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Abstract

Microfinance has gained prominence as a policy option for addressing poverty. Although
microfinance has a long history, its growing appeal is usually associated with the attention
given to the Grameen Bank of Bangladesh, which pioneered group-based lending to poor
women. Following the ‘successes of Grameen and the promotion of ‘cloned’ institutions,
advocacy for microfinance has focussed primarily on microcredit. Consequently,
microfinance as savings, insurance, and other forms of financial intermediation received
far less attention. It was believed that microcredit was a more reliable and faster means to
achieve poverty reduction, especially through supporting the entrepreneurialism of the
poor. Microcredit then became a mantra of the microfinance sector, increasingly identified

as its ‘raison d’étre’ and the justification for the investment of billions for dollars.

This thesis focuses on the relationship between microfinance and poverty. It puts savings
at the centre of the research through an analysis of a savings-led financial services co-
operative known as the ‘Village Banks’ in South Africa. The research considers the
asserted link between microfinance and poverty from both a theoretical and empirical
interrogation. It questions the limited engagement that the microfinance literature has had
with the various theories on poverty and attempts to formulate a more nuanced

understanding of relations between the two.

The empirical contribution is a mixed method of qualitative analysis, in the form of focus
groups held in four different Village Bank communities, and quantitative analysis from an
original panel of households in one community. The thesis argues that a savings-led
model of microfinance has the ability to contribute to the challenges of poverty reduction
more than is currently acknowledged. It will also argue that, when provided with the
necessary support, member-owned financial institutions, such as the Village Banks, offer a
potential solution to addressing the inherent challenges of providing low-cost banking

services in rural areas.
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Preface

“... the principle which prompts us to save is the desire of bettering our conditions, a
desire, which though generally calm and dispassionate, comes with us from the
womb, and never leaves us till we go to the grave.”(Smith 1801, pg.111)

This thesis is about microfinance and it is about poverty. Its origins were inspired by two
particular sources, one theoretical and one applied. The applied source was an
introduction to Village Banks — a financial services co-operative operating in South Africa,
made up of individual banks that are wholly owned by community members. My curiosity
was sparked by the notion of a community owning a bank — | was sceptical and | wanted to
understand if it could work. | was curious too about the fact that Village Banks was a
savings-led financial institution which appeared to run counter to the preferred institutional
models described in the microfinance literature, which are predominately credit-led. Village
Banks seemed to be doing something different. | wondered therefore what implications a

savings-led microfinance method might hold for the reduction of poverty.

My interest in development has always been framed by the context of poverty; how
poverty is understood, how it is defined and measured, and how our understanding of
poverty drives particular policy choices. The microfinance movement has long espoused
its contribution as a ‘poverty fighting’ instrument. Given the overwhelming dominance of
credit over other forms of microfinance (savings and insurance), the conclusion one might
draw from the literature is that “access to credit = reduction in poverty”. But what about
savings? Does access to savings also reduce poverty? Why is microfinance biased
towards credit? How does the microfinance industry define poverty and how does it make
causal links with credit? Might access to savings have a greater impact on poverty
reduction compared with credit, as it does not include the additional risk and burden

associated with debt?

The theoretical inspiration for this thesis was drawn from the work of Stuart Rutherford and
a very short but profound essay published in 2000 entitled ‘The Poor and their Money’.
Based on his observations of working with poor people in the slums of Dhaka for over 20
years, Rutherford argued against promoting access to credit for the specific purposes of
microenterprise development. Instead, he argued that what poor people need is access to
amounts of money greater than their usual (small) income streams which he termed

“‘usefully large lump sums” (Rutherford 2000a, pg.1). The need for such lump sums arises
13 of 314



from three main sources: life-cycle events such as births, deaths, marriages and
education; to protect oneself against risk, i.e. emergencies such as ill-health, death or loss
of assets; and to respond to investment opportunities, such as being able to purchase an
asset or start/expand a business. Rutherford argued that savings is the most beneficial

way for poor people to gain access to such ‘usefully large lump sums’.

If one considers Rutherford’s line of reasoning, it becomes apparent that the need for
access to financial services for poor people is no different to the needs of the ‘non-poor’.
When they can, people save for the birth of a child, for marriage, for death and for
education (we also borrow money for the same purposes). Many people have short-term
and/or long-term insurance policies to protect against loss of property, ill health and death.
And we also access finance, usually credit, to purchase large assets and to run
businesses. Despite different positions on the ‘income/wealth’ spectrum, people’s needs
seem fairly universal. The main difference is the use of the word ‘micro’, which becomes a
prefix for signalling the size of the transactions. Unlike Rutherford’s advice to focus on
‘usefully large lump sums’ microfinance institutions tend to stress — and seemingly identify
a virtue in — providing very small sums, although the eventual debt can mount up to many
multiples of income. | began to feel uncomfortable at how the ‘world of microfinance’ had
transported us to a world in which ‘the poor’ are identified as needing different and special
attention. But if the life stressors faced by the poor are similar to those of all people in
principle, notwithstanding that the consequences of these stresses might be significantly
different, then would the poor not benefit from enhanced mechanisms to save, as well as

access to instruments to borrow?

The motivation for the research therefore is to question the perceived bias towards credit
in the delivery of micro-financial services and to advocate for greater emphasis on
savings. | suggest that an enhanced understanding of the relationship between savings
and poverty is needed. The research explores how savings might theoretically reduce
poverty and the means and extent to which this capability can be supported empirically.
The Village Banks, a community-owned and savings-led financial institution which makes
savings facilities available in poor, rural areas, of South Africa seemed to offer the ideal

case study for this purpose.
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The research is framed by two questions:

1. To what extent is the Village Bank model of a member-owned financial
institution a viable mechanism for addressing the challenges of providing low-
cost banking services to the poor? And more specifically:

a. How does the membership structure assist with this process; and to what
extent is Village Bank governance and members’ sense of ‘ownership’
important to sustainability and effectiveness?

b. What socio-economic benefits arise from participation and what importance

do members place on being able to save?

2. What is the relationship between the utilisation of financial instruments (hamely
savings and borrowing) and the developmental outcomes achieved by
households?

a. What role do savings play in helping households to acquire assets, secure
livelihoods and reduce vulnerability?
b. To what extent have Village Banks contributed to assisting households in

these terms?

The thesis presents data from a case study of four remote, rural communities in South
Africa, examining the relationship between households, poverty, financial instruments, and
a member-owned Village Bank. It reveals that savings play a crucial role in the day-to-day
survival tactics of these households, especially in relation to how assets are accumulated
and how negative shocks are managed. Despite challenges faced by the banks during the
period of field research, which are captured both in the qualitative research and a
longitudinal panel data set, the analysis indicates that the relationship between member

households and poverty was positive but weakening over time.

Thesis Outline

The First Chapter starts with a review of the literature on microfinance, commencing from
the 1950s, long before the Grameen Bank came into existence. The pertinent themes of
poverty, savings, credit, gender and institutions are examined according to how they are
addressed by two broad approaches to microfinance that have been identified. The
chapter considers the main lines of argument for each approach for the purpose of

presenting how they make underlying assumptions about the relationship between

15 of 314



microfinance and poverty, which in turn influences policy and practice. The chapter also
provides a detailed discussion on member-owned institutions and considers the role that

governance, democracy and ownership play in creating sustainable institutions.

The Second Chapter then delves into the discourse on poverty, from the perspective of
poverty theorists. Seven contemporary theories on poverty are presented, with each
theory interrogated on how, if at all, it engages with the microfinance literature. The
microfinance literature is then recast within this poverty discourse, and consideration is
given as to how and where these two fields coincide. The themes of risk and vulnerability,
coping with shocks, building asset portfolios and stabilising consumption within the

household are examined, with a particular interest in how financial instruments may assist.

From the Third Chapter the focus is narrowed from universal debates to a specific focus
on South Africa. To provide context to forthcoming empirical chapters, an outline of both
the salient features of poverty within the country, and the main attributes of the financial
services sector is provided. The Fourth chapter discusses ontological and epistemological
position of the thesis and presents the research purpose, questions and design. This is

followed by a description of the banks visited and of the data collection process.

Chapter Five presents the findings from original qualitative research (focus groups) which
were undertaken with members in four rural communities (all in different provinces). The
research seeks to explore the ‘democratic’ nature of these banks, and to what extent
having a safe, affordable savings facility nearby has impacted on members’ quality of life.
Chapter Six presents data from a longitudinal panel of households, which was collected
two years apart, in one of these communities. The purpose of the quantitative research is
to present a picture of ‘poverty lived’ and to explore the extent to which various financial

instruments (formal/informal and savings/debt) assisted in their daily struggle.
Chapter Seven draws together the main themes and positions presented in the various

chapters to form some concluding remarks on the precarious and complicated relationship

between savings, poverty and access to financial services in rural South Africa.
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Chapter 1 The Evolution and Development of Microfinance

Microfinance has risen dramatically up the development agenda in recent years. A zealous
campaign, drawing from rock and movie stars, royalty, heads of big banks and politicians
have raised microfinance to levels of popularity and ‘cool’ rarely attained by development
instruments. The high-point of microfinance’s profile was reached in 2005, which was
declared the ‘International Year of Microcredit’ by the United Nations and 2006 when
Professor Muhammad Yunus and the Grameen Bank were awarded the Nobel Peace
Prize. The launch of the International Year of Microcredit at the United Nations
Headquarters in New York, included laudatory speeches from the then Secretary General,
Kofi Annan and Princess Mathilde of Belgium, Spokesperson of the International Year of
Microcredit, among others (United Nations 2005a). Indicative of the tone, a statement by

Mark Malloch Brown, Co-chair of the Coordinating Committee, noted:

“Nobody in this room needs reminding that microfinance is helping transform the
lives of millions of people .... microfinance has a vital and central role to play in
achieving the Millennium Development Goals, particularly the overarching aim of
halving poverty and hunger in our world by 2015”. (Malloch Brown 2004 pg.1).

The potential of microfinance according to the Nobel Peace Prize committee was even
greater. It noted:

“Lasting peace cannot be achieved unless large population groups find ways to
break out of poverty. Microcredit is one such means.... Microcredit has proved to be
an important liberating force in societies where women in particular have to struggle
against repressive social and economic conditions. .... Yunus’s long-term vision is to
eliminate poverty in the world. That vision cannot be realised by means of micro-
credit alone. But Muhammad Yunus and Grameen Bank have shown that, in the
continuing efforts to achieve it, micro-credit must play a major part”. (Norwegian
Nobel Committee 2006).

Described by The Economist as “The start of something big” (Easton 2005 pg.2)
microfinance had become, moreover, more than a ‘big idea’, it was also beginning to
capture significant quantities of ‘development’ finance and to influence national policy.
According to the Consultative Group to Assist the Poorest (CGAP), a global microfinance
resource centre representing 31 bilateral, multilateral and private donors, billions of dollars

are committed annually to microfinance (CGAP 2005). Unlike most development ideas,
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and especially those that are targeted at the poorest and at the grassroots, microfinance is
not the sole domain of donors and not-for-profits. Some of the world’s largest financial
companies are involved, including Citigroup, Deutsche Bank, HSBC, ING and ABN Amro
(Easton 2005). The trend is not only the downward shift of big banks into grassroots areas,
but the Initial Public Offerings of two major microfinance institutions — Compartamos from
Mexico in 2007, and India’s SKS in 2010, has now blurred the boundaries between these
previously divergent arenas (CGAP 2010).

For many years, microfinance was almost immune from criticism. Even the idea of criticism
received short shrift and critics were cast as unhelpful and deliberately oppositionist
(Bateman and Chang 2009). In the past few years, however, a more reflective stance has
been taken to microfinance. In many ways these reflections indicate uncertainty rather
than overt critique and, rather like the arguments in favour of microfinance over the
preceding decades, lack empirical validation. Edging toward a more cautious tone, the
State of Microcredit Campaign Report in 2007 noted: “While we know that microcredit is
not a panacea, it is still one of the most powerful tools we have to address global poverty”
(Microcredit Summit Campaign 2007 pg.3). An uncharacteristic note of caution also came
from CGAP that observed:

“For now, it seems an honest summary of the evidence to say that we simply do not
know yet whether microcredit or other forms of microfinance are helping to lift
millions out of poverty”. (Rosenberg 2010 pg.3)

Other more critical assessments of microfinance are now appearing and gaining an
audience. According to Bateman (2011) microcredit's potential as a development and
poverty reducing policy is highly questionable, especially its ability to promote growth and

profitable enterprises. In the words of Harper ... the impact of microfinance, for good or
for ill, is exaggerated. It is no more than second-rate retail banking for people who cannot

afford relatively decent services” (2010 pg.1).

In order to appreciate how such a large ‘microfinance industry’ emerged and the form this
took, it is helpful to understand its genesis. This chapter is structured in three parts. The
first offers an historical examination of the trends and developments in ‘microfinance’ —

although it should be noted that the term did not enter common usage until the 1990s -
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from the 1950s to the present day.! This discussion is organised around three main
periods: the early years of the 1950s to 70s, consolidation during the 80s and 90s, and the
point of departure for this thesis: microfinance in the 21% century. The rationale is to
acknowledge the importance of understanding the present through appreciating the past. It
is evident that some issues and concerns actually predated the emergence of the
Grameen Bank, and still remain unresolved today, whilst emerging debates and
contentions also demand interrogation and response. The second part of this chapter
examines key themes within microfinance, namely poverty, savings, credit, gender,
interest rates, and formal and informal institutions. It proposes two broad approaches to
microfinance around which most literature gravitates and examines how these viewpoints
approach these critical themes. The third part introduces member-owned institutions in

more detail, describing their various formats and main challenges.

1.1 Review of the Literature

There has been a long-standing interest in the social sciences of how people engage with
money and the cash economy (see Parry and Bloch 1989). Thus, although many claim
that microfinance first began in the 1970s with the advent of the group lending
methodology and the Grameen Bank, research on lending to the poor, especially farmers,
dates back to at least the 1950s. The initial focus was on the rural sector, how it could be
developed and how it could provide the necessary surplus to facilitate industrialisation
(Lipton and Ravallion 1995). Accordingly, the focus was on the provision of subsidised
rural credit. Concern later turned to welfare and basic needs, and on the social
organisation of communities and their ability to stave off crises of income and
consumption. We observe at this point greater attention to the informal sector, the
household and especially to the role of women. Finally, there has been increased interest
in development generally and in terms of microfinance specifically toward poverty

alleviation and support for microenterprises.

! Although this ‘historical’ review commences in the 1950s it is acknowledged that banking facilities to serve
the poor can be dated back to the 18" century in Germany and Ireland. This will be discussed in more detail in
the third section of this thesis. See Seibel (2005).
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1.1.1 In the Beginning: the 1950s to 1970s

During the 1950s to 1970s, interest in microfinance came mainly from two distinct
disciplines. The first source of interest was from agriculturalists who were interested in the
management of financial resources of impoverished farmers and in particular how to
improve access to credit to increase yields. A landmark study was conducted in India by
the Reserve Bank known as the All-India Rural Credit Survey which revealed that the local
moneylender was the predominant source of rural credit but his practices worked against
the best interests of the farmer and were considered ‘anti-developmental’ (Ayyar and
Ramaswami 1956). An important contribution to the literature, and still heavily cited, was
an analysis of interest rates undertaken by Wai (1957), who considered non-institutional
sources of agricultural and rural credit to be the main determinants of the cost of credit. His
main area of concern was the high rate of interest charged by informal moneylenders.

Momentum on the interest rate debate continued into the 1960s with a number of
important publications by Bottomley, (1963a; 1963b; 1964a; 1964b; 1964c) whose
research extracted the component costs involved in determining interest rates, including
administration and opportunity costs, risk, and monopoly profit. Despite Bottomley’s
identification of monopoly profit among rural moneylenders the formal banking system
seemed unable to extend services and/or meet the needs of the local population: see
Amogu (1956) for a discussion of Nigeria. Instead, as Gamba (1958) argued on the basis
of research in Malaya on links between savings, poverty and capital formation, the only
means to ensure that poverty could be tackled in Asia was for capital investment to be
facilitated either through local savings or foreign assistance. The response of governments
and donors was to replace the money lender through the provision of formal credit facilities

via banks and co-operatives.

