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Acronyms

CGAP

- Consultative Group to assist the Poor

ILO

- International Labour Organization

SACCO
- Savings and Credit cooperative organizations

MFI

- Microfinance Institutions

SCG

- Savings and Credit Groups

ROSCA
- Rotating Savings and Credit Association

ASCA

- Accumulating Savings and Credit Association

SHG

- Self Help Group

NGO

- Non Governmental Organization

CBO

- Community Based Organization

CRS

- Catholic Relief Services

VSLA

- Village Savings and Loan Associates

Executive summary

Since this is a draft report no executive summary has still been written. However, if short of time, reading the introduction and the conclusion will provide a good insight to the report.

1. Introduction

This document forms up the “Desk-study 2” in the study called “Microfinans - De Danske NGO’ers arbejde og erfaringer”. According to the Terms of References (TOR) for the assignment the purpose of this study is to give a research based introduction to the field of microfinance and to relate this to the Danish experiences in this area.

The area of microfinance is filled with controversies, hypes and hopes. Presenting a pure objective view on microfinance is probably impossible. Nevertheless, in what follows I’ve done my best to select issues that have been researched by others, which stands out as relevant according to Desk Study 1 and visits carried out to six Danish NGOs, and which I over the years have found are of high relevance for donors and NGOs active in the field. I’ve chosen to write the document in a personal style indicating my personal interest in the field as well as my possible influence to the report.

Microfinance has a long history. For example the first savings banks were initiated more than 200 years ago, while the first savings and credit cooperatives have been around for more than 150 years. In their time these innovative schemes were definitely also microfinance systems. Modern microfinance as we know it today has been around for about 30 years. The most known of the first pioneers are Mr. Mohammad Yunus and his Grameen Bank in Bangladesh. Until mid-1990 most donor supported microfinance initiatives were driven by NGOs concentrating on credit delivery often to entrepreneurial poor women. Today microfinance has a much broader scope in terms of services, market segments and participating organizations. Still, it is all called microfinance; anything from members owned savings and credit groups where the members struggle to save 10 US cents weekly, to multimillion investments in huge banks often serving medium sized enterprises. 

Beside the millions of savings and credit groups there are tens of thousands of more formal providers of microfinance services. Christen et al.  (2004) reports astonishing 500 million persons served, mostly with savings accounts, while the Microcredit Summit in their 2006-meeting in Halifax celebrated the milestone of 100 million borrowers reached. Nevertheless, formal microfinance still only reaches a smaller percentage of the world’s poor. 

To define microfinance I make use of the following short definition: “Microfinance is the supply of financial services to micro-enterprises and poor families.”  This definition is more or less the same as the one used by recognized books like Robinson  (2001) and Ledgerwood (1999). Some may argue that the definition is too narrow and “cold”, and that it should also include the development objectives of microfinance. I agree. Yet, the definition serves it purpose when it comes to understanding microfinance as a financial service. Three areas in the definition stand out: 

1) Supply (who supply the services?), 

2) Financial services (what kind of financial services are supplied?), and 

3) micro-enterprises and poor families (which market segments are being served?) 

These areas, together with analysis regarding several developmental issues of microfinance, will be introduced and explained in this short document. Different ‘schools’ and opinions will be presented. The objective is to give non-economist readers an introduction to microfinance, and to give donors a framework to enable better analyses of their activities, which include microfinance.

2. The need for lump sums 

When working with microfinance it is important to understand which kinds of needs for poor people to address. Why do they need access to savings, credit and insurance? In the following I draw on Rutherford  (2000) who indicates that the main financial reason why poor demand access to microfinance is that they often need access to lump sums of money. It is needed for:


· Life cycle events: Dowries, funerals, religious feasts, rites, marriage etc.

· Emergencies: Health care, loss of work, climatic incidents, live stock diseases, loss of home (e.g. bulldozing in slum areas) etc.

· Opportunities, either business opportunities or other types of opportunities: Buy land or a TV, fluctuation in food prices (e.g. grains), livestock, machinery, bribes to get hold of opportunities, start a business, increase a business etc.

Lump sums can be obtained through savings (Rutherford calls this “savings up”) or loans (“savings down”). It is essential to understand that savings and loans are basically the same. The only difference is that through credit you get access to the money today and not in the future. For this advantage the lender charges interest. What a possible borrower will have to assess is whether the advantage of getting access to the money today outperforms the interest cost. A famous business person in Norway (Odd Reitan) has said: “Interest is the price you pay for being impatient.” In most cases savings (and insurance which is another way of getting access to a lump sum when needed) is preferred to credit. My experience is that most poor people understand this, and they have a much higher savings capacity and willingness than donors seem to believe. Yet, they lack safe and convenient places to deposit money. Still, we also have to admit that for some the savings capacity is limited. However, taking a loan is for these in most not an alternative. Different types of well structured matched grant schemes will, according to my view, in most cases give better long term results than proving credit to those without savings capacity.  

3. Microfinance services

There are four major banking services for poor: Credit, savings, insurance and money transfer. In what follows the services are described.

1) Credit

· This is the most known microfinance service. A credit is a loan, which needs to be repaid with interest within an accorded time. Microcredit is normally a short term high priced (interest rate) loan for working capital for self-employed poor. The main reason why the interest rate is often high is because of the high cost of handling many small loans

· The following figure illustrates the virtuous potential of microcredit 

Figure 1: The virtuous circle of microcredit


[image: image1]
· For those who don’t have repayment capacity contracting credit can be a very risky strategy. Most poor people know of peers who ended up in increased misery and suffering after not being able to repay their loans. Microcredit can also be very expensive due to high rates of interest, and the benefit of receiving a loan might easily be lost in face of the costs. Access to credit is not, therefore, an easy prescription to escape from poverty. 

