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Submission to the All-Party Parliamentary Group on Microfinance
From:  Professor Paul Mosley, University of Sheffield (p.mosley@sheffield.ac.uk; 0114-222-3397)

I am a development economist who has worked mainly in academia; I have however also worked as an economic adviser in DFID and I have been on the boards of various NGOs, including formerly Action Aid and currently the community development finance institution Sheffield Moneyline. I am the co-author of Finance against Poverty (with David Hulme, Routledge,1996), which examines the effectiveness of thirteen microfinance institutions in eight developing countries, and more recently of Out of the Poverty Trap  ( with Pamela Lenton, Routledge, 2011), which examines the effectiveness of six microfinance institutions (or community development finance institutions, as they are known here) in this country.
If I may immediately proceed to your question (a)On which of the available microfinance products do you intend to focus…?, I would stress that, among the various products and interventions that fall under the broad heading of microfinance, the most important and those on which I shall concentrate here are loans, savings and insurance. Savings and insurance are particularly important in the context of the Group’s questions (b)(c)(d) and (e) about poverty, as very poor people cannot easily cope with risk, and savings and insurance can help them to manage risk and thereby reduce their vulnerability. Loans, by contrast, may push poor people into debt and increase their vulnerability, and many critiques of microfinance currently on the market have focussed purely on this dimension.
I shall now tackle your questions in sequence but shall focus on (e), what makes microfinance successful in reducing poverty, as that is where my expertise is.
b) How important do you think microfinance is for achieving the Millennium Development Goals and eradicating extreme poverty? Its importance is twofold. Directly, it gives the financially excluded, who in developing countries are a majority, access to capital markets. Indirectly, this in turn enables the financially excluded to create employment. The second effect is very important because the poorest people, everywhere, derive their livelihood from casual labour only.

d) How can we measure whether microfinance reduces poverty? In two ways. The objective approach compares the well-being of people who have received microfinance services with the well-being of people who have not received microfinance. The subjective approach asks microfinance beneficiaries what difference microfinance interventions have made to them. In our judgement it is best to combine these methods. There are now a number of surveys of the poverty impact of microfinance both globally and in individual countries (see for example our Finance against Poverty mentioned above, or more recently Haley and Morduch, Does Microfinance reduce Poverty?, New York University, 2003). The controversy which still surrounds these studies derives from (i) the complexity of the poverty concept (are we looking at income, or consumption, or employment, or health, or empowerment, or vulnerability, or what?);(ii) difficulties in defining the target group from which microfinance is supposed to benefit (is it just loan recipients, or do we as mentioned before look at those employed by microfinance clients); (iii) ambiguities in specifying what part of microfinance is under discussion (see my remarks on question (a) above); and finally (iv) ambiguities about the time period over which microfinance is supposed to have an impact. Some of the things which microfinance tries to do, notably make gender-relationships more equitable, are long-term in nature and their impact is exceptionally hard to get to the bottom of.
Having said this, I still believe it is reasonably clear that the massive reductions in poverty which have occurred in Indonesia since the 1970s, and in India and Bangladesh since the 1980s, could not have happened without microfinance. In each of these cases poverty was halved or more than halved as a result of the vibrancy of small-scale enterprise and small-scale farming (the green revolution). But mass reduction in poverty through microfinance is, I would say, mainly an Asian phenomenon. In the most notable poverty reduction success stories outside Asia during the same period (Chile, Uganda, Ghana) the contribution of microfinance has been fairly marginal, and in some places which have been saturation-bombed with microfinance, poverty has been obstinately slow to fall. One case I know well is Bolivia, where microfinance institutions have been dynamic and inspirational (see Marconi and Mosley, Journal of International Development, 2006) but headcount poverty (using the national poverty line) remained obstinately stuck at around 63% of the population from the late 1980s until the mid-2000s. Since the Morales government took over in 2006 there has been a fall in poverty (of about five percentage points),and an even bigger reduction in severe poverty, suggesting that the impact of microfinance is sensitive to the political regime.
e) What factors make microfinance successful in reducing poverty? These factors will vary from case to case, according to the chemistry of the local environment within which, as just mentioned, the prevailing political regime plays an important part. Therefore, it is risky to make generalisations. However, the following things do seem to be fairly universally important:

(i) Ability to design a financial product which can be rapidly replicated. Much of the success of     Indonesia and Bangladesh in reducing poverty is due to the fact that their prime microfinance institutions, BRI, the Grameen Bank and BRAC, have, respectively, over 30 million, over 8 million and over 7 million clients. The more rapidly an institution can be scaled up, the more effectively it can diffuse its benefits. In the United States, Britain and most of Europe, small size (typically less than a thousand microfinance clients per institution) has been a big constraint on attempts to reduce poverty through this channel. 