The second source of interest came from anthropologists who documented the means by
which indigenous people interacted with money. Anthropologists were interested in the
way in which poor people formed clubs to help manage their cash resources. These clubs,
later termed ‘Rotating Savings and Credit Associations’ (ROSCAs) by Ardener (1964),
were found to exist in countries throughout the developing world. Reining (1959) undertook
research on the Azande people in Central Africa, considering how they adapted to the
monetisation of their local economy. The period also saw continued calls for the
formulation of institutionalised finance (Gersdorff 1960) in the rural sector, again for the
purposes of replacing the local moneylender and strengthening the sector in general. A
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publication entitled “Capital, Savings and Credit” by Firth and Yamey (1964), however,
criticised anthropologists and economists for failing to synchronise their joint interest in
understanding the operations of households and communities and how they interacted
with economic institutions. Even so, research described the many non-monetary means by
which households save money (Dewey 1964), as well as continued discussion on the role
of household savings and economic development (Kelley and Williamson 1968). One of
the earliest publications that considered the issue of entrepreneurship amongst indigenous
populations and the role of access to credit was Geiger and Armstrong’s 1964 study. This

appeared to be the first time that the non-rural sector received any focused attention.

The 1970s witnessed continued interest in ROSCAs but a shift from an emphasis on
describing activities to greater study of their relationship to poverty. In the course of the
decade research considered the merits of informal credit versus formal/institutional credit
(Nisbet 1971; Ghatak 1975; Lipton 1976; Wells 1979). Consideration of interest rates also
continued, with discussions dominated by economists who attempted to formulate models
that would explain the high interest rates found in rural areas (Ghatak 1975). The broad
concept of ‘rural credit’ dominated policy makers’ minds. Some publications took the form
of evaluations, assessing whether applied institutional credit programmes were working
(Colyer and Jiménez 1971; Bardhan and Rudra 1978; Wells 1978a; Wells 1978b). Other
authors criticised the idea of subsidised interest rates that most of these programmes were
applying (Adams 1971; Datey 1978; Ladman and Adams 1978), whilst others attempted to
measure the size of credit uptake and whether or not it met demand (Harvey 1975; Nweke
1978).

A growing body of literature emerged dedicated to the topic of ‘savings’. A number of
authors expressed concern about the development of a banking system to facilitate
savings (Bhattacharyya 1971; Ruozi 1973; Masini 1977; Mottura 1977), others considered
the relationship between savings and the development of the national economy (Mauri
1972; Mikesell and Zinse 1973; Nijhawan 1975; Masini 1977) and a further group focused
primarily on savings at a household level (DellAmore 1977; Adams 1978; Bhalla 1978;
Delancey 1978; Hyun, Adams et al. 1979). Contributions from Mauri (1977) and Masini
(1977) take a slightly different tactic and consider the relationship between households
and the banking sector. Mauri starts with the premise that development can only take
place through capital formation — that capital formation is a combination of savings, finance

and investment, and that, with the exception of foreign investment, all savings essentially

21 of 314



originate from households. Therefore the mobilising of household savings into investment
is the basis of all forms of development and that the key role of a banking system is to act
as an intermediary in this process. Masini argued that banks in developing countries
should be assigned the tasks of drawing household savings into the credit system,
transforming the condition of household savings, financing production and enhancing the
efficiency of the economic sector.

Finally, discussion also focussed on the appropriate organisations, their structure and
reach to poorer groups. Publications proliferated on development banking and the role of
central banks. Views came from both the top down — central banks and how they serve the
economy - and from the bottom up on how the banking system should serve households.
Furness (1975) provided an introduction to the various layers of a banking system and
how they differ in a developing country, compared with a developed country.
Bhattacharyya (1971) confirmed the viewpoint that the role of a central bank in a
developing country goes beyond that of maintaining prices — through monetary policy, and
exchange stability, and extends to the role of facilitating economic growth — primarily

through monetary expansion.

Discussions on co-operatives also started to appear with publications testing the
relationship between access to co-operative credit and agricultural output (Hunt 1972;
Kainth 1979), the ability of co-operative banks to have better outreach compared with
commercial banks (Hope 1975) and the relationship between management and leadership
and the likelihood of a successful co-operative scheme (Delancey 1977).

1.1.2 Gaining Traction: Microfinance Research in the 80s and 90s

The initial development decades of the 1950s, 60s and 70s regarded the poor as members
of male-headed, small-farmer, households. Accordingly, poverty reduction was to be
achieved through the provision of subsidised credit to the archetype ‘peasant farmer’.
However, by the 1980s, there was a growing awareness that the poor were
disproportionately female who, moreover, had little or insecure access to land or any
surplus. Economic change would come now through microenterprises, obliging a rethink
regarding microfinance which shifted focus to the subject of entrepreneurship (Matin,
Hulme et al. 2002). Discussions adopted a gendered approach with specific consideration

being given to the needs of women and how microfinance might contribute to their
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empowerment (Berger 1989; Jiggins 1989; McKee 1989).2 Hashemi et al. (1996)
examined the effects of the Grameen Bank and the Bangladesh Rural Advancement
Committee (BRAC) and found them both to have an empowering affect on women (also
Ackerly (1995). Findings from econometric analysis of data demonstrated a greater
household consumption expenditure from women participants compared with men (Pitt
and Khandker 1998). Mayoux (1995; 1999), however, was less positive and more doubtful
of the ability of microfinance to be an effective vehicle for gender empowerment.

The different mechanisms for which financial services existed now started to be identified
as either ‘informal’ or ‘formal’. Rather than being discussed separately, as a mutually
exclusive phenomena, authors started to consider the two in relation to each other, which
was also a trend in other areas of development research and policy. A number of writers
began to acknowledge the limited effect formal financial systems were having in reaching
the poor and appreciating the size and extent of the informal sector (Miracle, Miracle et al.
1980; Holst 1984; Ligeti 1984; Bouman, Bastiaansen et al. 1989). The issue of formal
versus informal was to gain even more momentum during the 1990s when academics
started to realise that the indigenous mechanisms that the poor adopt should warrant
much closer attention (Bouman 1990; Kashuliza 1993). The lines of contention were that:

¢ Donors have neglected to understand existing indigenous practices surrounding
savings and credit and should redesign their programmes accordingly (Shipton
1990).

e The actual size of the informal sector and how it interacts with the formal sector
needs to be better understood, especially how it may influence the effectiveness of
existing monetary and financial policies (Ghate 1992).

The resulting outcome was an increase in the perceived legitimacy of the informal sector,

something that rural credit sector was still struggling to obtain.

The delivery of rural credit as a topic of research adopted a different focus, largely as a
result of a group of academics from the University of Ohio who examined the efficacy of
subsidised rural credit. Their argument was that subsidised credit had suffered three
decades of high default rates and a general inability to reach those agencies it wished to
target. The team, which also included members from the World Bank and later became

known as the Ohio School, advocated that the practice of subsidising credit was the

z Although many studies made no attempt to distinguish between the gender of their clients (Bayda, Meyer et
al 1994; Christen, Rhyne et al. 1995; Dunn 1996).
23 of 314



primary cause of the general widespread failure of rural financial institutions (Adams and
Graham 1981; Von Pischke, Heffernan et al. 1981; Adams, Graham et al. 1984a; Adams
and Vogel 1986; Adams 1988; Von Pischke 1989). In particular, they argued that viewing
credit as a farming input rather than a product of financial intermediation was one cause
for failure. They claimed that traditional assumptions regarding poor households such as
their high sensitivity to interest rates, an inability to save in a liquid form, that lender
behaviour can be controlled via nationalising banks that the informal sector does not
produce any social benefits and that cheap credit helps the poor, were unfounded.
Motivations behind providing subsidised credit were also found to be politically driven and
in many cases the larger, wealthier farmers benefited most. Their views began a

controversial and still unresolved debate on the merits of subsidies versus sustainability.

Microfinance and how financial systems operated in developing countries was starting to
gain widespread attention.®> The 1980s closed with the World Bank dedicating the 1989
World Development Report to ‘Financial Systems and Development’. The Report made
mention of the large-scale failure of financial institutions, which they blamed on the control
of interest rates, targeting of credit to priority sectors (i.e. rural) and the securing of
inexpensive donor credit to finance such initiatives. The report made numerous,
predominantly macroeconomic, recommendations on how to remedy these problems,
including a focus on macroeconomic stability, more robust regulatory, accounting and
financial systems, and greater disclosure of financial information and enforcement of
lender’s rights. By doing so, it was argued, a more balanced and robust financial structure
should emerge that will help facilitate the ability of the domestic financial system to
promote growth (World Bank 1989).

The Grameen Bank also came on the scene during the 1980s. In the wake of many failed
attempts, the development sector could now highlight a model of success from,
importantly, one of the world’s poorest countries. Founded as an action research project in
1976 by Mohammed Yunus at Chittagong University, the bank implemented a unique
method of distributing credit via a group liability approach (Yunus 2003). Also unigue was

its particular targeting of women, the lack of focus on farmers or farming per se, and the

® The terminology “microfinance” was first coined in 1990 by Seibel (2005) who defined it as the sphere of
finance that comprised of microcredit, microsavings and other microfinancial services. He saw it as a synonym
for the intermediation between microsavers, microborrowers and microinvestors. He considered it to include
formal and informal, large and small financial institutions.

24 of 314



setting of interest rates close to market levels. Initial evaluations reported a wide outreach,
low default rates, and financial sustainability (Hossain 1988; Meyer and Nagarajan 1988).
The following decade saw a number of attempts to replicate the model, especially in terms
of the group-based method which was seen as a means for containing moral hazard and
adverse selection. Grameen-style methods, sometimes referred to as ‘clones’, were
extended in many developing countries and formed part of an incipient ‘model’ for
microfinance institutions as development agencies and NGOs became ever-more
enthusiastic about transferability of ‘good practice’ and replicability. The Grameen clones
received broadly positive evaluations from Huppi and Gershon (1990) and Wenner (1995)
(although failed attempts at replication were reported by Ladman and Afcha (1990),
Woolcock (1999) and Reinke (1998). Moreover, based on research in Malaysia, Malawi
and Sri Lanka, it was argued that the success of replication had less to do with lending
policies and more to do with management and organisational structure (Hulme 1990; Jain
1996). A number of authors, but especially Rahman (1999), raised concern that the high
repayment rates on microfinance — usually trumpeted as a virtue of the approach — were

achieved with coercive tactics.

In sharp contrast to government efforts to make financial services more accessible to the
poor, which even involved legislating for the presence of commercial banks in rural areas,
despite continued research demonstrating their high cost structure, regulated and inflexible
products, and perceived inapproachability by the local population (Wells 1981; Anyatonwu
1983; Feinberg and Kallab 1984), institutions such as Grameen, BRAC (Chowdhury,
Mahmood et al. 1991), BancoSol of Bolivia, Bank Rakyat (BRI) and Badan Kredit Desa
(BKD) of Indonesia, the Foundation for International Community Assistance (FINCA), and
the Kenya Rural Enterprise Programme (K-REP) (Christen, Rhyne et al. 1995) appeared
to offer a better approach.’ In addition to tracing a growing number of high-profile
institutions, some statistics on the size of the microfinance sector became available. A
postal survey administered by the World Bank and distributed to nearly 1 000 institutions
was undertaken in September 1995. Based on the findings from the 206 institutions that

responded, seven billion dollars in loans to over 13 million individuals were outstanding,

4 Group schemes, the implications for moral hazard and potential for social capital, drew attention from
economists who attempted to create econometric models to explain the phenomena (Stiglitz 1990).
Econometric models of ROSCAs attempted to reveal how they assist households in accumulating consumer
durables (Besley, Coate et a. 1993; Besley and Levenson 1996); their insurance role (Calomiris and
Rajaraman 1998); the efficiency of random and bidding ROSCAs (Kovsted and Lyk-Jensen 1999); transaction
cost efficiencies (Handa and Kirton 1999); and the determinants of participation (Kiko Kimuyu 1999).

® The ‘success’ prompted some researchers to suggest that the poverty-alleviating capacity of microfinance
could be replicated in developed countries such as the US and Canada (Wahid 1994).
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along with $USD19 billion which was mobilised in 45 million active deposit accounts. Non-
government organisations represented over half of the institutions surveyed (World Bank
1996).

One important trend, which would shape some of the defining issues of microfinance in the
21% Century, emerged at the beginning of the 1990s. The poor, it was argued, should be
seen as commercial clients rather than as beneficiaries (Jackelen and Rhyne 1991). This
move towards a ‘financial systems approach’ involved offering financial services to the
poor in the same manner that financial systems also do elsewhere — with a market
perspective that understands the needs of the clients and designs products accordingly;
an acknowledgement that savings is as important as credit; and the imperative that
financial institutions are also sustainable. This approach was described as a:

“... clear departure from the assumptions behind the vast majority of microenterprise
programmes financed by donors and governments during the 1970s and 1980s”
(Rhyne and Otero 1992 pg.1561).

Moreover, as Murdoch (1999a) argued, the effective subsidy of $25-30 million to banks

such as Grameen meant that potential new institutions were unable to compete.

Finally, the attention to microfinance during this period saw increasing interest in the
relationship with poverty and poverty alleviation. Although few studies provide detail on
how poverty is defined and measured, and how changes in poverty should be tracked, the
consensus was growing that the real issue was poverty — whether of the rural male farmer,
the urban female street trader, or the household in general. The question was whether or
not microfinance could make a difference (Holt and Ribe 1991; Wright 1997; Zaman 1999).
The publication of ‘Finance against Poverty’ in 1996 provides one of the first assessments
of measuring this relationship. In assessing the effectiveness of innovative programmes in
influencing poverty outcomes, ‘reductionist’ income-poverty measures as well as ‘holistic’
vulnerability and deprivation measures were applied. It was found that income approaches
lead to policy conclusions of a ‘promotional’ focus, whilst entitlement/vulnerability
perspectives lead to policy recommendations of a ‘protectionist’ tactic. The authors
conclude that the inability of most microfinance schemes to have a significant reduction in
poverty is due to their manner of treating the poor as homogenous and their focus on
promotional strategies of rigid loan disbursement rather than more diverse savings and

credit services (Hulme and Mosley 1996).
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1.1.3 Point of Departure: Microfinance in the 21st Century

At the beginning of the 21 century an influential essay by Stuart Rutherford entitled “The
Poor and their Money” illustrated the many and varied ways in which poor people manage
their money. Other than providing a detailed description of mainly informal mechanisms,
including deposit collectors, savings clubs, ROSCAs and funds, Rutherford presented a
new paradigm for understanding the relationship between savings and credit. Referring to
‘saving up’ and ‘saving down’ he graphically illustrated how credit, which involves receiving
a larger lump sum payment up front, and is offset by repayments in the future, is
essentially the inverse of savings, which involves putting aside smaller payments now to
enable the drawing of a larger lump sum in the future. A similar parallel is drawn with
insurance which is also described as the setting aside of smaller payments now to enable
the drawing down of a lump sum at some unspecified time in the future. Rutherford went

on to illustrate more sophisticated variations of this practice (2000a).

Although Rutherford’s treatise is uncomplicated, he presented perhaps one of the most
holistic and intuitive exposés on how poor people view and manage their money, and
therefore how we might understand their basic financial service requirements. Although
Rutherford’s work was the foundation for a paradigm shift in how microfinance could be
understood, it took nearly a full decade for this to be properly appreciated. The publication
of “Portfolios of the Poor: How the World’s Poor live on $2 a Day” (Collins, Morduch et al.
2009) provided the first empirical evidence to support and demonstrate Rutherford’'s
theories. Research was undertaken in South Africa, Bangladesh and India, and was based
on a ‘financial diaries’ method, which involved visiting households once a fortnight to
collect data on all household financial transactions. It confirmed Rutherford’'s theories by
finding that households are active money managers who draw upon a large number of
financial instruments to assist them in their daily struggle to smooth consumption and

access useful lump sums.