· The pivotal question asked by professional providers of loans is whether the potential client possesses the willingness and capacity to repay a loan. All other arguments fail if the willingness and repayment capacity can not be proven. 

· Credit is normally not used to start a new business, but to expand an existing one. The reason for this is that staring up a new business is very risky, and the provider of credit cannot afford to lose its money. Most new businesses depend upon personal savings or support from family and friends.

· Credit for business purposes is what most has in mind when microcredit is being discussed. Yet, microcredit can as well be credit for housing, education, health care or consume. Often poor people value credit for these purposes higher than credit for their businesses.

2) Savings

· People are economically poor because they have few assets and unstable income. One way to confront this situation is through savings which will help to accumulate assets and smooth fluctuating income. Studies have confirmed that even the poorest among the poor can and do save. Learning the habit to set aside resources, even the smallest amount, regularly which can be drawn upon when needed is essential.  

· Practically all new business activities require some kind of personal savings. Starting a new venture only financed with credit is extremely risky and poor people should generally not be enticed to do so. Savings are needed.

· A major constraint is safe and convenient places to save (see box 1). This has lead to an emphasis on regulating those MFIs that can be allowed to mobilize savings. At the same time it has also led to a greater understanding of why poor people value memberships in savings and credit groups like ROSCAs (Rotating Savings and Credit Associations) and ASCAs (Accumulating savings and credit associations) so much. This knowledge has motivated an increasing number of donors, NGOs and CBOs to promote the outspread of better structured ROSCAs and ASCAs. 

3) Insurance

· Poor people’s need for insurance services like life insurance, health insurance, crop insurance etc. is enormous. 

· For crop insurance the assumption is more or less as follows: Poverty is concentrated to rural areas where agriculture is the main source of income. In Africa south of Sahara 2/3 of the population are agriculturists living in rural areas (Todaro and Smith, 2006). The factors influencing outcome of agricultural activity falls to a large extent outside the control of the farmers (e.g. rainfall). Therefore, to invest in agriculture farmers need access to insurance schemes like rainfall insurance and guaranteed minimum prices on crops. For example in Malawi Opportunity International partner with the World Bank to provide crop insurance to local farmers.
 

· Recently a comprehensive compendium on microinsurance was published by ILO in partnership with CGAP’s working group on microinsurance
 . 

· NGOs are seldom involved in insurance. The main reason for this is probably that designing insurance schemes requires special knowledge (mathematics and avoiding unfortunate incentives that allow the farmers not to put in their very best efforts). Nevertheless, innovative pilots with minimum prices on crops shouldn’t be impossible to design. 

· I believe that insurance is about to (and should) become a major area in the field of microfinance. To overcome the challenges faced by farmers, access to rainfall insurance and minimum prices on crops is probably the most relevant financial service in the fight against rural poverty. 

4) Money transfer

· Poor people’s need to transfer money in safe, convenient ways at lowest possible costs is booming. There are three major forces driving the need:

· First: Increased migration (both nationally and internationally) creates a need for poor people to send money to their beloved ones. 

· Recorded remittances (money sent home officially from workers abroad) to developing countries were estimated to reach $ 199 billion in 2006. Studies suggest that unrecorded flows through informal channels may add another 50% or more to the recorded flows.
  Compared to the less than 80 billion dollars (2004 figure) in development assistance provided by OECD countries
, remittances are today, in financial terms, of much more importance for developing countries.

· Second; Payments through banking systems for public and private services are increasingly common. Especially urban population must increasingly pay for electricity, water, sanitation, telephone etc. through banking systems. 

· Third: Business is increasingly crossing boarders (local, regional and country boarders) and payment is “wired”.

· Sending small amounts from one place to another is either very risky (e.g. sending money with some friends on a two days bus trip) or very costly (e.g. sending small amounts with Western Union can easily cost 15% of the wired amount. In addition comes the cost involved in getting to and from the Western Union offices).

· New and more initiatives that can make money transfer safer and cheaper are needed.

Financial services in the Danish NGO-portfolio:

The following table provides an overview of the Danish portfolio when it comes to type of financial services provided.

	
	Credit
	Savings
	Insurance
	Money Transfer

	Number of projects
	29
	18
	1
	0


The results from desk study 1 indicate a traditional NGO-portfolio concentrated on microcredit. The strong point is that several projects also promote savings (in savings and credit groups). The weakest point according to my view is that only one project tries out some type of insurance. Since most of the projects are concentrated to rural areas different insurance schemes are probably highly relevant in the intervention areas.  

4. Supply schemes of microfinance

I divide the suppliers of microfinance in three groups: Specialized institutions, Member based schemes and Components (mainly credit) of broader development projects/programs.

1. Specialized institutions

· Different organizations deliver different types of financial services. For example insurance companies provide insurance and money transfer companies like Western Union deliver money transfer services. Regulated commercial banks normally offer all types of financial services while Postal Banks often only offer savings accounts. Specialized microfinance institutions (MFIs), which can be incorporated as NGOs, financial companies or even banks, often deliver only credit, but increasingly are providing savings, money transfer and insurance services.  Savings and Credit Cooperatives (SACCOs) deliver savings and credit to their members. Microfinance is mostly offered by MFIs (specialized NGOs or shareholder firms) and SACCOs.

· Well known examples are Banco Sol (Bolivia), Grameen Bank (Bangladesh), BRI (Indonesia), FINCA (22 countries, e.g. Uganda)

· Specialized institutions able to provide all types of financial services to their clients is a proven and efficient mode of reaching poor families and micro-enterprises (Helms, 2006, UN, 2006).