(ii) Ability to design, within this, an effective savings model. As mentioned under (a) above, savings and insurance are valuable for the poorest as they impose less risks on them than loans and thus protect their livelihoods more effectively. Both in developing and industrialised countries, and with distinguished exceptions such as BRI of Indonesia (which has around 30 million savers) microfinance institutions have been slow to develop savings products, partly because non-profit, non-governmental organisations (which is the commonest organisational form for a microfinance institution to take) are often legally barred from accepting savings deposits, and partly because of a mistaken belief that ‘the poor are reluctant and unable to save’. Both in developing and industrialised countries, the problem is now beginning to be solved, often through imaginative tie-ups between microfinance NGOs and regulated financial institutions such as banks and credit unions. Our most recent research (Lenton and Mosley, Out of the poverty trap) finds, amongst a sample of microfinance clients in four UK cities, the likelihood of exit from poverty is determined more by the existence and level of savings deposits than by any other factor. The book by Morduch, Rutherford et al, The Poor and their Money: How the poor manage on $2 a day(2009) eloquently illustrates the potential for boosting savings schemes for the poor, especially by collecting savings on the doorstep.
(iii) Labour-intensity within the target group. We have already stressed above that since the poorest can sell little except their labour, the test of whether microfinance is poverty-reducing is whether it enables low-income labour to be absorbed. (This may be one big reason why microfinance has been more successful at poverty reduction in Asia than elsewhere, because low-income Asia, speaking crudely, is more labour-intensive than elsewhere.) 
(iv) Imagination in designing financial products for the ultra-poor. Twenty years ago, the Bangladeshi NGO, BRAC, conceived the Vulnerable Groups Development (VGD) Programme, and this like its successor CFP (Challenging the Frontiers of Poverty) is intended as an instrument to extend the reach of microfinance so that it more effectively reaches the destitute (only women with very low incomes and very little land or other assets are eligible for the programme). The basic approach begins with a transfer of cash or food aid; then, in the spirit of (ii) above, part of this is converted into a savings deposit which protects the recipient’s livelihood, and at the same time training is given in a skill which entails little capital and low risks (eg silk weaving, fishponds, poultry and small-scale livestock). If these activities can be sustained the recipient, if she wishes, becomes eligible for (iii) a small-scale microfinance loan, which if it performs well, leads to a bigger loan. Thus the client is gradually guided up a staircase, in which at all stages the risk to which the client is exposed is limited to the risk which she can reasonably be expected to manage. This inspirational programme is relevant to all microfinance for the poor, and BRAC itself has trialled it in Afghanistan, Southern Sudan and Uganda. Various attempts have been made to adapt the ‘staircase’ approach to African conditions, sometimes adding ingredients along the way (for example, stage (iii) can be combined with an injection of rural public works by the public sector, or with health education – see P.Mosley, The ‘Microfinance Staircase’ and Applications to Rwanda, World Bank Rwanda, 2009).
(v)Human capital inputs. Since the beginning of microfinance some NGOs, notably the FINCA and ProMujer chains, have attempted to bolster its effectiveness by combining it with some relevant skill, as in the ‘staircase’ approach described above – often business, health or languages training. This approach was frowned on in the 1980s and 90s by some donors, notably DFID and USAID, on the basis that ‘the client knows best and does not need nannying’ – an approach also espoused by the director of the Grameen Bank of Bangladesh, Muhammad Yunus. However, evidence is beginning to accumulate that, in particular, a combination of health training with financial services does reduce poverty and vulnerability among low-income women (O. Biosca, P. Lenton and P. Mosley, Impact assessment of the credit plus approach in Chiapas, Mexico, unpublished paper, University of Sheffield, 2010; M. Nino Zarazua, An assessment of ‘credit plus’ interventions in urban areas of Mexico City, unpublished PhD thesis, University of Sheffield, 2008;  S.Hamid, J. Roberts and P.Mosley ‘Evaluation of health microinsurance in rural Bangladesh’, forthcoming World Development 2011).  Although microfinance operates in a different context in industrialised countries, the idea that applied knowledge needs to be combined with microfinance to make it work well for the poor applies there also. Not only is business training and mentoring important for the success of small-scale business loans, but applied knowledge in the form of advice on money and debt management has been found to be crucial for the success of small-scale loans to low-income people caught in the debt trap (HM Treasury, Promoting financial inclusion; report of the financial inclusion task force, HMSO, 2004; Lenton and Mosley, Out of the Poverty Trap, see above; and for the United States, B. Bernheim, D. Garrett and D. Maki(1997)’Education and saving; the long-term effects of high school curriculum mandates’, Journal of Public Economics, vol. 80,pp. 435-466). The basic story, once again, is that savings are crucial to achieve exit from poverty, and the right kind of money advice may facilitate this.

(f)Is microfinance still valuable even if it doesn’t reduce poverty directly? Yes, as long as it generates spin-offs to the poor, typically through the labour market, see (d) and (e(iii)) below. Most clients of Bank Rakyat Indonesia are nonpoor, but they have reduced poverty by many millions through the employment of poor people (the first person to demonstrate this empirically, by the way, was Ann Dunham Sutoro, the late mother of President Barack Obama, in the early 1980s). On a more modest scale, most clients of successful business-lending microfinance institutions such as DSL(Glasgow) and ART(Birmingham) are nonpoor, but they too transmit benefits by this route to their low-income employees.