This alternate hypothesis underpins one of the growing themes of discussions that
Jackelen and Rhyne referred to in 1991. The provision of microfinance to the poor must go
beyond just credit and a ‘one size fits all' assumption to offering more flexible services
which better fit the needs of this diverse group (Matin, Hulme et al. 2002; Meyer 2002;
Ruthven 2002). In line with a changing view of microfinance ‘beneficiaries’ to microfinance
‘clients’, the discourse also moved beyond just referring to ‘services’ to include rarely used
terminology such as ‘products’, ‘product development’, ‘marketing’ and ‘market research’
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(Woller 2002a; Wright 2003). This tactic would also entail identifying more specific market
segments or target markets which are composed of identifiable clients with specific needs

or potential demands (Kalala and Ouedraogo 2000).

It was argued that market research and improved product development that is demand-
driven should be the key focus of microfinance (Cohen 2002; Meyer 2002; Wright 2003).
Other suggested product features included flexible repayment schedules, variable loan
sizes and differential loan pricing (Meyer 2002). Additionally, products that are able to
assist households to secure savings; mitigate against risk; and build personal, social,
business and consumption assets, would also be highly desirable, especially if they are
delivered in a format that is convenient, appropriate, safe and affordable (Hickson 2001;
Matin, Hulme et al. 2002).

Understanding the role of risk and how it impacts on the poor is a concern which also grew
in prominence. Churchill (2002 pg.382) made specific mention of the need for ‘risk-
managing financial products’, which should be made available in one of three formats — a)
liquid savings, b) emergency loans, and c¢) micro-insurance for death, iliness, disability and
theft. The issue of micro-insurance, one of the three main microfinance commodities,
finally began to emerge as a dedicated field of research (Ebony Consulting 2001; Churchill
2002; Mosley 2003). Although, very little is understood of the actual demand for this
‘missing third’ of microfinance (Zeller and Sharma 2000 pg. 143), the limited research that
has been undertaken on micro-insurance does show that the lack of protection of assets
during a time of shock can be a source of significant stress (Cohen and Sebstad 2005),
whilst access to micro-insurance contributed greatly to the peace of mind for clients
(Mosley 2003).

Many researchers have also argued that in the absence of access to suitable micro-
insurance products, savings deposits serve as one of the most important alternatives to
help the poor mitigate against negative income shocks and losses. This in turn reduces
vulnerability and can help reduce poverty. Savings can also play a vital role in helping
people smooth consumption, allowing them to set aside money when there is a surplus
and draw down on this when there is a shortage (Rutherford 2000a; Churchill 2002; Matin,
Hulme et al. 2002; Kaboski and Townsend 2005; Weiss and Montgomery 2005; Kapoor
2007; Christen and Mas 2009).
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Savings also has an important role in helping households achieve certain priorities such as
paying school fees, participating in important lifecycle events (marriages, funerals,
religious festivals etc.) and responding to investment opportunities if and when they arise
(Rutherford 2000a; Matin, Hulme et al. 2002; Allen 2007). Research in India found that
amongst the members of SEWA (Self-Employed Women’s Association), longer-term
members, who held savings accounts, and who had greater earnings shares to total family
income, also experienced much lower stress levels, than members who did not (Noponen
and Kantor 2004). Another study, also undertaken in India, which sought to understand the
attributes of savings products desired by poor people, found that farmers and petty traders
placed a high priority on security, whilst for wage earners, liquidity was most important.
Interest rates did not appear to be an important attribute (Kapoor 2007). In fact the findings
from a field experiment in rural Kenya showed that the demand for a savings account was
so high that the withdrawal fees (effectively creating a negative interest rate) did not deter

the targeted beneficiaries from taking up the opportunity (Dupas and Robinson 2009).

There has clearly been a growth in the number of writers holding the position that savings
are just as, if not more, important to the poor than credit (Woller 2002b; Basu, Blavy et al.
2004; Allen 2007; Kapoor 2007). According to Richardson (2000) the credit union
experience has shown that the poor have a greater demand for savings, than for credit,
whilst Dowla (2003) proposes that the introduction of flexible savings services in
Bangladesh (compared to compulsory savings attached to most group-lending
methodologies), is a sign of maturation of the industry. It was also found that MFIs that
collect savings achieve better outreach (Harkarska and Nadolnyak 2007).

A major impasse within the industry, however, has been the issue of regulation, and the
fact that in many developing countries, government regulation only enables registered
banks to collect deposits. As most microfinance providers are not-for-profit organisations,
becoming a registered bank is an expensive and onerous task beyond many, thus
curtailing the ability to expand savings services. Central banks argue for this regulation to
protect the integrity of a country’s financial system and to guard the savings of depositors

in the event of a financial institution’s failure (Wright and Mutesasira 2001).

Ironically, the justification for regulation, which essentially curtails many MFIs from offering
savings, may seem misplaced. Research undertaken by Wright and Mutesasira (2001) in

Uganda looked at savings lost by clients from formal, semi-informal and informal sector
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institutions, and found that whilst 15% claimed that they had lost some savings in a formal
institution, and 26% in semi-formal institutions, 99% of respondents had lost savings using
an informal method. The average amount lost was also greatest in the informal sector
(22%), compared with the other two (3.5% and 9.1% respectively). He argues that
concerns over the possibility of institutional failure (and thus depositors losing their
savings) should rather be considered in relation to the alternatives that a financial system
offers (both formal and informal). In most cases this will probably reveal that the risk of
depositors losing money with an MFI is far less than the other alternatives being utilised.

Gender issues maintained a strong focus of research well into the 21 century, mostly in
relation to women and savings. Vonderlack and Schreiner (2002) proposed that access to
safe-deposit boxes and matched savings accounts for healthcare and education could
contribute substantially to the well-being of women. A randomised control trial that offered
women access to a commitment savings product found that it led to an increase in female
decision-making power within the household, which was manifested in female-oriented
durable goods being purchased (Ashraf, Karlan et al. 2010). Research also tackled the
long-held assumption that women will likely use income gains to improve the well-being of
their children, thus having a greater ‘poverty reducing’ effect, against the view that men
would focus on investing in business, which might have a greater ‘economic growth’ effect.
The assumptions were tested empirically for Guatemala where it was found that only
microfinance for women of child-bearing age produced positive pro-child effects, while
women passed their mid-thirties hired labour as much as men (Kevane and Wydick 2001).

However, criticism also began to emerge of the assumed positive relationship between
microfinance and women’s empowerment. Mahmud (2003) argued that the assumptions
regarding impact on women’s empowerment from participation in microcredit programmes
need to be reassessed, as there has been a conceptual shift in emphasis when defining
well-being, which now expands beyond issues of improved welfare, to include notions of
choice and active agency in the process. Using this framework, her research in
Bangladesh indicated that impact is limited as it does little for improved gender-based
access to resources, although some increased agency in intra-household processes was
found. The issue of agency and how it relates to risk was also raised by Maclean (2012)
who undertook research with women belonging to a FINCA-style Village Bank in Bolivia.
She argues that the assumption of giving women the responsibility to run their banks, and

thus ‘empowering them’, overlooks the increases in responsibility and the associated risks,
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which actually encumbers women further. In a culture that already overburdens women
with multiple responsibilities and tasks, relative to men, participation in the Village Bank
absorbs the little time left. Furthermore the increased risk of being responsible for
safekeeping the accumulated payments between the bi-monthly collections from the MFI is
a substantial burden. The rigid repayments and high interest rates left women feeling they
were simply working for the bank. In a separate paper, Maclean (2010) deconstructs long
held assumptions about the role that social capital plays in maintaining successful
women’s groups. Oversimplifications of the relationship between social relationships and
economic gains and the use of women’s social capital upon which a MFls operations are
dependent, can easily ignore the conflicts this may create when also concurrently

promoting competitive entrepreneurial activities that are considered anti-social.

These findings complement those of Onyuma and Shem (2005) who uncovered: increased
workloads and higher social pressure on women to repay loans; increased indebtedness
resulting in further dependence on husbands and/or more loans to pay off existing debts;
husbands and other male family members taking control of loans and businesses;
increased family conflict and resentment from husbands when businesses succeed; and
the use of loans for consumption purposes. They concluded that microcredit can only
enhance women’s empowerment when loans are available for a variety of purposes and
when women are actually able to control the financial resources they have acquired.
Finally McKenzie (2009) argues that there is insufficient evidence to maintain the
economic justifications for favouring women and that more products need to be developed

to suit the needs of urban males.

Another defining feature of the discourse during the decade has been a growing focus on
‘institutional’ issues, relating specifically to the changing nature and role of Microfinance
Institutions (Holden and Prokopenko 2003; Imboden 2005). The commercialisation of
microfinance, which was traditionally seen as the domain of the semi-formal not-for-profit
sector became a highly contested issue. Benefits of a more commercial approach were
identified to include lower prices, new products and services, technological innovations,
improved product and service quality, wider client base, increased financial sustainability
and improved capital structure (Woller 2002b; Chahine and Tannir 2010). Cull (2009)
argues that commercial investment is necessary to fund the expansion of industry. In
defining microfinance as the “extension of profitable banking to a new market” (pg. 1),

Harper and Singh Arora (2005) argue that the reasons for justifying MFIs as the most
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suitable vehicle for delivering financial services to the poor, which may have held 30 years
ago, are no longer valid today. Instead, commercial banks should be encouraged replace,
take over and/or compete with MFIs, as they are much better placed to achieve the scale
required to make banking truly accessible to the poor. The growing focus on
commercialisation in turn reignited the still unresolved ‘sustainability’ debate. Arguments in
favour of sustainability ranged from: demand is high enough to absorb cost-covering
interest rates; financially sustainable institutions can achieve scale and therefore make a
greater impact on poverty; sustainability enables access to commercial financial markets;
subsidised credit usually ends up benefiting the non-poor; and subsidising credit

undermines savings mobilisation(Mcguire and Conroy 2000; Morduch 2000).°

Referring to it as a ‘Microfinance Revolution’, Robinson (2001) argues that the only future
for microfinance, if it is to make any contribution to reducing poverty, is one of large-scale
outreach of multiple, competing self-sufficient institutions with a commercial approach, that
offers a full range of financial intermediation services to the economically active poor. She
refers to this as the ‘financial systems’ approach, which she contrasts to the ‘poverty
lending’ approach of donor-funded credit for the poor and poorest of the poor — whose

capacity for scale and impact is limited by its unsustainability.

Despite the arguments for sustainability, estimates claimed that only between one and five
percent of all MFIs were financially sustainable (Mcguire and Conroy 2000). By the end of
the decade there appeared to be a growing consensus for a mix of business and funding
models (Schicks 2007). As Morduch (2000) argued, there had never been a general
presumption that poverty alleviation programmes should be self-financing. The point is
also supported by Mcguire and Conroy (2000) who claim that well-managed programmes
that could demonstrate an effectiveness in reducing poverty should receive subsidies.
Indeed, whilst a commercial ethos might be necessary to fund the continued expansion of
microfinance, institutions with strong social missions that take advantage of subsidies are

best placed to reach and serve the poorest customers (Cull, Demirguc-Kunt et al. 2009).

Closely related to debates around sustainability of institutions, is that of access and
targeting. Numerous assessments had shown that microfinance in general failed to reach

the poorest of the poor and that most beneficiaries are usually immediately above or

® Of less ‘business’ concern was the realisation that donors responded to fads, and funding for microfinance
might dry up quickly and without warning.
32 of 314



around the poverty line (Hulme 2000; Copestake, Bhalotra et al. 2001; Hickson 2001;
Solomon, Ballif-Spanvill et al. 2002; Woller 2002a; Lucarelli 2005; Onyuma and Shem
2005; Weiss and Montgomery 2005; Kono and Takahashi 2010). A panel study of
Grameen Bank households in Bangladesh revealed that the bank’s programme was
successful in reaching the poor, but not in reaching the vulnerable (Amin, Rai et al. 2003).
These studies confirmed what one author observed was an assumption among sponsors
and staff who “consider achieving sustainability and reaching impoverished clients
mutually exclusive objectives” (Solomon, Ballif-Spanvill et al. 2002 pg.309). Wright (2001)
argued that programmes should be allowed to target non-poor clients who are more

profitable, allowing institutions to cross-subsidise their outreach to the poor.

A number of publications also focused on describing what is meant by access and
outreach and what are the critical steps involved. Porteous (2003b) describes access as
having three dimensions: product offering, physical access and affordability, whilst
Christen and Mas (2009) contend that it is fundamentally an issue of distribution and that
systems that can handle a large volume of daily, low-value transactions are required in
every neighbourhood and every village. McGuire refers to six dimensions that define
outreach: quality, cost, depth, breadth, length and variety (2000). After researching the
poverty-targeting strategies of 25 MFIs, Mathie (2002) concluded that strategies depended
mostly on how much pressure there was for financial self-sufficiency, and whether or not
attraction was built upon offering other social services (‘targeting-plus’) or if a marketing

tactic of designing products to appeal to clients (‘targeting by attraction’) was employed.

However, Ruthven’s research on the dwellers of a squatter settlement in West Delhi
reveals an altogether different dimension to understanding service take-up. Her research
sought to identify the key factors which influence whether or not people access an
adequate choice of services. It revealed that financial relations are strongly embedded in
social relationships and personal networks and that financial devices utilised were
determined by either social security relations, relationships of shared origin or
circumstance, patron/client relationships, formal family relations, tied economic relations or

professional relations based on commercial transactions (Ruthven 2002).

The discourse relating to ‘poverty’ became more explicit during this period but was framed
in relation to methodological concerns around impact assessments (IAs). Publications that

reported on the findings of empirical research indicated varied results. Copestake,
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Bhalotra et al. (2001) found higher growth in profits and household income for recipients of
second loans in Zambia (compared with those who only ever took one loan). Makina and
Malobola (2004) found a positive impact on beneficiaries, especially women in rural areas
in South Africa and, in India, Swain (2009) found that self-help groups had a positive
impact on asset creation, especially in terms of livestock and savings. In Guatemala,
current clients, who had participated in a Village Bank for more than a year earned more
money daily and were less poor than whose recently joined (Hiatt and Woodworth 2004).
Research by Basher (2010) in Bangladesh found that microcredit enabled borrowers to
move gradually into more productive activities as their experience grew, and Imai (2010)
found loans to have significant positive effects on multidimensional welfare indicators in

India.

Other impact assessments, however, reported mixed or negative outcomes. After
reviewing 13 different impact studies, Brau and Woller concluded “findings vary
considerably from study to study, suggesting that impacts are highly contextually specific”
(2004 pg. 28). A similar conclusion is drawn by Mcguire and Conroy (2000) who, after
reviewing numerous impact evaluations, stated: “There is insufficient evidence based on
these studies to draw strong conclusions” (pg. 100). In Thailand, Coleman (2006)
evaluated two NGOs that followed the FINCA Village Bank model and found that the
programme had positive effects for committee members, but negligible impact for ordinary
members. Mosley (2001) found in Bolivia that whilst assets and income increased with
access to MFI services, so did vulnerability if borrowers over-leveraged. Those that
reported outright negative findings included Hoque (2003) who found BRAC’s microcredit
programme in Bangladesh had an insignificant impact on household consumption, and an
econometric analysis by Nino-Zarazua (2007) of credit impact on income poverty in

Mexico was found to be insignificant.