· C-GAP (and many more, including myself) considers the lack of strong and efficient specialized institutions one of the main hindrances to increase the outreach of microfinance services (C-GAP, 2004b)
2. Savings and credit groups (SCGs)

· Perhaps the most common financial service providers for poor people are different types of groups where the members regularly, often weekly or monthly, pool savings and distribute these as grants or loans to members. These systems, which have been practiced for centuries around the world, have different names in different countries like Likilimbas in Democratic Republic of Congo, Merry Go Round in Kenya, Tontines in West Africa, Cadenas in Ecuador, Idir in Ethiopia, Bishies in India etc. Academics normally refer to the groups as Rotating Savings and Credit Associations (ROSCAs) or Accumulating Savings and Credit Associations (ASCAs) (Bouman, 1995). Others simply call them Self-Help Groups (SHGs). 

· In the UNDP/UNCDF conference on financial inclusion in Senegal in 2006 it was reported that as many as 96% of Africans who cannot access formal financial services do use other forms of informal financial services like ROSCAs etc.

· These traditional schemes represent an efficient banking method at the community level where members can easily save and receive periodically a lump sum of money in the form of a prize, a loan or the return of the accumulated savings. 

· Another benefit of these informal systems is that they mobilize and recycle the savings in the local community. 

· It can be difficult to define the difference between a very small rural based SACCO and an ASCA. The main difference is normally that a rural SACCO will normally be registered with the authorities as a cooperative, while an ASCA in most cases will not have any legal register and if registered it will normally be as a CBO. 
· Most savings and loan groups are organized by the members themselves. However, lately is has become increasingly popular among donors to promote the creation of improved schemes. Bouman (1995) warns against such modernization efforts as they may distort a well functioning financial system among the poor. Yet several others support modernization efforts, e.g. Ashe (2002) and Allen (2006).

· Well known promotional examples are 

· CARE  (Allen, 2006, Grant and Allen, 2002) and www.vsla.org)
· The Worth model of PACT (Ashe and Parrott, 2002) and www.worthwomen.org), and 

· The NABARD model in India (Wilson, 2002)
· The effect and importance of self help schemes are increasingly recognized by researchers as a cost-effective and feasible mode of reaching remote areas and poorer households (Allen, 2006, Ashe, 2002, Johnson et al., 2006, Mersland, 2007b), but the possible long term survival of the groups is questioned by several observers (Rutherford, 2000, Murray and Rosenberg, 2006).

· Most programs promoting savings and credit groups are integrated programs where the formation of savings and credit groups is seen as a mean to provide other types of services and training like health care, literacy, gender based violence, business knowledge, democracy etc.

· Especially in Asia savings and credit groups are often used as a mean for social mobilization (e.g. see www.gemidiriya.org).

· Since the objectives of forming savings and credit groups often differ widely it can be difficult to compare the effect and the efficiency of different programs. Yet, my position is that if the savings and credit operations within the groups don’t perform optimally, then other types of results will be limited. Efforts should therefore be put on training the groups in savings and credit operations and close monitoring of these.

3. Components of broader development programs/projects

· The idea in these is that a credit component is offered to participants in training schemes, to farmers adapting new technologies, to demobilized soldiers, to AIDS victims, to refugees, to disabled persons etc. In these programs the interest rates are often subsidized, the pre-screening of the clients is normally less strict and the enforcement of repayment can be slack.

· Components are typically found in large government/multilateral programs with thousands of beneficiaries or in tiny NGO/CBO projects with as few as a dozen of beneficiaries. Putting these different suppliers into the same category may not grant full respect to neither of them. However, from a theoretical standpoint they can be considered comparable. 

· Documenting the long term effect from credit components has often been difficult. Hence, CGAP is clear in their recommendation: “Avoid credit components where possible” (C-GAP, 2003) and World Bank staff is advised to explore the full range of institutional options before including a credit component in a project (Gross and Silva, 2002). 

· Yet, in smaller NGOs/CBOs credit components continue to be widespread. Whether this is based on lack of other options, which is often the argument used, remains unanswered. Though my hypothesis is that the alternatives (e.g. linkage) have generally not been fully explored. More on credit components and possible linkage strategies below.

Supply mechanisms promoted by Danish NGOs

The following table indicates the supply mechimsm promoted by Danish NGOs

	
	Specialized Institutions
	Savings and Credit Groups
	Components

	Number of projects
	6-7
	11
	17


As indicated in the table most Danish supported projects promote/support components or SCGs. Often credit components are offered in a combination with SCGs. Few Danish NGOs promote/support specialized institutions. Few Danish projects seem to be in line with C-GAP’s guidelines (which stress the importance of building strong specialized institutions), if these are used as a benchmark. 

5. What kind of supply mechanism should be chosen? 

Both SCGs and Specialised Institutions are important development tools and one should not be promoted at the cost of the other. At the same time it is important to admit that the models are based on different assumptions and objectives. The following table adapted from Ashe and Parrot (2002) summarizes some differences between donor funded programs promoting savings and credit groups or specialized institutions.

Table 2: Comparing programs promoting savings and credit groups and programs promoting specialized institutions. 

	Programs promoting 

Savings and credit groups
	Programs promoting

Specialized Institutions

	Basic Assumption: The poor can meet most of their credit needs through internally generated savings.
	Basic Assumption: Microentrepreneurs need access to credit to build their enterprises or meet their other needs

Credit is primary; saving is additional.

(There is often no savings component.)

	Institutional objective: Serve as a time limited catalyst to create functioning, locally controlled savings and credit groups
	Institutional Objective: Create a permanent financial institution that delivers credit on an ongoing basis.

	Ancillary objective: Create empowered members who will take a more active role in their families and community
	Ancillary Objectives: Range from credit delivery only to providing other types of financial services like money transfer and savings. A few (e.g. Freedom From Hunger) also see the groups as a platform to introduce health, business training, and other services.

	Institutional Challenges: Develop a well functioning model for efficient operation of savings and credit within the groups 

Have an appropriate curriculum for other types of trainings. Motivate local 

organizations to provide ongoing 

support to groups and provide 

advanced training to the groups. 