(g) Should we be concerned about the sustainability of microfinance models? Definitely, for two reasons. Firstly, microfinance in the 1990s became over-confident that it had found a technology for keeping arrears low; especially in industrialised countries, this hope has not been justified, and arrears rates, which were already higher than those in developing countries, rose dramatically the 2008-09 recession, putting the survival of many of these institutions in question (Barbara Jayo, Anabel Gonzalez and Casey Conzett, Overview of the Microcredit Sector in the European Union, European Microfinance Network/Fundacion Nantik Lum, 2010). Secondly, developing-country microfinance has recently been subjected to both commercial and political pressures threatening to contaminate the portfolio: commercial credit providers have moved into the microfinance market, offering loans for the purchase of consumer durables such as televisions and washing machines which they cannot afford and thereby causing a ‘debt bubble’, and especially in South Asia, regional governments have sometimes been successful in forcing microfinance institutions to charge below-market interest rates (see CGAP, Andhra Pradesh 2010: Global implications of the crisis in Indian microfinance, Focus Note no 67, November 2010), thereby threatening the viability of the sector. There is a risk for these reasons that as microfinance expands it may be instrumental in causing, rather than simply being sucked into, national and global financial crises.
However, although progression towards sustainability is vital, there is a difference between the objective of commercial sustainability (achieving a surplus of revenues over expenditures) and the objective of maintaining a surplus of social benefits over social costs, the objective which is relevant to the reduction of poverty. Microfinance institutions generate a large number of benefits (including contributions to the health, education, empowerment and social cohesion of low-income people) which are not paid for through the market and do not figure in their profit and loss accounts; they are nonetheless benefits, and the subsidies provided by aid donors and Northern NGOs are an appropriate channel for compensating microfinance institutions for these external benefits, as we discuss below.
(i)How can governments and donors contribute to the poverty-reducing capabilities of microfinance programmes?  First by providing money and second by diffusing ideas (as they already are doing). Microfinance is one of the star illustrations of the approach of diffusing aid money through NGOs, which as mentioned above is the dominant organisational form for microfinance. In the 1990s  some donors were a bit ideological about pursuing this approach only and would not consider supporting  some types of microfinance such as ‘credit plus’ (see paragraph (e(v))above)  and government-sponsored microfinance such as that promoted by the regional development banks of Indonesia and Ethiopia. But gradually, this is being succeeded by a more pragmatic approach. To state the obvious, microfinance models cannot be simply photocopied and transplanted into a new country or region; rather, the right model needs to emerge from a an often lengthy process of on-site experimentation, as many African countries are only now discovering, and donor technical assistance has often been valuable in making available to developing-country microfinance institutions ideas which ‘might work’, which can then be trialled on-site. Often decades of effort are needed to make a pro-poor microfinance model work. The main example I would give is climatic (rainfall) insurance. Drought is the main cause of rural poverty in the developing world, bar none, and therefore insurance against low rainfall in the developing world is a priceless idea. The US and various Latin American countries, however, have a long history of crop insurance schemes which were unsustainable because they insured the farmer’s yield and not rainfall, thereby deterring him from maximising his productivity and encouraging him to make claims (the so-called ‘moral hazard problem’). In the early 1980s Peter Hazell and others at the World Bank proposed that farmers should be insured against drought rather than low yields: this cuts through the moral hazard problem since nobody can influence the weather, and all that is needed is a mechanism for measuring rainfall. Such mechanisms were established in the late 1980s by the pioneering Indian NGO, BASIX; but it took until the mid 2000s to make microinsurance schemes based on climatic hazards profitable. Schemes of this type are now in operation across the majority of Indian states, and the model has also been trialled in a range of African countries including Morocco, Malawi and Ethiopia. Again there have been a lot of early failures, but the model has also given rise to a number of exciting new ideas, including the approach, currently being trialled in Ethiopia by the World Food Programme and the World Bank, of linking climatic microinsurance to social protection by making cash transfers to low-income rural people, triggered by drought levels of rainfall, in all drought-affected regions out of a nationwide insurance fund into which payments are made in rain-sufficient years. 
In general I would say that the role of donors is to provide what in economics is known as a public good – ie something which is good for the world but is not in the interests of private businesses and individuals to provide.  Global poverty reduction of course is a public good but so at a more practical level is experimentation in new and untried ways of doing microfinance (such as the crop insurance example mentioned above, and services such as mentoring and advice which may not pay for themselves but are nonetheless valuable for the low-income client). Experimentation is costly and often leads to failure, and therefore microfinance organisations, most of them subject to tight financial constraints, are not motivated to take such risks. And yet it is only by decades of non-profitable experimentation that the really great pro-poor microfinance innovations, such as the microfinance staircase, climatic insurance and ‘credit plus advice’, have come into being. This in my view is the principle which gives aid in support of microfinance its proper rationale.  
