,umented a sut
Q ¢ SYSY YR T4 al

[ a

WFNI IAES adl dSa

daAFTASR I

a
microfinance programmes are currentl
by
Afghanistan and the Department ha

are also Of I
being

implemented

indicated that it § looking to extend

programmes in Yemen. All of this seemsC| ¢ I R

to clearly indicate that it is the intention

of DFID to escalate microfinance within own business and lamveryplét SR 6 A i K

fragile states. Indeedexperiences in
Afghanistan and
initiative in Sierra Leonseem to indtate
that there is demand for these services
at least some fragile environmentgvhilst
information  exists client

little on

outcomes these programmes have

demonstrated that insome regions of

these countries theimplementation of

DFID i

5

the Finance Salorne

In Afghanistan, while there is little information on soc|
outcomes there are @ame indications that microfinance ca
levork. The number of clients is currently estimated at arou
427,561 and the amount given in loans since 2003, wi
operations started, hit $1bn in February 2011. 60% of clients

women.

A 2011 UNHCR and BRAC Afgianistudy looked at the effect:

KFyaAa
274 BRAC mlcroflnance clients from four different Afgl
YFN AtS auluSaqQ
provmces and found that, of those who were returning refuge

of 1

50% used their loan either as a worg capital, or to purchase

equipment or a piece of land, or to repair their house for t

business.
| F1AYA &l ARY aL NBGdzN
borrowed 100,000 Afghanis (US$ 2,000) from BRAC to star
iKS 2

This report seems to indicate that microfinance in fragile sta
may be of particular use to returning displaced populatic
needing an injection of capital to rebuild their livelihooo
Moreover cases like these demonstrate a guial viability (in
the absence of data on outcomes) for microfinance in frag

states.

Information from the MISFMMicrofinance Investment Support Facility for Afghanistan)
homepageaccessed on 31/05/201 bttp://www.misfa.org.af/?page=home&lang=en

microfinance programme is at the very

least viable. That is not to say however that it is easy.

TheChallengef Microfinance in Fragile States

AstheLINB OA 2dza a480GA2Y 2y WS ytherdnfextidwhihyndickofianterisSiyinletnanted? A &

is instrumental in itsuccess. As such unstable, unpredictable environments can be problematic. Microfinance is

not a short term interventionand because it seeks to reduce poverty long term through economic development
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