Link groups into associations. 
	Institutional Challenge: Create a 

cost-effective and large-scale credit 

delivery structure that covers its costs, 

accurately tracks loans and savings, 

prevents fraud, and that may eventually 

evolve into a regulated and even 

a commercial financial institution. 

	Definition of Sustainability: Large numbers of savings and credit groups operating independently after two or three years with 

little to no ongoing support.
 Few groups have problems of fraud. Groups spontaneously create new groups thereby expanding outreach. Increased savings in groups. 
	Definition of sustainability: While start-up costs and the initial loan capital are generally provided through grants, all operational and financial costs are eventually to be covered 

through the interest charged on loans. 

Evolution into a regulated financial 

institution ensures ongoing access to 

loan capital and accountability. 


Compared to specialised institutions the SCGs have several advantages: 

· It is a feasible model to reach less densely populated areas

· Low level of local competence in finance needed (but still some)

· Possible to reach very large number of groups/members

· Low cost per member reached

· Recycling of local savings

· No resource drainage from rural to urban areas (payment of interests remains in the village)

· Strengthens the local civil society and may build democratic structures

· Makes possible the involvement of less specialized NGOs/CBOs/Churches etc. in promotion efforts

· Provides a platform for the delivery/promotion of other services/trainings (health care, literacy etc)

· Gives the members an opportunity to meet. Social capital is generated

Yet, several disadvantages can also be identified:

· Possible capture of the groups by elite members 

· Possible fraud

· SCGs are fragile structures and a slight detoriation in loan portfolio can seriously compromise their survival (Basu and Srivastava, 2005)
· Time consuming (frequent meetings etc.)

· Loan funds are limited and it takes a long time to build up capital in the groups

· Limited types of financial services available 

Comparing SCGs and specialized institutions should not turn into a competition. Context and people’s needs will have to decide. However, what can be said is that most NGOs and CBOs don’t have the capacity to become efficient providers of microfinance, but they often have what it takes to become efficient promoters of SCGs. See Rutherford (2000) for more on the differences between providers and promoters of microfinance.

Benchmarks for SCG programmes

Hugh Allen in VSL Associates and Guy Vanmeenen in CRS have put together some benchmarks for SCG programmes which according to them should be used with great caution (devfinance listserve 13th of September 2006). Nevertheless, benchmarks are needed to measure the efficiency of one program compared to others. Context and target group often strongly influence efficiency measures. The presented numbers in table 3 are averages for programmes involved in SCG.  

Table 3: Efficiency benchmarks for SCG programmes

	Efficiency measures
	Benchmark 

18 months programme
	Benchmark36 months programme

	Clients per field officer
	250
	350

	Clients graduated per year/field officer
	270
	550

	Field staff/total staff
	33%
	66%

	Length of Supervision period
	12 months
	9-10 months

	Cost per graduated client
	US$ 100,-
	US$ 60,-


The efficiency measures will differ depending on the level of other services (training etc.) provided. In streamlined programmes with lower level of other services (trainings) costs per member of between 10-40 dollars are reported (Ashe, 2002, Allen, 2006). 

Capital infusion to SCGs

Several (probably most) donor funded programs promoting SCGs have a credit component where the groups are provided additional capital either as loans to some of the members or as a loan directly to the group. Such infusion of capital to SCGs is a question where less consensus exist among advocates and practitioners. The benefit of infusion is of course the possibility it gives to invest in more expensive business ventures. Also the promoted success of NABARD in India indicates the positive effect of injecting extra capital into SCGs (Wilson, 2002, SRINIVASAN, 2002). Nevertheless, I generally warn against infusion of capital to SCGs. The main reasons for this are:

· It creates a typical donor-driven “credit focus” in the groups

· It reduces the members’ incentives to save. In Zanzibar in a CARE project savings often tripled in the groups when the possibility to access additional resources was eliminated (Allen, 2002).

· Members' incentives to monitor operations and management are reduced (it is not their own capital that can be lost)

· Research indicate that access to capital from the outside reduces the long term sustainability of the group (Murray and Rosenberg, 2006).

· Access to sustainable credit is expensive and the payment of interests will drain resources from where they are needed – the local village. 

· A provider of capital that can serve the groups over time is generally not available, and if available the groups risk getting into a dependency relationship.

· Donors and implementation partners often want to inject way too much capital. If infusion of capital is to take place it should be done with strict moderation.

Credit components of broader development programs/projects

If credit components are considered needed to achieve optimal results in an integrated project, then a partnership with a professional MFI that can deliver the credit to the beneficiaries should be sought for. This type of partnership is often called linkage. 

· Linkage to professional MFIs can be an effective and efficient strategy to deliver all types of financial services (savings, credit, money transfer and insurance) to beneficiaries of NGO-projects as well as huge multi-sector programs. 

· Linkage to professional MFIs (or the promoting of well structured savings and loan groups) should generally be the first think to think about when lack of access to financial services is found to be a major constraint in a project or an intervention area.

· To gain access to MFIs it is of utmost importance that NGOs/CBOs understand “the rules of the game” in MFIs. The first thing a professional MFI will (and should) ask is: “What’s in it for me?” Negotiating successful partnerships often requires in-depth knowledge of microfinance.

· To enter into linkage-partnerships MFIs will often ask for incentives like technical assistance, loan funds, guarantee funds, covering branch costs etc. Yet, such incentives can often reduce the MFIs’ own incentives to secure optimal operations. Especially effective guarantee funds can be difficult to design and very expensive to administer.      