The efficacy of Impact Assessment methodologies became a subject of debate in and of
itself. Some argued against traditional approaches of complex, high-cost quantitative
studies that take a long time to yield results; that are undertaken primarily to serve the
interests of donors and academics; and whose findings are of limited use to the MFI
themselves (Copestake, Bhalotra et al. 2001; Copestake, Johnson et al. 2002). The
alternative was for Social Performance Management, which is the institutionalisation of
goal-setting, monitoring, assessment and auditing of the social impact that an MFI has on

the well-being of its clients. Social performance is given a broad definition to encompass
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the physical, social, economic, political, cultural and psychological impact that may result —
and therefore includes the impact of microfinance on poverty. Promoters argued that such
an assessment methodology should be integrated closely with client status monitoring and
be part of a continuous and flexible programme of data collection, analysis and reporting
(Copestake 2003; Kabeer 2003). By integrating this type of data collection with ongoing
market research activities, whereby the focus is on understanding client behaviours,
motivations and needs, some cost-benefit analysis has shown that the benefits outweigh
the costs (primarily from reduced client exit rates, product innovation and reduced
inefficiencies) (Copestake 2004).’

The rigours of impact assessments are also called into question by Roodman and
Morduch (2009) who note that very few studies have merited publication in economics

journals, with almost all impact assessments being non-experimental. He laments that:

“.... 30 years into the microfinance movement we have little solid evidence that it
improves the lives of clients in measurable ways. At the risk of over-generalising
from one data point, this experience leads us to conclude that when studying
causality in social systems with strong endogeneity, claims of non-experimental
identification need to be held to demanding standards.” (pg.4)

Karlan (and others) argues that any assessment methodology that does not deal with the
issues of bias is fundamentally flawed and will result in an overstatement of programme
impacts. In particular, criticism is targeted at cross-sectional surveys, promoted by USAID
through its AIMS project, which compare old to new participants and considers any
difference between these two groups the “impact” of the programme (Karlan 2001). There
are three main biases identified and discussed by a number of authors (Karlan 2001,
Weiss and Montgomery 2005; Coleman 2006; Alexander Tedeshi 2008). These are

described as:

- Self — Selection Bias: This occurs when those that join a programme are considered to
be different from those that don’t. If these differences are unobservable then it is not
possible to control for them.®

" An example includes the Small Enterprise Foundation in South Africa, which applied a performance
management system to monitor and manage loan officer performance, analyse and understand performance
problems, monitor impact of new policies and procedures, and track performance against the organisations
objectives (Roper 2003).

8 Examples usually refer to personal traits such as entrepreneurial ability, risk preferences, trustworthiness,
attitudes towards the role of women in the household, and attitudes towards belonging to a program that
targets the poor. Such traits maybe stronger determinants of business success than access to credit, and
therefore overestimate the impact of a microcredit program.
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- Placement Bias: This occurs when an MFI chooses to locate itself in a non-random
9
manner.

- Drop-out bias: An incomplete sample bias occurs when those that drop out of a
programme are not included in an assessment. It is assumed that those that drop out
are different in some systematic way.°

Whilst the methodology of comparing old clients to new is supposed to overcome the self-
selection bias, Karlan argues that this is still insufficient as there are also possible
systematic reasons as to why some people choose to join a programme now rather than
later. These reasons could include life circumstances, such as the health status of the
household (everyone is healthy and not in need of constant care). He also posits that the
peer selection nature of joint-liability groups results in better quality participants being
selected first, and those less desirable selected later. Additionally, cross-sectional
methodology does not properly control for drop-outs or placement bias.

One suggestion offered by Karlan is to include drop-outs in the analysis and include their
consumption and income levels within the ‘old’ group. This opportunity was made available
to Alexander Tedeshi (2008) who obtained panel data from a Peruvian MFI included data
on drop-outs. Her analysis found that those that become borrowers have significantly
higher incomes than those that do not. Whilst those entrepreneurs who did borrow money
earned higher profits than those that did not, the impact would have been overestimated if

the study had not controlled for this bias.

To address the problem of selection bias and attribution, a recent technique in the study of
microfinance (which has long been applied in the medical science field) is the experimental
method known as Randomised Control Trials (RCT). In a RCT the eligibility to participate
in a programme is randomly assigned allowing the research to identify what would have
happened without an intervention in order to establish causality (Karlan, Goldberg et al.
2009; McKenzie 2009; Kono and Takahashi 2010; Rosenberg 2010). Unfortunately, so far,
only a handful of RCTs have been undertaken. These include a field experiment in Kenya

where daily income earners were offered an interest-free savings account (Dupas and

o Examples include placing offices in villages closer to main roads, or those with better infrastructure, more
growth potential, or other unobservable characteristics which result in more spending on education and health
or generally have higher welfare measures. Problems then arise if control villages do not exhibit the same
initial characteristics. A similar problem will arise if the MFI changes its client identification process.
10 . . .

If those that drop out are poorer than those that stay, than impact assessment will overestimate outcomes,
and underestimate if it is the other way around.
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Robinson 2009), the offering of consumer loans to originally rejected applicants in South
Africa (Karlan and Zinman 2010a), the offer of microenterprise loans to ‘marginal’
applicants in the Philippines (Karlan and Zinman 2010b), and the random allocation of new
branches of a microfinance bank in India (Banerjee, Duflo et al. 2009)."

A significant shift in the discussion of microfinance in the 21 century was an overtly more
critical outlook from a number of authors. In 2007, a book entitled “What’s Wrong with
Microfinance” was published, which argued that the sector had overstated its positive
impact (Dichter and Harper 2007). In a disparaging article entitled Is Microdebt Good for
Poor People: A Note on the Dark Side of Microfinance, Hulme (2003) insisted that loans
should be referred to as ‘microdebt’ and not microcredit and states that “the microfinance
industry needs to practice more humility about what it has achieved” (pg.26). Although
borrowers profess they want business loans, he argues what they really need is loans for
school fees and medical emergencies. More dramatically, Lucarelli (2005) describes a
“microcredit bandwagon” which “threatens to derail” (pg.78), arguing that the “real danger
at present appears to be an unfounded sense of managerial euphoria and hype over the
ostensible benefits to be derived by these programmes” (pg.85-86). In a similar vein,
Ellerman (2007) describes microfinance as possibly “the mother of all development fads”
(pg.151): it shows quick results on the ground; is amenable to public relations activities;
and shows heart-warming results that project an image of success. Even better it appeals
to the left, as it targets the poor, and to the right, as it is associated with entrepreneurship
and business development, thus enabling the poor to ‘help themselves’. Adams and
Raymond (2008) believe the lack of empirical scholarship in the field is overlooked by
donors and non-governmental organisations “whose enthusiasm for a buzzy, fuzzy fad has
far outraced analytical grounding on the one side and careful project assessments on the
other” (pg.441) and has drawn attention from the important, underlying growth

mechanisms required to reduce poverty.

Critics have cast especial attention to the Grameen Bank (Mosley and Dahal 1987;
Osmani 1989; Wahid 1994; Khandker, Khalily et al. 1995; Morduch 1999a; Amin, Rai et al.
2003; Schicks 2007; Cull, Demirguc-Kunt et al. 2009). Some research has even gone as
far as measuring the relationship between contraception use and participation in the banks

activities (Schuler, Hashemi et al. 1997). Considerable attention has also since been given

™ Whilst essentially RCTs seek to address bias issues, it will still take time for a body of proof to emerge. As
Rosenberg noted, emerging RCTs have only covered short-term interventions of 18 months or so, whilst longer
term studies are needed before any general conclusions can be drawn (Rosenberg 2010).
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to the replication of this model, and as a result an endless stream of publications debating
the efficacy of the group lending/joint liability model, compared with individual lending,
which has proven highly successful in some regions (Desai 1983; Mosley and Dahal 1985;
Ladman and Afcha 1990; Stiglitz 1990; Wenner 1995; Reinke 1998; Ghatak and Guinnane
1999; Nino-Zarazua 2007; Harper 2007a; Mersland and Oystein Strom 2009). Some feel
that the attention given to the Grameen Bank has been unbalanced and has lost focus of
the real issues. To quote Rutherford:
“For every ten articles on whether the Grameen Bank is pushing people above the
poverty line, or whether its members use contraceptives more than non-members,
whether they send their children to school more, or get beaten up less often by their
husbands, you will find only one article asking basic questions about the design of

Grameens products. Questions like ‘should there be other loan terms besides the
one-year weekly-repayment term?’ ” (Rutherford 2000a pg.109)

Less concerned with contraception and more concerned with bigger, macro issues is
another group of critics who have raised questions about the relationship between poverty,
economic development and microfinance (mostly microcredit), which they consider to be
problematic. Vanroose (2007) states that the main focus of MFIs is transforming subsidy-
dependent institutions to financially sustainable ones, and as such any effect on poverty
reduction is not a goal but rather a possible side effect.’? Lanzi (2008) describes the
assertion that microfinance is always good for poverty as being “technically ambiguous”,
especially given that financial development is the result of economic growth, and not the
cause. Accordingly microfinance can be seen as a natural financial service existing in an

economic system of both poverty and economic growth.

Another censure of the dissents has been the use of poorly conceptualised and
inappropriate services. Rippey (2007) complains that microfinance in Africa has been
dominated by Asian-type models, supported by European and North American donors,
and are unsuited to the population. Practices such as indiscriminate lending with bad
products, tolerance of and collusion in pricing obscurity and donor support of inefficient
institutions all erode the trust people place in financial systems and ultimately undermining
the ability of any institution to deliver quality services. He also states that the consistent

demand by poor people for small loans is “no more evidence that microcredit is a social

12FoIIowing the logic of a theory of change, Datar, Epstien et al (2008) maintain that if an MFI's goal is to
alleviate poverty, then their core focus should be on helping clients build successful enterprises, rather than
necessarily making more and bigger loans.
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good, than is the steady demand for other products like alcohol, cigarettes and commercial
sex” (pg.116). In the same publication, Harper (2007a pg.35) is highly critical of the group
lending methodology, describing it as a “regrettable short-term second-rate expedient”
which he likens to shared toilets, primary school classes with 60 children and clinics
without doctors — all of which should be done away with as soon as possible.™

Finally a number of critics label microcredit as driven by a ‘neoliberal’ agenda, although
one author casually referred it to a neo-Marxist activity, whereby capitalists no longer need
to exploit labour, but can rather extract a higher rate of return on their capital by financing
their (the poor’s) businesses at high interest rates (Harper 2009). In trying to understand
why microfinance has received such strong support over a sustained period, a number
have deduced that due to its emphasis on individual entrepreneurship, it sustains a strong
political/ideological contribution to the prevailing neoliberal/globalisation model (Bateman
and Chang 2009). Adding to this concern is the growing interest in seeing microcredit as a
way for the poor to access education and health services, thus voiding the key

beneficiaries of global capitalism from taking any responsibility for poverty (Bond 2007).

What then can be drawn from this extensive review of literature pertaining to microfinance
over the past 60 years? How does this inform and guide the research process? Despite
the considerable ‘explosion’ of microfinance from its humble beginnings in the agricultural
sector to a multi-billion dollar industry in the 21% century, it would seem that the most basic
of challenges still remain. Are financial services accessible to the poor, especially those in
remote rural areas? What is the importance of savings? How exactly does it or can it

reduce poverty and affect household developmental outcomes?

1.2 Dominant Discourses: Credit First and Integration Next

To facilitate a more in-depth analysis of the ideas surrounding microfinance and how these
relate to the research questions of this thesis, the next section outlines a meta-grouping of

the literature which share similar theoretical frameworks or agendas. | have identified two

3 n a different chapter, he also argues a major short-coming in crop-farming finance, where high interest rates
of borrowing outweigh the relatively lower margins on farming, thus rendering microfinance irrelevant to most
farmers. And given that many of the world’s poor are farmers, this is a matter of significant concern (Harper
2007b).
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broad themes around which | loosely term ‘approaches’.** Although each approach is not

mutually exclusive, and there is some overlap of thoughts and topics discussed, many
contributors and their ideas can be identified within one of these approaches. The two
approaches are named ‘Credit First’ and ‘Financial Services’. The order in which they are
presented is indicative of their historical development. The oldest, the Credit First
approach, advocates increasing the productive capacities of the poor via the provision of
credit, which should enable individuals and households to start, maintain or grow
microenterprises, or raise farming capacity. The Financial Services approach represents a
more recent development in thinking regarding how the poor manage their money and
provides a more holistic assessment of the relationship between the two, as all forms of

financial instruments are examined.

As stated in the Preface, the motivation for this research has been to question the
perceived bias towards credit and to advocate for a greater emphasis on savings. This
gquestion needs to be based on what can be drawn from the literature. Evaluating the
literature through the lens of these two approaches provides an opportunity to explore the
main themes of this research from competing perspectives. The link therefore between this
analysis, the research questions (particularly number two) and the empirical findings lies in
the argument that the focus first and foremost should be on understanding the day to day
activities of the poor, and how and when they draw on financial instruments to assist them,
rather than making uncritical assumptions with regards to their need for credit.

1.2.1 The Credit First Approach

Having its origins in the rural sector, as early as the 1950s, an assumption was made that
the growth and development of agriculture was a necessary precursor to industrialisation
but hampered by the lack of access to credit (Gersdorff 1960). This concern grew out of
the belief that poor small-scale farmers were being exploited by local moneylenders, who
were described in many instances as ‘usurious’ (Bhaduri 1977). The earliest discussions
were based on the assumption that credit was the solution to the problem with or without

the provision of complementary services such as marketing, technical assistance (Jena

4 A third approach was identified and loosely termed the ‘Macroeconomic’ approach. Its interest lies in the
banking system and the need for domestic savings mobilisation to stimulate economic developments. Whilst it
discusses savings at length — which is an interest of this thesis; it is not presented here as its focus on ‘macro’
issues is too removed from the research questions which are concerned with household level processes.
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1956; Harvey 1975) or agricultural pricing policies (Viggiani 1956) and water supply
improvement (Wells 1978Db).

In order to extend formal financial services to rural areas, a number of countries, notably
India (Copestake 1988) and Tanzania (Furness 1975), went as far as nationalising some
of their banks. Other countries put their efforts into the creation of specialised agricultural
banks and other parastatal agencies, or the creation of new indigenous banks (lbid.),
whilst some forced commercial banks to expand their operations in rural areas (Anyatonwu
1983). The outcome of these reforms was mostly failure. Political interference, high default
rates and unsustainable operations were found to be widespread (Von Pischke, Heffernan
et al. 1981; Kane 1984; Ray 1984; McGregor 1989). It appeared that the main
beneficiaries were larger farmers who were much easier to service and became favoured
customers (Ladman and Adams 1978; Wells 1978a). Knowing that the programmes were
heavily subsidised, many recipients viewed loans as grants and made little effort to repay
(Adams, Graham et al. 1984a). It was also noted that the agricultural sector was probably
the most precarious sector to serve due to its vulnerability to exogenous factors such as
the weather to determine productivity and therefore loan servicing (Long 1968). Despite
early warnings about weaknesses of this model (Adams 1971), government and donor

subsidised credit provision continued (Helms and Reille 2004).

As presented in the Preface, the purpose of this thesis is to question the current bias
toward credit in the provision of microfinancial services, and to advocate for a greater
emphasis on savings. It is therefore helpful to understand the historical development and
motivating factors that drove and still drive the advocates of a Credit First approach to
microfinance. It is not possible to appreciate the developments of this approach without
first understanding the issue of interest rates and the informal sector. Understanding the
informal sector and what attracted poor people to it, was also an area of interest to
academics in this field. Another defining feature of the literature has been with institutions,
with debates contending: their desired format; measures of success; and modes of
delivery, amongst others. How the Credit First approach has defined poverty and what role
it identifies for savings, is of interest to this thesis. The approach has also been strongly
associated with the issue of gender. A specific and deliberate bias has been identified with

regards to the provision of credit to women, which also deserves closer examination.
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Interest Rates and Informal Credit Provision

The apparent shortage of formal credit in the developing world and people’s reliance on
informal credit drew attention to the level and justification for interest rates. The supply of
credit was considered insufficient and while this remained the case then informal sources
at higher than sustainable interest rates would work against productivity and growth. The
assumption was that the behaviour of the moneylender was exploitative, thus trapping
poor farmers with no other alternatives and constraining economic growth (Bhaduri 1977).
One area of debate was whether the interest rates charged by the informal sector reflected
the cost of supplying credit or if monopoly profit was also a factor. It was recognised, for
example, that the high level of administration costs, opportunity cost, and a risk premium
were contributing factors (Bottomley 1964a). Chandavakar (1965) also pointed to the
multiple role of the moneylender as a merchant/middleman come landlord, indicating the
existence of a multiple-level relationship between lender and client (Desai and Baichwal
(1959); Wharton Jr. (1961). Nisbet observed that informal credit in rural areas consists of
two forms — those whose activities can be described as commercial, i.e. for profit, such as
moneylenders, store keepers and itinerant traders, who lend at very high interest rates,
and those activities deemed non-commercial such as lending among friends, neighbours,

relatives and patrons who often lend at no or even negative interest rates (Nisbet 1967).