Often a linkage strategy is not possible to follow. Still, a credit component may be considered important (often to mobilize the target group). When or whether a low performing credit component can be accepted to obtain other important development objectives is a difficult question to answer. Each situation and project is different and requires careful analysis by skilled personnel in close contact with the target group.  More on Credit components in (Rosenberg, 2006, Silva, 2003)
6. Target segments served

Regardless of supply mechanism, different projects and organizations serve different segments. There are several variables that can be used to divide a market into segments like gender, age etc. In microfinance I consider the following seven variables to be the most relevant:

1. Gender

2. Geographical

3. Poverty strata

4. Source of income

5. Business ownership

6. Start-ups or ongoing businesses

7. Business loans or loans for all purposes

Gender

In the eighties and beginning of nineties the majority of microfinance initiatives targeted women specially. There where two main reasons for this: First, access to microfinance was seen as a way to empower women, and second, women were considered better savers and re-payers of loans. During the last decade there has gradually been a change towards a better gender balance. Today most of the bigger and professional MFIs have no intended gender bias. Yet when it comes to self help groups it is still normal to target women (e.g. the programs of CARE and WORTH). 

Geography and poverty strata 

Johnson et al. indicates that the ‘frontiers’ of microfinance go along a geographical axis and a poverty axis. Figure 2 gives an illustration: 

Figure 2: The microfinance frontiers
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The poorest are normally excluded from access (Thorp et al., 2005, Hulme and Mosley, 1996, Simanowitz, 2001). And as indicated in the figure the poorest people living in dense populated rural areas are still virtually un-served. Savings and credit groups tend to better reach out to poorer families living in rural areas than specialized providers of microfinance (Johnson et al., 2006).

Source of income

There are basically three ways a family can earn its income: Employed, self-employed or welfare. Today most microfinance initiatives concentrate on the self-employed who are generally served with working capital for their small businesses. However, studies indicate that when available poor people prefer employment to being self-employed. Regardless of income source all people has a need for lump sums for paying school fees, for funerals, to marry, to get medical care etc. And especially the ones living on welfare, whether they receive it from the public or from their beloved-ones living in the cities or abroad, have a need for convenient, safe and cheap money transfer systems. Hence, C-GAP and many more, promote the building of financial systems that serve all poor, the employed, the self-employed and the ones living on welfare, with all types of financial services (Helms, 2006). 

Business ownership

There are two main ways a business can be owned: either individually or collectively. When it comes to micro-enterprises my experience is that individual family ownership is generally much more efficient than collective ownership. Yet, still large numbers of donors continue to provide support to groups running all types of businesses. Beside their wish to help in improving people’s income, their agenda is often to promote collectivism. Yet, from a business perspective one should remember that all businesses compete in a marketplace, and only the ones with owners with strong incentives to sacrifice will survive in the long run. In the agricultural sector collectively owned marketing enterprises, mills or dryers can sometimes make sense. However, my experience is that when it comes to tailoring, soap making or carpentry collectively owned enterprises, supported by donors, tend to be extremely inefficient compared to the ones being individually owned. 

Start-ups or ongoing businesses

The much promoted story in microfinance is that the poorest of the poor are given loans to start up new businesses. This is seldom true. Nearly all loans go to ongoing businesses. And generally they should. Starting up a new business is risky as many (most?) new business ventures tend not to survive. A provider of a loan will, and should, pursue all means to collect any outstanding balances. There is a very high risk that a poor family will end up in an even worse position if they take a loan to start up a new business. As a consequence most providers of microfinance only include existing income streams and not the possible income stream from the new venture when calculating a person’s repayment capacity of a new loan (Aghion and Morduch, 2005).

Business loans or loans for other purposes

Most loans offered to poor people are for their businesses. The main argument for this is that the possible income gained from the new venture will help repay the loan. Yet, most of the professional providers of microcredit don’t consider much the possible new income. They calculate repayment rate based on existing income streams. Calculating repayment capacity based on possible new income is risky since probably more than half of all new ventures fail. It should, therefore, be possible to serve poor people with all types of loans like for housing, health care or consumption (e.g. buying a TV). Many donors are reluctant to this as their agenda is to promote improved livelihoods. The result is that many poor apply for a business loan, but use it for what they find most important. According to my view serving the poor with all types of loans shouldn’t be made a major problem. It is better to base the contact with a possible loan-client on what’s true instead of having her lie to get what she consider most important.

The market segments served in projects financed by Danish NGOs

The following table indicates the market segments served by Danish NGOs

	Market segments
	Yes – number of projects
	No – number of projects

	Gender bias (women)
	23
	13

	Rural population
	20
	15

	Poorest population strata
	18
	17

	Self-employed
	25
	11

	Individually owned businesses
	n/d
	n/d

	Start-up of new businesses
	n/d
	n/d

	Business loans or loans for other purposes
	n/d
	n/d


When it comes to market segments served the Danish NGO portfolio is fragmented. No clear pattern can be observed. A strong point is the rural concentration.  

7. Impact of microfinance

Does access to microfinance services have a positive impact on the lives of poor people? In macro-economic terms there are strong indications of a positive effect. When a higher percentage of the population has access to financial services, a country can expect better economic growth (Gregorio and Guidotti, 1995). Increased penetration of financial services can also reduce the income gap within the population (Westley, 2001). In a micro perspective assessing the impact at the family level probably nearly all research indicates a positive impact from access to money transfer systems, insurance and savings. Yet, when it comes to credit the results are not unison. Most studies do find a positive impact from access to microcredit and a positive relationship between the Millennium Development Goals and microfinance (Claessens and Feijen, 2006, Littlefield et al., 2003). But impact depends on access to a-priori resources and time. This means that the poorer a client is when contracting a loan less impact is expected. And the longer a family has access to microcredit (repeated loan opportunity) more impact can be expected. Some studies also indicate negative impact for women (additional burden) and for the poorest (Hulme, 2000, Hulme and Mosley, 1996). The main lesson from the research is probably that providing a one time loan to a very poor family will generally not provide any positive impact and in the worst case it will have a negative impact. Microcredit is definitely not a panacea in the fight against poverty. When walking in streets of La Paz I’ve often asked myself: “Is sitting on the market 12 hours a day selling tomatoes and raising their kids virtually on the streets actually empowering women and bringing real development to the poor?” 