However other research suggested that moneylenders enjoyed monopolistic advantages
(Aleem 1990; Bolnick 1992)." Even though writers such as Bottomley concur that a lack of
competition was a driving force for moneylender rates he did not see the provision of state-
sponsored schemes as a solution, but rather the general development and economic
growth of the sector (1963a). Long (1968) was also doubtful of government intervention,
citing scarce capital, high administration costs, seasonal demand and the uncertain nature
of agriculture as the driving force behind high interest rates. If the answer was to be found
in the expansion of money markets, then the question remained what researchers thought

should happen to interest rates.

5 Adams (1984c) argued that the negative and often anecdotal stories of poor farmers who have lost their land
to moneylenders ignore the much larger number of borrowers who have benefited from this form of
intermediation. Additionally, research found the response to competition by MFIs by some moneylenders was
to lower interest rates, increase the number of transactions, and offer a ‘friendlier service whilst others
responded by threatening and intimidating clients (Hulme and Mosley 1996).
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Adams and his colleagues at the Ohio School maintained an argument against the
practice of subsidised interest rates, claiming that it did far more harm to the sector than
good. Specifically, Adams questioned the assumptions that subsidising interest rates was
based on the perceived level of demand for credit (Adams 1971; Adams and Nehman
1979). He also raised two new issues — that an urban bias existed, which denied credit to
rural areas, and that it is primarily the high transaction costs which discourage financial
institutions to lend to the poor. The call was for interest rates to be raised to reflect their
real opportunity cost and the costs of borrowing. This would reduce excess demand,
improve income inequality (due to the fact that large farmers were the main beneficiaries
hitherto), reduce non-price rationing mechanisms, and allow financial institutions to
become financially viable and less dependent on government and donor grants (Graham
and Firestine 1984; Adams, Graham et al. 1984a; Gonzalez-Vega 1984b; Adams, Graham
et al. 1984d; Adams 1984e). The calls of the Ohio School for the removal of subsidised
interest rates were heavily based on the assumption of an inelastic demand for credit by

the poor.*

The influence of this view has been pervasive up to the present moment. The view of
CGAP, for example, is that interest rates should accurately reflect the cost of lending to the
poor. Due to the high administration and monitoring costs involved, this means that most
MFIs will have to lend at rates higher than those offered by regular commercial banks. The
assumption is implicit that poor people can afford these rates which are still lower than
those offered in the informal sector. Despite this, over 40 countries still adopt the practice
of establishing interest rate ceilings which from an Ohio standpoint serves only to drive
micro-lenders out of the market and reducing access to financial services for the poor
(Helms and Reille 2004).

Given the relatively high rates of interest charged among informal credit providers,
researchers investigated why the demand for credit continued. Some of the earliest
reasons identified remain as relevant now as they were half a century ago. In 1957 (Wai)
described informal sources of credit as locally based, capable of being obtained quickly

and with flexible repayment schedules, few rules and often without collateral. These

% This view is questioned by for example Dehejia, Montgomery et al (2005) who present evidence from a
sample of slum dwellers in Dhaka who participated in a microcredit scheme which experienced an unexpected
increase in interest rates. Their economic estimates indicate the presence of interest elasticises, suggesting
that borrowers are highly sensitive to rate charges, with the less wealthy clients being the most sensitive. They
argue that with the exception of one other study, no other estimates of interest rate elasticises for customers in
the microfinance market exists and therefore the current position held by CGAP is unfounded.
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qualities stood in contrast to what Gamba (1958) found to the experience of conventional
banks as depersonalised, formal, slow-moving and with branches that were too far apart.
Many staff members in banks and other credit institutions were found not to speak the
same language as their clients, nor did they appreciate or respect the customs and culture
of such people. Low levels of literacy also make such services difficult to access (Miller
and Ladman 1983).

In contrast, the quick and flexible responsiveness of the informal sector in meeting the
credit needs of the poor was noted by Nisbet (1971) and Wells (1979). In addition,
Bouman, Bastiaansen et al. (1989) identified the sector's immediate willingness to
accommodate new categories of clients and businesses as they arise. One further
advantage of the informal sector is its willingness to provide loans for consumption
purposes, whilst the formal sector has historically only provided loans for productive
purposes (Lipton 1976; Bardhan and Rudra 1978; Okurut, Schoombee et al. 2005). This
inability to appreciate the fungible nature of money and the fluid relationship between

household and farm income and expenditure is ridiculed by Lipton who notes:

“Failure to realize this has led to endless time-wasting by credit agencies seeking to
tie loans to particular production purposes .... More seriously, attempts to solve the
small farmer’s credit problem — i.e., to give him access to loans at competitive rates
of interest that he can repay and will want to repay — regularly flounder because the
agencies concerned, often by statute, omit consumer credit. Any sensible person
given a loan, first sees that he and his family do not starve; second, uses the
residual for high priority (high-return) outlays, notably the repayment of existing debt
now costing 30-50% yearly, as is common with rural moneylending; and only then
considers what profitable investments (e.g. on his farm) he can make.

To lend without regard to the first two needs, while tying loans to the third, is to repel
the sensible, unless they lie about how they use the sums borrowed. Moreover, to
neglect consumer credit is to blind oneself to a major source of potential expansion
of producer credit ....” (1976 pg.547).

Whilst significantly lower interest rates are supposed to be the saving grace of formal
credit provision, this advantage is unfortunately very often offset by high transaction costs.
Engaging with a formal service provider often requires significant amounts of paperwork,
multiple, time-consuming and costly visits to offices, and sometimes participation in

compulsory meetings and activities (Ahmed 1989).
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Institutions

One of the defining features of the Credit First approach is the heavy focus on institutions.
A great deal of debate is conducted with regards to which types of institutions are the most
appropriate for credit delivery, along with analysis on the institutional aspects of failed
delivery. The main debates cover questions regarding the best or most appropriate
institutional format between banks, co-operatives, credit unions, MFIs, and delivery models
such as group versus individual lending, measurements of institutional success and
analysis on the reasons for failure, organisational design and management practices,
commercialisation and mission drift, politics and donor/government/institutional relations,

and sustainability.’

Inherent conflicts in the internal design and organisational mandate were identified as the
reason for failure of some institutional types. In particular many agricultural banks were
commanded to lend to small farmers but were still expected to operate using the standard
practices of a commercial bank, including prudence in lending and obtaining operational
profitability (Ladman and Adams 1978). Kane (1984) identified a short-run versus long-run
conflict which existed within development banks whereby in the short run banks are judged
on how quickly they can lend funds and how well they manage to target beneficiaries.
During this period little emphasis was on credit screening, contractual safeguards or
project evaluation. However, in the longer term the banks were expected to make a
surplus with emphasis then shifting to borrower repayment capacity. The result being that
the originally intended beneficiary group was squeezed out. Writers in support of the ‘credit
first’ approach have accused governments and donors of undermining financial in

preference for political objectives. According to Blair:

“A number of observers feel that politics is the main reason for the persistence of
subsidized credit. The large borrowers who gain most from cheap credit want to
protect that benefit, and at the same time politicians and bureaucrats want the power
and the fruits of corruption that these programmes put into their hands. .... Through
steering loans in this direction or that, politicians are able to protect and enlarge their
constituencies and assemble the necessary support to aspire to higher offices” (Blair
1984 pg.185).

™ The features of these debates have mostly been presented in the previous section on the 21% Century.
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The ‘project’ of some Credit First supporters has been to correct for political interference
by making the case for greater sustainability, the acceptance of market interest rates and
growing rates of commercialisation. Instead of direct involvement attention is given to the
facilitating role that government needs to play via creating appropriate legislative and
policy environment and addressing specific market failures (Yaron, Benjamin et al. 1998).

For the microfinance institutions themselves research has considered the strengths and
weaknesses of particular organisational design and structure, and staff motivation as the
critical success factor. With regard to Grameen, for example, decentralised decision-
making and dedicated field staff have often been quoted as a key success factor (Mosley
and Dahal 1987). A study of eight rural financial intermediation systems in Indonesia found
successful design features to include performance-based compensation (i.e. profit
sharing), efficiency wages for staff and more managerial discretion over transactions

(Chaves and Gonzalez-Vega 1996).

Poverty
Although reference to the ‘poor’, either directly or indirectly, is made in almost all ‘credit

first’ discourse, most authors make minimal reference to how poverty is defined and how
the poor have been identified. Additionally, only limited commitment is provided as to the
extent to which access to credit will or should reduce poverty and by how much. Despite
the almost widespread tacit assumption that credit does help the poor, without any
substantial debate or exposition on how this happens, some authors do present research
that provides measurable definitions of poverty and tests the effects of specific

programmes on this measure.

Of the empirical research presented, most present multiple indicators and measures of
poverty using income-based measures. A single measure test is provided by Khandker,
Khalily et al. (1995). They undertook a village-level wage impact analysis to test whether
or not the Grameen Bank’s programme had the ability to improve the local economy
through the creation of self-employment. The assumption being that in turn this will reduce
the number of labourers in the market which will then lead to an increase in the local wage

rate. Using data from programme and control villages, this hypothesis is tested and a
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significant positive effect on wages are found, thus leading the research to conclude that

the Grameen Bank makes a viable contribution to economic development.

A much broader set of indicators are used in another attempt to measure the impact of the
Grameen Bank on poverty (Hossain (1988). Again, using programme and control
households he finds positive outcomes in relation to capital accumulation, the generation
of new employment and household income levels. Under the specific title of ‘Alleviation of
Poverty’ a head count poverty index and a Gini concentration of income ratio is presented,
along with expenditure on ‘basic needs’ including food, clothing, health, education and

housing.

Pitt and Khandker (1998) undertook a comparative assessment of three major microcredit
programmes in Bangladesh estimated the impact of participation by gender on household
behaviours and intra-household distributions such as men’s and women’s labour supply,
boys and girls schooling, expenditure and accumulation of assets. They found credit to be
a significant determinant on this income and the influence likely to be greater if the credit is
supplied to women, rather than men. The findings from this study became one of the most
noted for discussion of the impact of microcredit on women and on poverty. However, their
calculations are disputed by Morduch (1999b) and Roodman and Morduch (2009) who
undertake their own calculations on the data set and claim the estimators are overstated.

A more recent innovation in poverty measurement is the creation of poverty assessment
tools (see Bonomo 2010; Imai, Arun et al. 2010). Perhaps the most widely used has been
produced by CGAP (2000). The operational tool is designed to be a simple and low cost
means for assessing the relative poverty of MFI clients in comparison with non-clients. The
step-by-step guide which includes a standard questionnaire that can be modified to local
conditions uses a number of different poverty indicators to create a relative poverty score
per household. The tool has been piloted in a number of countries with the aim of creating

transparency in measuring the targeting effectiveness of microcredit programmes.

Savings
Intuitively one might assume that a discussion of savings would not feature prominently

within this literature. Indeed, most writers do not examine saving for savings sake but for
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one of three purposes. First, savings were considered a possible alternative to insurance
(i.e. the compulsory savings component built into many group-lending methodologies to
provide a back-up in the case of default) (see Dowla and Alamgir 2003). More specifically,
crop insurance would reduce the risk of credit default by farmers in the event of a crop
failure (Shah and Shukla 1956; Hulme and Mosley 1996).

Second, research investigated how savings (deposits) enhance the sustainability of
institutions the primary focus of which is credit delivery. One of the reasons provided by
the critics of failed credit institutions during the 1980s was their lack of savings facilities. In
calling for a reform of the rural financial market sector Graham et al (1984) argued that
institutions would perform better if they mobilised their funds from voluntary savings. This
he believed, would improve repayment problems (clients would not see loans as ‘soft’),
reduce political interference, force institutions to behave more like businesses and provide
a valuable service to rural savers. An increase in interest rates to a positive level would
also reduce demand for cheap credit and attract savers away from other means of
protecting themselves against inflation. In Bangladesh, it is becoming far more common for
MFlIs to offer voluntary savings products, rather than the standard compulsory savings that

accompany most group lending schemes (Dowla and Alamgir 2003).

In one of the few campaigns for a more equal relationship between savings and credit,
Adams (1984a) believes that the parlous state of rural credit is due to not viewing credit as
a product of financial intermediation. In his opinion the role of savings and the overall
performance of the financial system are of greater importance than just focusing on trying
to measure the impact of loans on borrowers. The third reason for placing greater
emphasis on savings mobilisation by Vogel (1984b; 1986) include greater efficiency as
resources are taken away from unproductive investments, and the improved opportunities
for reciprocity, meaning that individuals will be attracted to save with an institution if it
means that they will be able to access credit at a later date. This also benefits the
institution as they are able to gain valuable information regarding a possible client before

lending them money.
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Gender

By virtue of the fact that gender became the prevalent issue within development studies
during the 1990s, with almost all development initiatives being scrutinised for their gender
awareness, gender accordingly became an issue of importance within the ‘credit-first’
approach. Following the success of the Grameen Bank model and its high rate of lending
to women and by its facilitation of microenterprise development, microcredit became a
highly favoured vehicle for gender empowerment. It did not however take long for people
to critique the blanket assumption that access to and use of credit by women was
equivalent to empowerment. Ackerley recognised that although many programmes have
empowerment as a stated goal, few define what this means, although the implicit

assumption, as she defines it is:

“[A] borrower wisely invests money in a successful enterprise, her husband stops
beating her, she sends her children to school, she improves the health and nutrition
of her family, and she participates in major family decisions....Although it is
commonly presumed to be, credit itself is not empowering. By definition it is actually
a liability.” (Ackerly 1995 pg.56)

The shortcomings of this proxy indicator were also identified from research in Bangladesh
which found that even though women demonstrated a high demand for loans and a high
propensity to repay, a significant proportion of women’s loans were controlled by male
relatives (Goetz and Gupta 1996). Other criticisms of the general ‘empowering’ nature of
credit was that programmes did not take into account the special nature of women’s
business (Holt and Ribe 1991) and that credit alone was not a panacea to cure the ills of
self-employed women (Berger 1989).

Despite criticism of a lack of nuanced understanding of gender empowerment and
insensitive programme design, a number of empirical studies have reported positive
findings with respect to the relationship between credit and women’s empowerment. Pitt’s
quasi-experimental survey on labour supply, schooling, household expenditure and assets
within households that participated in one of three different credit programmes in
Bangladesh, found a larger effect on households who had a female programme
participant. For every additional 100 taka borrowed, annual household consumption

increased by 18 taka in female-participant households, compared with 11 taka in male
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participant households (Pitt and Khandker 1998)'. From a construction of 16 ‘female
empowerment’ indicators and the empirical analysis of 1,568 women (again in
Bangladesh), Zaman (1999) found the greatest effect to be on female control over assets
and on her knowledge of social issues.

1.2.2 Integration: The Financial Services Approach

“One of the least remarked-on problems of living on two dollars a day is that you
don't literally get that amount each day. The two dollars a day is just an average over
time. You make more on some days, less on others, and often you get no income at
all. .... Your greatest source of support is your family and community, though you’ll
most often have to rely on your own devices. ....., how do you manage your money if
there is so little of it?” (Collins, Morduch et al. 2009 pg.2)

The preceding quote aptly describes the point of departure of the Financial Services
approach, which has a different perspective on the poor and how they manage their
resources. The poor are defined as heterogeneous and are viewed in a multi-dimensional,
less production-capacity perspective. Poverty is about risk, vulnerability, livelihoods and
income/consumption smoothing. Financial services, as credit, savings or insurance are an
important mechanism to assist the poor to cope. Creating flexible financial services that
affectively target the poor and assist them in a way that is meaningful and that best meet
their needs is the primary goal of this approach. This section therefore presents a number
of themes that are pertinent to this approach, either because they identify salient
characteristics — such as the discussions on poverty, savings, credit and insurance, or
because of the value obtained from contrasting with the Credit First approach — namely the

discussions on institutions and interest rates.

Poverty
In recognising that poverty is more than just a lack of income, this makes much more use

of terms such as ‘vulnerability’, ‘risk’ and ‘livelihoods’. Acknowledgment is given to the fact
that the poor adopt a wide range of livelihood strategies to protect themselves against the
effects of possible negative events. The Financial Services approach recognises that it is
important to first understand all of these different strategies and then to design a wide
range of flexible products and services that reduce household vulnerability, not increase it
(Churchill 2002; Mahajan 2007). This is pointed out by Wright who states:

18 Although, as mentioned previously, the findings of this research has since been bought into question by
Roodman and Morduch (2009).
50 of 314



“When examining the income impacts of microfinance programmes, it is important to
recognise that there is a significant difference between ‘increasing income’ and
‘reducing poverty’. Despite the prevalent emphasis on raising incomes as the central
objectives of development programmes, the two are not synonymous. ... It is also
important to recognise that poverty is neither linear nor static, and that today’s not-
so-poor may well be tomorrow’s poorest — and vice versa. It is for this reason that
the poor place so much emphasis on diversifying their sources of income — it
reduces their exposure to catastrophic income loss.” (1997 pg.1)

According to Wright, Kasente et al. (1999), financial services help households to deal
specifically with risk by:

e Providing sums of money to build assets

¢ Providing sums of money to better manage cash flows

¢ Enabling households to diversify

¢ Providing a safe place to store money

e Increasing control of assets by women

They can help households to cope with shocks by providing means for households to
accumulate savings and to access emergency loans (and not insisting that loans only be
used for productive reasons). They can additionally help households to build assets, which

can be either sold or pawned when cash is required to cope with a shock.

Savings
The discourse relating to the poor and savings generally follows one of three themes. The

first focuses on defending the fact that the poor can save, i.e. attacking assumptions that
they are too poor to do so. The second theme describes the different ways in which the
poor save or provide us with records of savings behaviour in particular regions. The third,
which is closely related to the first, considers why poor people save, with the debate being

how valid or nuanced these explanations are.

Given the historical bias towards providing only credit services, many proponents of the
need for a wider range of services have had to first argue against the assumptions that the
poor, by their very nature have little money, are therefore unable to save. Research has
otherwise found that the poor do want to save, their capacity to save is considerable, and
in the absence of formal mechanisms, quite innovative (Wright and Hossain 1997;
Rutherford 1998; Wright 1999c; Richardson 2000; Rutherford 2000a; Ashraf, Karlan et al.
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2005a; Ashraf, Karlan et al. 2005b; Allen 2007; Collins, Morduch et al. 2009; Dupas and
Robinson 2009).

The poor save in many and varied formal and informal ways, with one of the most popular
mechanisms via ROSCAs and ASCAs (discussed in more detail in the following section).
Other formal and informal means by which the poor save have been well document.
Deposit collectors or mobile bankers are both a formal and informal service that has been
identified. These deposit collectors visit savers in their homes or place of business,
sometimes on a daily basis to collect what is usually very small amounts of money. Often
no interest is earned and a fee is charged, indicating that the poor are willing to pay for the
security and convenience of having their money safely saved, away from temptation and
demanding household members (Miracle, Miracle et al. 1980; Aryeetey and Steel 1995;
Rutherford 2000a).Giving money to friends or a money guard to hold as well as hiding
money in the house or keeping it in a tin box is also a common practice. Shipton (1990)
describes the need to avoid having any visible cash in the house to evade claims from
relatives. Other than these informal mechanism, the poor also make use of formal financial
services, including savings accounts, post bank accounts, fixed deposits,
pension/provident funds, savings annuities and unit trusts (Collins 2005b; Collins, Morduch
et al. 2009).

Although the concern and interest lies primarily in cash savings, it has to be recognised
that the poor also save in many non-cash ways. The reasons for this are many and varied
and are related to traditional and cultural practices, degree of monetisation especially
within rural areas, — and access to and trust in formal financial institutions. Additionally,
some physical assets held by the poor can also be viewed as investments, such as
livestock, which can multiply, and land, which can appreciate. Early mention of the many
non-cash ways of savings included preferences for land, a house, livestock, cloth and
jewellery in Java, Indonesia (Dewey 1964) and cattle and gold in Malaysia (Swift 1964).
Even more recent studies found this practice to still be common amongst indigenous
people, with the Mandika people in Gambia preferring livestock, food, jewellery, tools and
household goods (Shipton 1990).

In discussing the reasons to save, according to Rutherford (2000a) poor people save
money because they need to gain access to ‘usefully large lump sums’ of money. In the

absence of access to credit and insurance, savings is often the only alternative. The poor
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face a great number of risks and are extremely vulnerable to negative changes in their
circumstances. Saving for emergencies can take the form of either personal or impersonal.
Personal emergencies refer to the death of a breadwinner, injury or illness, loss of a job or
crop/livestock, or loss through fire or theft. Impersonal emergencies include events such
as war or natural disasters. As a result, and due to the fact that very few have access to
insure against such disasters, this is one of the greatest motivations for savings (Morokolo,
Coetzee et al. 1999; Rutherford 2000a; Collins, Morduch et al. 2009).

Rutherford (2000a) describes a common practice of savings for ‘life-cycle needs’. He
refers to life-cycle events that require access to lump sums associated with birth, dowries
and marriage, and funeral expenses at death, as well as savings for education and
homebuilding. Recurrent events including religious festivals such as Christmas, Eid and
Diwali also require saving in advance. The poor also save to accumulate assets and
wealth such as consumer durables, which can improve their quality of life and provide a
buffer in times of economic stress. This phenomena was recorded as early as the 1950s
(Warmington 1958; Reining 1959). Delancey also found evidence of savings for
community development projects (1977). Richardson provides heavy criticism of the
general lack of appreciation within the microfinance industry for the relationship between

savings and poverty:

“One of the most misunderstood concepts of poverty alleviation is the relationship
between income, wealth, and savings. The focus of many traditional microfinance
programmes has been credit-oriented: loans will provide poor people with a means to
generate more income. Very little mention is made of wealth, or the difference
between what you earn and what you spend ..... It is both heretical and hypocritical to
talk about poverty eradication without incorporating savings accumulation into the
poverty alleviation strategy.” (2000 pg.2)

Essentially, what the poor need are mechanisms that help them turn their savings into
lump sums that are substantial enough to fulfil a wide variety of consumption, personal,
business, social and asset-building needs (Matin, Hulme et al. 2002). These exchanges
must provide for not only short term needs, but also medium and long term needs. Such
financial services are only effective if they are provided in a format which is expedient,

appropriate, safe and affordable.

The need for the poor to save for business or other opportunities is also well documented

(Otero 1991; Rutherford 2000a; Collins, Morduch et al. 2009). Starting or expanding a
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micro-enterprise is a common practice and whilst the majority of the literature focuses on
access to credit, few recognise the importance of family savings in contributing to these
enterprises. Other opportunities such as the ability to purchase land or another productive
asset, or to pay a bribe necessary to get access to a job, paperwork or information, also

serve as motivations for delaying consumption and accumulating savings.

Credit

A great many of the criticisms levelled at the ideas of the Credit First approach came from
researchers of the Financial Services approach, which rather argues that the poor require
access to credit for a whole variety of needs, not just for productive requirements; that
financial institutions need to provide a much broader range of services; that the credit
activities of the informal sector deserve greater respect and more detailed research; and

that credit for many is simply a euphemism for debt.

Observations made by Meyer and Alicbusan (1984) in their research into farm households
in Thailand led them to conclude that households were far more complex than current
formal agricultural credit programmes accommodated for, and that the financial services
sector was fragmented, one sided, and too specialised. They concluded that what was

needed was:

“Flexible, multipurpose financial intermediaries would better serve farm households.
These institutions should be one-stop centres that offer both borrowing and savings
services. Production, consumption, investments, and non farm loans should all be
available to borrowers, with the amount and timing based on repayment ability rather
than fixed formula or simple packages”. (Meyer and Alicbusan 1984 pg.33)

In a scathing attack of donor agencies who push credit, Shipton (1990) argues that
savings, rather than credit should be subsidised. Whilst the term ‘credit’ has positive
connotations, he argues that it is only another way of saying debt and that it is depends on
whether one is the borrower or the lender, or whether one is referring to before or after the

loan is taken. In keeping with the request for a more balanced perspective, Shipton notes:

“Farmers need not just credit, but more and better opportunities for savings, partly to
reduce their dependency on borrowing. A financial policy based on only credit
without savings is not only ethically dubious, but also impractical; it is like walking on
one leg” (pg.2).
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Insurance

The provision of formal micro-insurance is a growing industry. In many respects, as it is
not directly linked to the provision of credit, nor is it associated with economic development
at the macro level, the provision of insurance facilities designed specifically to meet the
needs of the poor essentially falls within the ambit of the Financial Services approach.
However, as this industry is in its infancy, available research and literature on the topic is
limited. However, it is safe to conclude that demand does exist, and that access to
insurance can reduce stress and bring about peace of mind to its clients (Zeller and
Sharma 2000; Mosley 2003; Cohen and Sebstad 2005).

Some research into the micro-insurance sector in South Africa has revealed that it
predominately takes the form of funeral insurance. However a range of other products
targeted at household enterprises are beginning to emerge, including hire-purchase
insurance (Ebony Consulting 2001). The evaluation of a health insurance scheme,
attached to a microcredit product, offered by two separate MFIs in Uganda found it to
demonstrate positive effects on investment and loan growth and to a lesser extent, on

repayment rates (Mosley 2003).

The bulk of the literature relating to the poor and insurance refer mainly to informal
insurance mechanisms. Noting that the poor are particularly vulnerable to risk and
disaster, many researchers have investigated the different ways in which the poor attempt
to protect themselves from such events. Research on two village fishing economies in
India found a number of varied ways in which the poor used credit as a form of insurance,
including: as a way to insure against the risk of falling into distress via providing interest
free, unsecured credit, without an explicit duration — to ensure reciprocity; to minimise the
risk of income losses due to lack of labour via wage advances - thus ensuring an
obligation to provide labour at the required time; and to ensure a secure access to output
via local merchants providing loans in return for a supply of fish (Platteau and Abraham
1987).

Households have also been found to adhere to a particular structure as a form of risk-
mitigation. By ensuring that the daughter is married to someone located outside the village
this allows for consumption smoothing via cross-region and cross-village income sharing
during times of stress (Rosenzweig 1988). Mordoch (1999c) identified drawing down
savings, engaging in reciprocal gift giving, selling physical assets and diversifying income-
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generating activities as an example of the number of different ways in which the poor deal
with economic hardships. These personalised arrangements between individuals and
communities were however found to be weak for the poorest households and insufficient in

times of a large-scale natural disaster.

Institutions

One of the more defining features of the Financial Services approach in relation to its
commentary on institutions is its call to go ‘back to basics’, by first taking the time to
understand in more detail the needs of the poor and then use this as a basis for designing
services and products. This closely relates to another recent demand, that the poor should
not just be considered beneficiaries of a programme, but as clients — in the same manner
as all other users of commercial financial services (Kalala and Ouedraogo 2000; Dale
2001; Cohen 2002; Woller 2002a; Wright 2003; Maru 2009).

The formal banking sector has long received a barrage of criticism from the perspective of
the poor. In Mexico they have been considered ‘exploitative and rude’, ‘unfriendly’ and
‘demanding’ (Kurtz 1973). According to Bouman and Harteveld (1976) many West Africans
are suspicious of banks and their impersonal approach, and complicated formal and legal
procedures. The commercial banking system in Gambia has been described as ‘almost
useless’, with access prohibited by distance and travel costs, inconvenient opening hours,
requirements of minimum deposits, difficult paper work, and untrustworthy staff (Shipton
1990). Despite many decades of ‘bad press’ there appears to have been little response

from the formal banking sector in trying to better serve this large portion of the population.

It is therefore unsurprising that reports of informal sector institutions ‘outperforming’ the
formal sector can be found. Earlier research recorded participation in the Djanggi, a
Cameroonian ROSCA, to be ten times that of the credit unions and twenty times the
volume (Bouman and Harteveld 1976). More recent research into the affects of
liberalisation of repressive financial policies in four countries in Africa had showed that it
had little impact on formal financial deepening whilst the informal sector continued to grow.
It was noted that the informal sector was particularly effective in mobilising household
savings and financing small business, and that this sector should be more fully integrated

into financial development strategies (Steel, Aryeetey et al. 1997).
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Interest Rates

Compared with the Credit First approach, the Financial Services supporters take a much
less active role in the debate on interest rates. Reference to interest rates appear more as
a matter in passing than a point of contention (Delancey 1978; Miracle, Miracle et al. 1980;
Bouman, Bastiaansen et al. 1989; Thomas 1991). Rather than complaining that low
interest rates provide a disincentive to save, there is greater concern for the fact that the
poor have few opportunities for formal savings and therefore have to resort to informal
mechanisms that have zero and even negative interest rates (Rutherford 2000a; Dupas
and Robinson 2009).

Given a more sympathetic view of the informal sector, the debate over whether or not the
moneylender charges a monopoly profit does not appear to be as great an issue. Bouman
(1990) points out the irony in the fact that informal sector interest rates are calculated at
annual levels even though loans are usually short term, and are therefore considered
usurious, whilst a street trader who marks up his product by a similar margin is considered
entrepreneurial. In general, there seems to be an overall acceptance that the poor are able
to pay commercial rates of interest, and higher, and that issues of access and appropriate

services are of greater importance than that of the interest rate charged.

In concluding this section, which has presented the salient features of the dominant
discourses within the microfinance literature, clear trends and biases are emerging, but
also evolving at the same time. The analysis has shown how Financial Services approach
has differed from the Credit First approach on a number of key issues. The attitudes
towards and the perception of the informal sector is almost diametrical. To the later, it is
treated with a great deal more legitimacy and significance, as adherents to this approach
acknowledge the poor have already devised many creative and ingenious methods for
coping with the demands for and available supply of money. As a result more attention and
research is devoted to this sector and more of the discussion focuses on how informal

sector practices can be replicated, rather than replaced.

One of the main differences of the Financial Services approach is their starting point,
which does not appear to be derived a preconception or assumption about what the poor
need. Their first objective is to understand how the poor cope with small and irregular
flows of money, and how they convert them into useful lump sums. For this reason,

savings is one of the most important mechanisms for doing this. Although credit can help
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achieve the same outcomes, savings is considered from the research to be preferable.
Financial Services adherents give minimal attention to the issue of institutions and interest
rates. Explicit engagement with discussions regarding poverty is more limited, and is
usually conceptualised in relation to the notions of risk and vulnerability, and how various
financial services may assist households.

In contrast to the Credit First and its obvious concern with credit delivery, the Financial
Services advocates for a more balanced approach between the joint and equally important
needs of households for both savings and credit. Additionally, advocacy is given for credit
for consumption purposes and not just for productive reasons. A unique perspective of the
approach is to view credit as the correspondent of savings, the difference being a matter of
the order in which small amounts that are paid out/set aside and when lump sums are
drawn down (referred to by Rutherford as ‘saving up’ and ‘saving down’). This blurring of
the line, with both being considered legitimate mechanisms of the poor for coping with

variations in cash flow, also represents a divergence in position.