8. Aspects of outreach

Most agree that increased outreach of microfinance services is important. But outreach can have different dimensions. Schreiner (2002) has designed a framework which can be used to assess six different aspects of outreach and thereby analyse whether some programmes produce more social benefits than others. The six aspects of outreach are; worth, cost, depth, breadth, length and scope. These dimensions are defined as follows:

· Worth to clients is defined as their willingness to pay. The assumption is that if the benefits of being a client outperform the costs then the clients are willing to pay for the services and will return for more services in the future. ‘Worth’ is a subjective dimension and difficult to measure. However, the client drop-out rate from a non-subsidized program can be a way to measure worth.

· Cost is defined as the sum of price costs and transaction costs. The price cost is the sum of interests and fees paid to the lender, while transaction costs are costs like time, transportation etc. Possible subsidies and donor support (in cash, kind or time) should be included in the cost dimension and also when assessing the real worth to clients (would they return for more services if they had to pay the real cost of services?).

· Depth is defined as clients’ poverty level or other society preferences like for instance the percentage of women or rural population reached. Projects serving poorer strata of the population score high on the depth dimension.

· Breadth is defined as the number of clients served.

· Length is defined as the possible time frame of the supply of services. Self-sustainable projects are able to provide services over time. Hence, they score higher on the length dimension.

· Scope is defined as number of types of financial contracts supplied. Projects supplying only credit only attend one type of financial demand while projects supplying several services like insurance, savings and credit score higher on this dimension because they serve more of clients’ needs.

Normally smaller NGO-projects have a high score on depth while they are normally not efficient on the other dimensions. The relevant question then to ask is whether deeper depth compensates for possible low breadth, short length, high costs and narrow scope. My experience is that to often a high score on depth is used as a too easy excuse for low score on the other important dimensions. In addition there are many programmes with high score on depth and equally high scores on the other dimensions (e.g. BRAC in Bangladesh and Diaconia FRIF in Bolivia).  
Regarding the Danish portfolio we lack sufficient information to indicate how it “scores” on the different dimensions. Yet, from reading Deskstudy 1 and visiting six Danish NGOs I estimate the portfolio to be strong on the depth dimension and generally weak on the other dimensions.

9. Exclusion mechanisms 

The poorest, the outcasts, the disabled etc. are generally excluded from access to microfinance (Mersland, 2005). The "professional" reason is that they don’t have the needed financial capacity to save or contract insurance, and they don’t have the needed repayment capacity to contract loans. However, experiences demonstrate that there are also other mechanisms excluding the vulnerable. Box 2 refers the four mechanisms Simanowitz (2001) identifies as the main exclusion mechanisms:

Box 2: Exclusion mechanisms in microfinance

· Self-exclusion: Poor people’s lacks of confidence constraints their capacity to believe the programmes can be beneficial to them. Successful programs therefore stress the importance of motivation, and of creating a culture whereby the programme is seen to be serving the poorest.

· Exclusion by other members: Exclusion particularly in group-based lending (solidarity groups, self-help groups, villages banking, cooperatives) where there is an incentive for stronger people in the community to exclude the more poor. There is very often a negative perception by the community of the poor (useless, lazy, unlikely to be able to repay a loan) resulting in the fact that other members do not want them in their group. This is particularly apparent where a group guarantee system is operated, and group members are encouraged to select out any person who may be a bad credit risk. There is therefore a challenge to MFIs to create a culture which both promotes the participation of the poorest, and provides support to ensure that the vulnerability of the poorest does not lead to their experiencing problems and leaving the programme.

· Exclusion by staff: Loan officers may have explicit or implicit incentives to exclude the poorest.  This may be based on a perception that the poorest are problematic and will create an increased work burden.  Where this is combined with an organisational culture and incentive schemes emphasising sustainability targets above the need to work effectively with the poorest, loan officers will focus on achieving greater productivity, increasing portfolio outstanding, reaching larger number of clients, and identifying clients capable of taking greater amounts of credit.

· Exclusion by design:  Many aspects of the methodology design of a microfinance programme may act to exclude the poorest.  These may include entry fees, rules that exclude people who do not have an existing business, inappropriate loan terms, providing services from central offices rather in community based situations. Other aspects of programme design may not exclude the poorest, but may be biased towards the needs of the better off or may impact more negatively on the poorest.  

10. Groups as a mean or groups as an end?

The formation of groups in microfinance programmes is well known. However, the objective of forming groups can broadly be divided in two different “schools”:

1) Groups as a mean to mitigate risks and reduce transaction costs for providers of microcredit (see (Aghion and Morduch, 2005) for oversight). E.g. the village banks of FINCA, Opportunity International etc.

2) Groups as an end objective that give poor people the possibility to own, control and manage their own capital, their organizations and to build social capital (see (Fisher and Sriram, 2002) for oversight). E.g. the SCG promoted by CARE and Gemidiriya. 

My experience is that several observers, donors and practitioners are either uninformed or misinformed regarding the two “schools” often presenting one “school” as the other one didn’t exist or defending one “school” at the cost of the others. 

The first “school” (groups as a mean) is the one inherently understood by the ones involved in building specialized institutions and inclusive financial sectors. This is the school that has gained most public recognizing within the field of microfinance during the last years (e.g. C-GAP, UN Year of Microcredit, Nobel Peace Prize etc.). This “school” is also backed by considerable research efforts. This “school” measures success by the financial sustainability of the groups.