In line with its more holistic approach to understanding household financial management,
the Financial Services approach devotes more time to understanding issues of
consumption smoothing, risk management and vulnerability. Their pragmatic view means
that there is a greater appreciation of the fungibility of money and a general acceptance
that because of this it is very difficult to determine how credit is utilised.

This analysis, along with the historical review presented in the previous section, has
demonstrated a historical bias towards the provision of credit, within the ambit of
microfinance service provision. However, what has also clearly emerged is a turning tide
away from this bias, and a growing appreciation from both camps that an increase in the
provision of savings and other services (including insurance) is imperative. This can be
seen in the growing number of MFIs developing new and innovative savings products,

alongside their credit counterparts.

However, even with this growing swell of enthusiasm, the provision of financial services to
the masses still faces many challenges. Not the least of this is cost and coverage —
especially in rural areas where many of the poor live. The following section introduces the
concept of member-owned institutions, describing their numerous formats, their

predominantly ‘savings-led’ nature, and their many challenges. It also introduces the
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Village Bank concept, which is the focus of this thesis, and therefore lays the groundwork

for addressing the first research question.

1.3 Member-owned Institutions: A Savings Led Model

The provision of financial services to the poor is plagued with many challenges, especially
for those living in rural areas which normally contain greater proportions of the poor.
Common impediments include low population densities, inadequate infrastructure, and low
levels of literacy. Economic activities generally yield low returns and are high risk in nature.
In such environs, member-owned institutions (MOIs) are often the most suitable and
sometimes only form of financial service delivery. This is the realm of service provision that
is driven and owned by members. It is community-based and founded on a ‘savings first’
model, given that often the only capital available is that raised by members themselves.
Member-owned institutions are seen as a legitimate institutional format that offer
decentralised financial services organised by the local community. Such groups cover a
spectrum of formality ranging from ROSCAs to Village Banks to Financial Cooperatives. A
savings first model is normally emphasised with slow growth and the need for some level
of pre-existing social capital. One of the advantages of member control is mutual
monitoring which improves information flows and quality of decision making, which can
help address problems of adverse selection and moral hazard (Cross and Coetzee 2001,

Sivramkrishna and Panigrahi 2001).

Some of the earliest MOIs emerged in 18" century Europe as a result of substantial
increases in poverty over the 16" and 17" centuries (Seibel 2005). Irish Loan Funds
emerged during the 1720s and were based on financial intermediation between savers
and borrowers that distributed short term loans with weekly repayments and peer
monitoring. Although initial growth was slow, by 1840, 300 self-reliant and sustainable
funds existed that covered 20% of all households in Ireland. The rapid expansion a decade
earlier was credited to the introduction of legislation that allowed funds to accept interest
bearing deposits and charge interest on their loans, and to the establishment of a Loan

Fund Board, which was responsible for supervision and regulation.

In Germany, during a similar period, Seibel (2005) describes two microfinance networks
that emerged: community savings funds; and member-owned cooperative associations. As

the largest set of institutions to emerge of any country, he attributes their success to self-
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help, regulation and supervision. Driven by the hunger years of 1846/47 when many
farmers lost their land to moneylenders and many small businesses went bankrupt, one
man in particular, F.W. Raiffeisen, took action in rural areas, forming credit associations,
mostly with farmers. In urban areas, Schulze-Delitzsch established savings and credit
cooperatives with small entrepreneurs and craftsman. By 1997, these two microfinance
networks (rural and urban) comprised of 39 000 branches, 75 million customers and 64%
of all financial intermediation (Ibid). Seibel (2001) attributes the success of this movement
to the self-help and self-reliance based on the growth of savings and local outreach with
long term personal relationships. The provision of an enabling legislative framework and
the establishment of legal and national apex organisations were also considered crucial,

as was the provision of supervision through auditing federations.

In general terms the attributes of success are as relevant to the developing world as the
developed argues Seibel (2001), who believes that sustainable poverty reduction must be
built upon the self-help capacity of people and their self-reliance on local institutions,
including local financial institutions that are owned and managed by the poor. Outreach,
growth and sustainability are dependent on the mobilisation of local savings, ensuring
independence from external interference and subsidies. Such institutions will need to offer
attractive interest rates and profit sharing margins with positive real returns on savings;
rural market rates of interest must be charged on loans to ensure costs are covered, and

institutions must make a profit to enable expansion to be funding from own returns.

In 2008, the Coady International Institute, at St Francis Xavier University in Canada
undertook a major international study of member-owned institutions. The methodology
included a detailed literature review and case studies on seven different MOIs around the
world. They found that MOIs mainly serve rural areas, are often the only service provider
in deep rural areas, and provide lower transaction and financial costs, compared with other
service providers. They also found that they have the potential for large scale outreach,
and for low cost, client-demanded service provision. Whilst most MOls are able to cover
their operating costs from inception, the greatest threat to their longevity is weak
governance, management capacity and inappropriately complex management systems
(Hisrchland, Jazayeri et al. 2008).

Some of the challenges with governance lay in socio-cultural norms, which make it difficult

to hold leaders accountable, and the inability to monitor leaders (and managers) due to
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management systems that are beyond the capacity of members to understand. Challenges
were also acknowledged between individual organisations and any supporting/umbrella
institutions they may have a relationship with. If MOIs are dependent upon these second-
level institutions for technical support, then their own survival is entwined in the

sustainability of these bodies (lIbid).

There are five main types of MOIs in existence today, which are briefly introduced below.
Although Village Banks is the focus of this research, other forms, especially informal MOls
make important contributions in assisting the poor to manage their day to day cash
transactions. As the issue of outreach is crucial to the sustainability of MOls, a discussion

on its key drivers, governance and regulation, is included.

1.3.1 MOI Types

Informal MOIs: ROSCAS and ASCAS
ROSCAs are an important savings and credit mechanism which have featured heavily in

the literature, and have captured the attention and interest of researchers and academics
from a wide range of disciples for over 50 years now. Some of the earliest publications on
the topic come from Bascom (1952) who described the activities of the Yaruba people in
Nigeria, Katzin (1959) who described the Jamaican form known as ‘Partners’, and
Campbell et al. (1962), who documented two related activities in South Korea referred to
as ‘Kyes’ and ‘Mujins’. This was to be the beginning of a groundswell of interest in this
phenomenon that has been found, in one form or another, in almost every country and

culture in the developing world.

The first recorded definition of this activity, which became widely accepted, was from the
work of Shirley Ardener who provided descriptions of their various types from three
separate continents. Her accounts cover issues of their origins, membership, organisation,

contribution, the fund, sanction and transferability. She defines them as:

“An association formed upon a core of participants who agree to make regular
contributions to a fund which is given, in whole or in part, to each contributor in
rotation” (Ardener 1964 pg.201).

Interestingly, she refers to them as a rotating credit association, [own emphasis], a term

she took from the earlier work of Geertz. It was at least another two decades baefore the
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term Rotating Savings and Credit Associations (ROSCAs) [own emphasis] became
generally used. Prior to this, some authors also referred to them as ‘Savings Associations’,
‘Savings Clubs’ and ‘Contribution Clubs’. The key defining feature is their rotating and

regular nature.

Although Geertz (1962) used ‘credit’ in the title he gives to the activity, his greatest interest
was in their ability to mobilise savings and facilitate capital accumulation. He describes
them as a “penetration of commerce into a peasant life” (pg. 260), with more and more
sophisticated variants moving away from a primarily social institution to a formal,

impersonal economic one. He views them as a transitional mechanism:

“It is suggested here that the Rotating Credit Association is such a middle rung in the
process of development from a largely agrarian peasant society to one in which
trade plays an increasingly crucial role” (pg.262)

The general consensus is that ROSCAs are an efficient mechanism that render many
benefits to its participants and that they address a need that the formal sector has so far
not managed to meet. In fact, according to Rutherford “the ROSCA is the world’s more
efficient and cheapest financial intermediary device” (Rutherford 2000a:32). Praises for the
ROSCA model include; the recognition that it has in-built mechanisms to monitor credit
worthiness, reliability and repayment capacity (Bouman and Harteveld 1976); provides a
safe place to store money and an incentive to save (Delancey 1978; Adams and de
Sahonero 1989); lower administration and transaction costs (compared with banks), able
to mobilise joint action, exchange economic intelligence and provide assistance in
technical and managerial aspects, and facilitate joint bulk purchases (Miracle, Miracle et
al. 1980); highly efficient, low default rates and save people from having to go to
moneylenders (Shanmugam 1989); and provide an alternative form of insurance
(Calomiris and Rajaraman 1998; Rutherford 2000a).

Another sister-form of ROSCA exists which is referred to as an Accumulating Savings and
Credit Association (ASCA). The ASCA acts more like a savings club where the funds are
not distributed on a rotational basis every month but are usually accumulated for payment
at the end of an agreed period, often around a time when a large expenditure is required,

such as Christmas or when school fees are due. Often these groups will lend out the
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money that is accumulated at interest, either to member or other non-members and thus

make a profit whilst their money is accruing.

Village Savings and Loan Associations (VSLA)

Village Savings and Loans Associations are described as a more structured, transparent
and democratic version of informal savings groups that are more commonly found in
villages and slums (VSL Associates n.d.). They were first developed by Care International
in 1993 and were designed to fill the gap not being met by MFIs who traditionally target
established entrepreneurs, and are unable to profitably service rural areas. They aim to
serve the very poor who are not full time business people, and who experience irregular
and unreliable sources of income. Their main purpose is to assist households in managing
cash flow and in accessing lump sums for life cycle events. VSLAs facilitate the
intermediation process of small amounts of local capital at very low costs. They claim to
overcome the problems of sustainability, high transaction costs, unfamiliarity with MFI

staff, and weak incentives to save (Allen and Staehle 2007).

The methodology consists of forming self-selected groups of 15 — 25 individuals who meet
on a weekly basis on an annual cycle. The group elects a five member committee which is
designed to ensure that roles are clearly defined and decentralised so that the group
cannot be dominated by any one individual. Savings take place through the purchase of
shares — the value of which is determined by the group at the beginning of each cycle.
Members can purchase between one and five shares at each meeting. Members can
therefore save more or less than the others and in differing amounts, depending on their
circumstances, making the system quite flexible. The savings are then available as a loan
fund, and members can borrow up to three times the amount they have in shares. Groups
may also form a social fund that acts as a type of insurance, available to members. By

2012 there were over six million active participants in 58 countries (VSL Associates n.d.).

Self Help Groups

Self Help Groups (SHG) maintains features similar to the aforementioned MOIs in their
group-based nature, normally 10 — 20 members. They are mostly associated with India
where they are very popular and are predominately female. They differ from other types of

savings groups in that they are established via some external intervention, and hold an
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account with an institution. Members must save first for a given period of time and/or to a
certain threshold, before they can access greater amounts of loan capital. Swain (2009)
describes three main ways in which they are formed: either via a bank, which acts as a
SHG promotion agency; by an NGO (the most common model), or by an NGO that forms
groups and lends money to them, which they themselves have obtained from a bank.
SGHs formed by NGO usually have a dual purpose of also addressing a social
development issue such as women'’s rights, literacy, family planning, child development,
etc. Features similar to other small scale MOlIs include small loan sizes, frequent meetings
and frequent repayments instalments, all designed to be unattractive to the non-poor.

Criticisms of the methodology are that it is possible for members to free ride on others; that
the savings amount can exclude the very poor; high cost of attending meetings and
workshops (lbid). In India, there is said to be over 1.6 million SHGs comprising of over 30
million members. They are also found in other parts of Asia and Mexico (Hisrchland,

Jazayeri et al. 2008)

Financial Services Association and Village Banks

The Village Bank was first conceptualised and implemented by the International Fund for
Agricultural Development (IFAD)." As explained by Jazayeri (1996), the rationale was
based upon the high demand for safe savings facilities in rural areas, the need for reliable
transmission facilities for people dependent upon remittances (especially women), the
need for bridging loans to meet unexpected consumption expenses, and the limitations
inherent on ROSCAs (rigid systems, risk of break up, time consuming etc.). It was
expected that their member-owned nature would address the challenges of sustainability
and the limited interest and participation communities have with entities that are externally
owned. Additionally, it was expected that the information asymmetries which plague most
formal financial institutions, would be overcome due to its structure of being managed by

people known by its members.

The Village Bank concept is a ‘hybrid’ financial institution that combines a co-operative
shareholding company with links to a formal commercial bank, which enables access to a

wider range of financial services. The banks are characterised by simple systems and

9 As well as South Africa, since 1994 IFAD introduced the FSA model in Benin, the Congo-Brazzaville, Gabon,
Guinea, Mauritania, Uganda and Kenya.
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procedures, uncomplicated support systems and a limited range of products (Pearce and
Helms 2001). The institutions, as described by Jazayeri (1996):

“

. capitalises on the informal local rules, customs, relationships, local knowledge
and solidarity while introducing formal banking concepts and methods in addition to
being formally registered. People are likely to save with the FSA since it would
belong to the villagers and would be associated with a formal bank hence benefiting
from linkage with the banking sector. The FSA would reinforce the local identity and
sense of belonging to the community where it has its roots. The share-holding
system would also allow easy entry for new members and it would not become a
closed club. Loans would be financed from locally mobilised savings, and to a lesser
degree from equity which is FSA’s risk capital. The FSA would customerise [sic] its
services to member requirements and to local characteristics”. (1996 pg. 5)

Account holders must first purchase at least one share in the bank, available at a nominal
price, with the option to buy more shares. This ‘ownership’ also enables democratic
management of the banks with voting rights proportional to shareholding. Members have
the right to receive dividends on shares which they may also sell if needed. * The
governance of the individual banks is dependent upon a general assembly of
shareholders, who elect a board of directors and an audit committee. The board of
directors is responsible for the overall management, but an appointed bank manager is
responsible for day to day operations. The shareholders have the power to approve
policies, set interest rates, budgets and dividend payments and elect office bearers
(Pearce and Helms 2001). After the initial start-up of the banks, an Association of FSAs
would need to be established which would be responsible for consolidation and expansion
(Jazayeri 1996). %

Institution-building is related directly to sustainability and hence to addressing poverty.
Specifically, sustainability is promoted via local ownership, effective participation,
customised services, debt capacity limited to local-level savings mobilisation, and lowered

transaction costs via its self-financed, self-managed nature (Jazayeri 1996). In turn:

“The FSA concept has a strong emphasis on institution-building and sustainability as
an initial priority and as a prerequisite for poverty alleviation. The emphasis on
institution building is therefore given priority over credit delivery and targeting the
poorest. Therefore, even if the initial FSA membership is not the poorest in a village,

20AIthough voting rights would be capped at no more than 5% of all votes.
A Confusingly, Jazayeri uses the term FSA to refer to an individual bank, in South Africa, the term FSA refers
to an umbrella organisaiton intended to oversee Village Bank operations (see next section).
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the status of being an open and accessible institution with low entry fees would
facilitate membership by the poorer and poorest members of the community who
would benefit from savings and later from loans service. .... The FSA is likely to
reduce the cost of money in the village hence benefiting the net borrowers who are
likely to be the poor and poorest members in the community.” (1996 pg. 8-9)

In the outline concept of the Village Banks, therefore, it was hoped that individual banks
would graduate from being a deposit-taking facility to a full-service institution, a process
that was estimated to take approximately three years. As loans would be financed through
members’ deposits, each Village Bank would be responsible for approving individuals
eligible for loans, the amount given, and how much interest is charged, although some
guidelines are provided. As the banks’ position strengthens it may approach its link bank to

obtain additional loan capital.

Financial Cooperatives (SACCOs, Credit Unions, Savings and Credit Organisations)

The World Council of Credit Unions defines a credit union as a ‘member-owned, not-for-
profit financial cooperative’ which provides a range of financial services, including savings
and credit. Union membership is based on a common link, such as belonging to the same
community, organisation, place of worship or employment. They pool member deposits
and shares to finance their loan capital, rather than rely on external funds. It is claimed that
members receive higher returns on savings, lower rates on loans and fewer fees
(compared with a commercial bank). Total membership in the developing world spans 81

countries, with over 40 000 credit unions serving 75 million clients (WOCCU 2013).