The second “school” is much more grassroots oriented and the initiatives seem to me to be more fragmented. Objectives are often termed as integrated or holistic empowerment, social mobilizations, development of a civil society, the value of groups in itself etc. Several of UNDP’s efforts within microfinance seem to have been designed with this “school” in mind (Rosenberg, 2006, Mersland et al., 2005). However, it is difficult to identify a clear stream of research efforts within the “school”.

The following figure (adapted from (Marr, 2006)) provides a framework to better understand the difference between the “schools”.

Figure 3: Groups as a mean or groups as an end 
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Both “schools” should agree that groups belonging to quadrant D will not survive. My experience is that promoters of groups as an end value increasingly feel the need to direct their groups from quadrant B over to A. The reason is that financially sustainable groups tend to outlive other groups. Hence, financial sustainability becomes a mean for other broader objectives. Yet, increased focus on financial performance increases the risk of falling into quadrant C. A recent CGAP report also stresses the need for groups belonging to quadrant B to move over to quadrant A (Murray and Rosenberg, 2006). However, this shift often requires a type of knowledge often not present in local promoters of groups (CBOs, NGOs etc.), and may require a higher educational level among group participants. Financial sustainability in groups often requires a type of monitoring, cash management and accounting system beyond the competence level of promoters and group-participants. However, CARE, Worth and others are examples of promoters that increasingly seem to aim for quadrant A, often with success.

Practitioners of groups as a mean do not similarly try to direct their groups from quadrant C to quadrant A. The value of groups in itself is normally not on their direct agenda. Yet, practitioners and promoters like for instance Freedom from Hunger (FFH)  (www.freedomfromhunger.org), Opportunity International (OI) (www.opportunity.org) and FINCA (www.villagebanking.org) certainly know and appreciate the added value of groups. However, according to my view, their practises and methodologies only include limited efforts in helping their groups to become broader civil society organizations.

When analysing the Danish initiatives the overall impression is that most belong to the “school” where groups are seen as an end value. The microfinance activities are generally only small components in larger projects, where empowerment and group-organization in itself are important objectives. CGAP’s guidelines are generally not known and/or followed and the partners in the South are generally not experts in microfinance. 

Belonging to the “group-end school” can be a challenge since consistent research and guidelines are more limited. This calls for considerable efforts from the Danish NGOs in searching for benchmarks and role models. Also since this type of initiatives varies considerably documentation of efforts and effects need to be carried out ar carious levels. 

11. Related services

When the objective is increased income from self-employment, there are some services or types of donor interventions that are not microfinance, but can be offered as an alternative or as a supplement to microfinance. The most typical are:

1) Vocational skills training

2) Business skills training

3) Provision of microequity/microgrants for business development

Successful self-employment depends on a mixture of market opportunities, capital resources (equity and credit) and non-capital resources (vocational and business skills, networks etc.). From a theoretical point of view there is therefore strong support for integrated programs combining access to credit and training (McKernan, 2002). Yet, empirical evidence also indicates that specialized MFIs perform better and are more sustainable than non-specialized MFIs providing both capital and non-capital resources (C-GAP, 2004b). Nevertheless, it is important to understand how access to capital also requires access to non-capital resources (and markets) to produce the needed results. The following market matrix (Figure 4) (adapted from Mersland (2007a) provides an insight:

Figure 4: Market matrix for micro-credit
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The “Exemplars” are those micro-entrepreneurs who have access to both micro-credit and non-capital resources. In addition to being successful micro-entrepreneurs they are also examples and role models for others.

The “Possibly in trouble” are micro-entrepreneurs who have gotten access to micro-credit without having the needed non-capital resources. With their current level of non-capital resources they will not succeed in business and risk ending up in deeper misery than before.  

The “Immediate Potentials” are those micro-entrepreneurs who already have the needed access to non-capital resources, but don’t have access to micro-credit. These entrepreneurs will normally benefit from getting a loan.

The “Possible Future Potentials” are those micro-entrepreneurs who don’t have the needed non-capital resources and don’t have access to micro-credit. For these entrepreneurs it is important not to provide credit before the needed non-capital resources have been secured. Well structured micro-grants can, according to my view, be effective in this group. 

It can often be difficult to decide to which group a person belongs. The categorization is, therefore, a useful exercise to carry out together with each individual to determine which type of intervention is required. 

Recently there are also some programs that have started to link safety nets and access to microfinance. In this innovative approach the poorest gain access to safety net programs that will eventually help the poorest gain access to financial services. In grant-funded safety net programs the poorest receive non-financial support, such as employment, food aid, training, etc., as well as support to graduate from their existing levels of poverty to a level where they can make good use of access to appropriate financial services (Hashemi and Rosenberg, 2006). Practicing this approach is a very difficult challenge and few successful role models have been documented. Easy replication is therefore still not easy. 

12. Conclusion – the microfinance schism

Microfinance is increasingly becoming an important, but also complex development tool. There is no magic formula and often researchers disagree on the most effective strategies and mechanisms to obtain the wanted results. Yet, almost all microfinance practitioners agree that part of their ultimate goal is to improve the welfare of the poor. However, they often seriously disagree on how to best achieve this goal. This has generated a high tempered debate between two different “schools” or approaches. This debate, or schism, summarizes neatly several of the issues discussed in this study. The debaters are generally divided in two camps or approaches that can be called the poverty approach and the sustainability approach, where the first measure success by how well it fulfills the short-term needs of the poorest while the second proposes and assumes a long-term “win-win” logic between poverty outreach and organizational sustainability (Woller, 2002, Woller et al., 1999, Morduch, 2000, Schreiner, 2002, Rhyne, 1998). The debaters (and practitioners and donors) often have different views on several issues like the following:

1) Type of objectives

a. The poverty approach will tend to appreciate wider objectives (empowerment, social capital, gender, health etc.)

b. The sustainability approach highlights the need for narrower financial objectives (operational costs, return on investments, self sufficiency ratios etc.)

2) View on subsidies 

a. Depending on the situation the poverty approach often accept subsidies 

b. The sustainability approach claim that microfinance can, and should, pay for itself (C-GAP key principle # 4)

3) View on donors

a. The poverty approach normally needs, accepts and welcomes donors

b. The sustainability approach sees donors as a potential problem which can possibly distort the inflow of private capital into the industry

4) Type of intervention

a. The poverty approach often focuses on delivery mechanisms which can get the services out, the sooner the better 

b. The focus of the sustainability approach is to build inclusive financial systems that require interventions on micro (service providers), meso (financial infrastructure and industry supporters) and macro (governments and policies) levels (Helms, 2006, C-GAP, 2004a) 

5) Impact measurement level

a. The poverty approach tend to measure impact at the individual level and sometimes also at the community level

b. The sustainability approach often assumes that as long as the clients return for repeated loans they experience a positive impact. The focus is therefore on measuring organizational sustainability that will indicate whether the services can become permanently available

6) Financial services alone or in combination with other services

a. The poverty approach often appreciates the delivery of credit in combination with training, and other type of interventions (e.g. supply of seeds to farmers)

b. The sustainability approach claims that institutions should be specialized in financial services only

7) Criteria for client selection (for credit)

a. The poverty approach often aims on special groups (e.g. disabled, ex-soldiers, refugees etc.), and the belonging to the group is often a major selection criteria

b. The pivotal question asked by the sustainability approach is whether a potential client possesses the willingness and capacity to repay a loan. Whether of not a person belongs to a special group is of less importance

8) View on groups

a. The poverty approach generally considers groups as an end value in itself. SCGs are often promoted by donors supporting the poverty approach.

b. The sustainability approach often considers groups as means for efficient delivery of credit. Specialized institutions are often promoted by donor supporting the sustainability approach. 

The sustainability approach, or different nuances of it, is the one generally promoted by major players like C-GAP, World Bank, UNCDF etc. However, several important researchers don’t find their arguments fully convincing (Morduch, 2000, Woller et al., 1999). Yet most seems to agree that the sustainability of the providers of services, either MFIs or SCGs, is important. 

As for the Danish NGO-portfolio it definitely belongs to the poverty approach. Yet, this should not be used as an excuse for possible high costs or inefficiencies. 

The following tables provide additional insight into the Danish microfinance portfolio.

	Microfinance – main component or smaller component
	Small component
	Main Component

	Other

	Organizations
	22
	4
	2


	Knowledge of CGAP’s guidelines
	Know C-GAP’s guidelines
	Don’t know C-GAP’s guidelines

	Organizations
	17
	9


Of the ones knowing C-GAP none of them practice the guidelines fully. 

Whether belonging to the poverty approach or not, I do consider it a weakness that most NGOs don’t know C-GAP’s guidelines. Even if the guidelines don’t provide much guidance to all type of microfinance interventions is should be expected that donors do know of them. 

Visits to six NGOs also revealed that the ones involved in poverty approach projects have little knowledge about models and lessons learned with savings and credit groups etc. My estimate is therefore that the Danish NGOs not only are uninformed about C-GAP, but about microfinance, in all its nuances, in general. Capacity building seems needed. Some NGOs should probably define microfinance outside their scope of activities/knowledge and therefore phase out their activities. The remaining NGOs should build their capacities, strengthen their microfinance activities and assure better cohesion between their activities and international lessons learned within the field of microfinance.
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Box 1: Cash management


“If you live in an urban slum or in straw hut in a village, finding a safe place to store savings is not easy. Bank notes tucked into rafters, buried in the earth, rolled inside hollowed-out bamboo, or thrust into clay piggy banks, can be lost or stolen or blown away or may just rot. Certainly their value will decline, because of inflation. But the physical risks are the least of the problem. Much tougher is keeping the cash safe from the many claims on it - claims by relatives who have fallen on hard times, by importunate neighbours, by hungry or sick children or alcoholic husbands, and by landlords, creditors and beggars. Finally, even when you do a have a little cash left over at the day’s end, if you don't have somewhere safe to put it you’ll most probably spend it in some trivial way or other. I have lost count of the number of women who have told me how hard it is to save at home, and how much they would value a safe, simple way to save.” Stuart Rutherford in The Poor and their Money – an essay, 1999, page 8
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�	 � HYPERLINK "http://www.opportunity.org/atf/cf/{4FDDA71B-2D42-4FAE-84B0-75A6C2E25802}/Weather_Index_Insurance.pdf"��http://www.opportunity.org/atf/cf/%7B4FDDA71B-2D42-4FAE-84B0-75A6C2E25802%7D/Weather_Index_Insurance.pdf� 


�	 � HYPERLINK "http://www.microfinancegateway.org/resource_centers/insurance/"��http://www.microfinancegateway.org/resource_centers/insurance/� 


�	 � HYPERLINK "http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationDevelopmentBriefingNov2006.pdf"��http://siteresources.worldbank.org/INTPROSPECTS/Resources/334934-1110315015165/MigrationDevelopmentBriefingNov2006.pdf� 


�	 � HYPERLINK "http://www.oecd.org/dataoecd/40/3/35389786.pdf"��http://www.oecd.org/dataoecd/40/3/35389786.pdf� 


� � HYPERLINK "http://www.uncdf.org/english/microfinance/dakar_conference/agenda.php" ��http://www.uncdf.org/english/microfinance/dakar_conference/agenda.php� 


�	 Rutherford, in the foreword of Allen, 2002, argues that sustainability in savings and credit groups is not about survival rate of groups. He argues: “Featuring reiteration rather than permanence and multiplication rather than growth, a ROSCA movement, once it has become entrenched in a community, can provide reliable, if limited, services to very large numbers of people over many years.”   
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