Members of financial cooperatives elect a management committee who are responsible for
organisational governance. They are usually supported by a separate credit committee
and supervisory committee, who are also elected by members. Whilst the committees play
a large role in the running of the unions, employing staff is usually required. Cooperatives
range in size from as small as a few hundred in remote areas, up to national cooperatives

consisting of hundreds of thousands of members (Hisrchland, Jazayeri et al. 2008)

1.3.2 Drivers of Outreach

The comprehensive research undertaken in 2008 by The Coady International Institute
identified what they termed ‘key drivers of outreach’. Two of these three factors —

governance, and regulation and supervision, which are discussed below, speak directly to
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my first research question. This question is concerned with understanding the relationship
between governance and a sense of ownership. Given that ownership is the central
feature of MOIs and a foundational component of their ‘low-cost’ nature, how does good
governance relate to a members’ sense of ownership and does this in turn affect the
sustainability and effectiveness of the institution? Whilst the qualitative research that is
presented in forthcoming chapters will explore these subquestions in more depth, the
Coady research presented here provides some initial insight.

Governance

In the focus note entitled “What is good governance for MOIs in Remote Rural Areas,”
Chao-Beroff (2008) finds that good governance is one of the critical requirements for MOIs
if they wish to provide effective financial services to large numbers in remote areas. One of
the main challenges relating to governance is described as the principal-agent dilemma —
when a member (principal) is not able to supervise the person (agent) responsible for

managing their capital investment. As she explains:

“Members may not have the capacity, literacy, power or resources to hold their
representative decision makers accountable. Good governance occurs when
MOIs have been able to adequately address this dilemma and the risks that
accompany it. Where there is no adequate oversight, there is a risk that some
members will dominate the governance process or access to services, or even
commit fraud. (Pg. 1)”

The size of an MOI strongly determines the governance model in place. In small, time-
bound cash-out MOIs all members patrticipate in the all decision making activities. More
sophisticated networked structures that are a consolidation of primary groups typically
provide more complex financial services than their primary groups can manage. They are
governed by elected representatives and depend on employed staff. The particular
challenge faced by these groups are that they are too big for peer monitoring to work, but
too small to afford the necessary controls such as professional auditors or better skilled
staff. Larger representative MOIs can usually afford the necessary controls and skilled
staff, as their economies of scale allows them to cover this costs. Lee concludes that small
‘cash out’ and large representative MOIls appear to have the strongest forms of
accountability and governance, whilst those that operate in between “operate in a murky

area between simple, informal norms and complex institutional rules” (pg.3).
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A number of other key issues related to governance with MOIs were also identified by Lee.
She observed a strong relationship between member’s sense of trust and ownership with
savings and returns. All of the case studies examined revealed that ownership for
ownerships’ sake are not sufficient and that a sense of ownership is directly proportional to
how confident members feel about how easily they can access their capital, how safe their
funds are, and reasonable return of profits to themselves and their community. It was
noted that if members did not see a clear link between savings and returns they were
receiving from their second-tier associations, they would not hesitate to look for a better
deal elsewhere. In summary, high mobilisation of savings and growth in savings were
considered to be a sign of trust by members. However, a strong sense of ownership was
still apparent when the MOI was located within the community and was seen to be socially

benefiting the community.

The research also concluded that community MOls are affected by local power structures,
which can be both advantageous and problematic. The benefits are that local customs and
norms can be used to pressure individuals to behave appropriately and sanction
defaulters. Problems can arise when village elites play a dominant role (often men) which
may range from mobilisation and capitalisation to day-to-day management, control and
governance. The implication being that corporate governance can at best compliment elite
authority but is unlikely to substitute traditional structures. In summary:

“In remote areas, particularly at the village level where cultural identities are
strong, these structures are the default. Local governance solutions must be
based on a clear understanding of how conventional norms and institutional
rules function, without overestimating what corporate governance can do (pg.
6)".

Regulation and Supervision

Regulation within MOls is concerned primary with the protection of losses of small savers
from fraud, default or mismanagement. This is of particular concern in MOIs as available
loan capital is member’s own savings. Regulation is therefore crucial to provide protection
and increase MOI outreach. MOls face additional challenges as existing cooperative laws
in many countries are not designed for financial cooperatives. Additionally supervising
entities often do not have sufficient technical expertise, capacity or resources to carry out

these important functions (Chao-Beroff 2008).
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One of the key challenges facing regulation and supervision is finding the appropriate level
to match the size and sophistication of the MOI. Too burdensome regulation could stifle
small MOIs whilst insufficient could result in the problems mentioned above. Other
common challenges have been the delegation of these roles, usually with government,
which were given to departments without the skills to supervise financial institutions. The
recommendation given was that for those MOIs that are too small for bank-type
supervision, and too big to rely on peer-monitoring, that they be required to use standard
accounts and submit standard financial statements that have been audited by an external
body. The yardstick being that good regulation is something that is understood and
implemented by both parties (lbid.).

1.4 Conclusion

This chapter has provided a comprehensive review of the literature on what by the 1990s
was conventionally known as ‘microfinance’. The purpose of the review has been provide
to provide a context for my research questions and the research. This research is
concerned with the Village Bank model, and whether it is a viable option for providing low-
cost banking. This includes understanding both the relationship members have with the
institution, and the role that savings may or may not play in household attempts to address

their poverty.

The overview has revealed that poor people still do not receive the financial services they
need. Distance, transport and transaction costs create the first of many barriers. High rates
of interest in both the formal and informal sectors increase the risk of unsustainable
household debt or impose costs that mitigate against the management of shocks. lll-fitting
financial products that poorly match the needs of consumers mean that informal
mechanisms for money management still dominate. As a result, institutional sustainability

is attained by only a small number.

Although hailed as a poverty fighting machine that was honoured with an ‘International
Year’, there have been few studies that have explored the poverty-reduction relationship of
microfinance in detail, or over time, and in terms of the bias towards the provision of credit
over savings. As the review suggests, the bias to credit remains strong (although
weakening). The two main approaches identified in the literature have demonstrated

considerable divergence on the role of credit and its relationship to poverty. For the Credit
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First approach, it is the raison d’étre, whilst the Financial Services approach has
maintained a more balanced and limited view of its contribution. Whilst there is a growing
appreciation of the role that savings can play and ever more MFIs are adding savings to
their product offering, the focus of the microfinance sector and of research remains
predominantly the provision of credit. This adhesion has failed to consider other important
issues such as the fact that not all poor people have an entrepreneurial capacity or even
inclination, the fact that the market can only support so many micro-enterprises, and the
fact that the poor already borrow money for many non-productive purpose.

This chapter has also set out to provide a foundation to the methodologies and research
activities that are presented in forthcoming chapters. The purpose as described in the
Preface includes questioning the current bias towards credit. It also sought to explore the
notions of poverty, as described and understood by those in the microfinance sector. It has
introduced the concept of member-owned institutions, in their various formats, but with
particular interest on Village Banks. The challenges faced by these types of community
owned institutions have been discussed, especially in relation to governance and
regulation. A crucial claim of Village Bank in South Africa was that it would be member-
owned and governed, with institutional arrangements allowing for account-holders to
become board members and/or hold the board to judgement. The Village Bank would be
regulated by an independent financial organisation, and subject to legal provisions, and
‘democratic’ in its dealings with members. With the discussion of governance and
regulation outlined in this chapter in mind, the claims of Village Banks are put to the test in
Chapter Five.

As understanding notions of poverty is central to this thesis, an important finding has been
to uncover how the differing views on poverty are very much dependent upon the
approach that is defining them. From a Credit First perspective, concern for the poor is
focused mostly on their productive capacity, and how a lack of physical and working
capital has impeded the ability of poor people to work their way out of poverty. When
referring to poverty, a Financial Services adherent’s initial concern would be on its
monetary nature, mainly how do households, with so little money, manage to ensure that
day to day survival is possible, that negative shocks can be mitigated, and that
participation in important social activities and rituals is possible. The importance of my

research therefore is to test which of these positions can be supported with evidence.
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The literature has also shown that savings is an important mechanism that can act as a
proxy for insurance, and enable households to cope with negative shocks. It can assist in
helping households to maintain consumption levels when income variation is the norm; it
can allow households to make important investments in human development, especially in
education and health; it can facilitate participation in important social events, rituals and
celebrations; and it allows for the purchase of consumer durables and productive assets.
Although it could be argued that credit can facilitate similar achievements, | propose that
given the opportunity households would prefer to accumulate savings to debt. Indeed, one
might go so far as to claim that the need for small amounts of credit is because of
difficulties households face in protecting small amounts of savings which might be needed
at short notice. The literature is mostly silent on this, and other, relationships, which form

the basis to the field research.
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Chapter 2 Poverty and Microfinance

Whilst Chapter One examined the literature on microfinance and its many and varied
references to poverty, this chapter will examine poverty in greater depth, from the
perspective of poverty theorists. In this chapter | argue that the point of departure for
examining the relationship between microfinance and poverty should be grounded in
poverty theory and not in the microfinance discourse; in short, the debate should be led by
those dedicated to studying, examining and theorising poverty, from whose labours the

advocates of delivering financial services to the poor should take heed.

This research seeks to answer questions on the importance of low-cost banking services
to the poor and what role savings can play in mitigating the negative outcomes of poverty.
To do so | claim that, first, it is important to comprehensively understand what it meant by
the term ‘poverty’, which is used extensively throughout the developmental discourse. How
does the term mean different things to different people? What has been the historical
evolution of our thinking on poverty and how has this been reflected in the microfinance
literature? Do those who study poverty in-depth independently identify a role for
microfinance? How central is financial management, and specifically in the form of
microfinance, to their thinking? Does an explicit theory of poverty and microfinance exist?
If not, what could it look like? By way of introduction, a presentation of the history of ideas
about poverty, tracking the major historical shifts in thinking is presented. This provides a
backdrop to understanding the context of contemporary poverty theories, which are

discussed next.

There is no singular understanding or agreement on what constitutes poverty. Within the
literature it is possible to identify five main poverty theories; namely Income; Basic Needs;
Human Capability; Chronic Poverty; Subjective Poverty; Assets and Sustainability
Livelihoods; and Poverty and Vulnerability. The defining characteristics of each are
examined for the purposes of asking: What does this ‘theory’ believe to be the causes of
poverty and how is it conceptualised? How should poverty be addressed? And how do
they identify a role for microfinance? This examination is necessary if we are to interrogate
the relationship between savings and poverty, which demands an appreciation of the

specific conceptualisation of poverty.
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Having gained this appreciation, the microfinance literature that was presented in Chapter
One is re-examined with a specific poverty lens. The literature is interrogated for the extent
to which it has formally engaged with poverty theory. As the relationship is found to be
weak and wanting, the foundations for an actual theory of poverty and microfinance are
proposed. This proposition will be used to guide the type of analysis that is undertaken on
the original data set that was collected for this thesis, and is presented in the empirical
chapters.

2.1 History of Ideas about Poverty

In discussing the history of ideas about poverty and the poor, Lipton and Ravallion (1995)
refer to a first and second transition, with the first taking place in the mid-18" century, and
the second emerging post-World War Il. The first transition corresponded with the
Industrial Revolution in the United Kingdom prior to which it was widely held that an
improvement in the position of the poor could only occur through redistribution. Adam
Smith was the first to advocate an imperative for addressing the situation of the poor when
he stated “no society can surely be flourishing and happy, of which the far greater part of
the members are poor and miserable” (Smith (1776/1884) quoted in:Lipton and Ravallion
1995). What marks both transitions is their characterisation of an accelerated investment
in human and physical capital, technological increases in the production of food and
restraint in the spread of diseases. Demographic transitions and some political

enfranchisement of the poor were also common features.

According to data presented by Ravallion (2010), publications that made reference to
poverty during these two transitions tended to increase and peak. However, during the 18"
century the heightened interest in the topic did not translate into a tone that was
sympathetic to the plight of the poor or an expectation that the status quo should or could
be challenged, nor that capitalism was a mechanism to address it. In fact, poverty was
viewed as a necessary condition for capitalism. By the time of the second transition, which
took place not only in the developed world but had its locus in Asia, Latin America and to a
lesser degree in Africa during the 1950s and 1960s, the focus was very different. The
orthodoxy was for a closed economy model that extracted capital and labour from
agriculture for the purpose of developing industry, and the expectation that economic gains
from industrialisation would ‘trickle down’ to the poor. The focus on economic growth as

the means for reducing poverty corresponded with the understanding that poverty was
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defined by the level of income required to maintain a minimum, socially acceptable level of
consumption, with those living below this level, i.e. the poverty line, considered to be poor
(Ravallion 1996). Critics of course pointed to income inequality and the need for
redistribution-with-growth (Lipton and Ravallion 1995; Kanbur and Squire 1999).

In reaction to the inability of planned industrialisation to reduce poverty, a number of
alternate views emerged during the mid-1960s to early 1970s. Partly spurred on by the
Green Revolution, donor priorities started to shift from infrastructure lending, back to rural
development and small farmers. Another critique of the industrialisation bias was its
neglect of social sectors, and the role of general human resource development, especially
in education and health, in improving productivity. This, coupled with a growing focus on
household surveys, led to shifts from a macro-view of the economy, to the micro-view that
focussed on households and how they function. The emphasis on the productivity of the
poor — and associated levels of income earnings — failed to recognise that many poor
people do not earn an income, especially the elderly, children and the disabled, which are

often over represented in this group (Lipton and Ravallion 1995).

In 1976 the International Labour Organisation (ILO) proposed the addition of ‘Basic Needs’
as a conceptual and strategic approach to aid and development. This expanded focus
included minimum standards of household consumption (food, shelter, clothing and
furniture), the public provision of essential services (water, sanitation, public transport,
education, and health), freedom to choose employment, participation in decision making,
dignity of individuals and people’s, and freedom to determine one’s future. The rapid
adoption of the Basic Needs theory by the international donor community indicated a shift
away from government-to-government relations, to people-to-people and people-to-
government relations (Hoadley 1981). Streeten, one of the main advocates for the
adoption of Basic Needs, argued that in preference to the previous focus on growth,

employment and income redistribution:

“The evolution, from growth as the principal performance criterion, via employment
and redistribution, to basic needs is an evolution from abstract to concrete
objectives, from a preoccupation with means to a renewed awareness of ends, and
from a double negative (reducing unemployment) to a positive (meeting basic
needs). The basic needs strategy builds upon the experience gained in the past and
carries it a step further” (Streeten and Burki 1978 pg.412).
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One can trace the influence of the Basic Needs theory on subsequent shifts, for example
to the ‘Capabilities Theory’ promoted by Amartya Sen (Desai 2001). Sen defined
capabilities as the freedoms people have to lead a life that they value, which may
encompass aspects of social functioning, education, healthcare and longevity. His theory
placed emphasis on the ‘means’ of commodities, rather than an ‘ends’ focus and created a
paradigm shift from the focus on economic growth, to the promotion of human well-being.
He also placed a strong emphasis on gender issues which he argued should be at the
centre of development. His work therefore influenced not only how poverty should be
conceptualised, but also how it should be measured.

Sen contributed directly to the launch of the first Human Development Report in 1990, a
publication of the United Nations Development Programme, and to the creation of the
Human Development Index, a composite index that ranks countries according to average
life expectancy, literacy and average incomes. The purpose was to create an alternative
benchmark for tracking progress in poverty reduction, and as a counter response to the
World Development Report, and its central focus on economic growth as the primary
indicator of development. The central thesis of the first Human Development Report was
that ‘people are the real wealth of a nation’, with the purpose of the data presented to
provide insight into how human beings in each society live, and what substantive freedoms
they enjoy (Greeley 1994; Kanbur and Squire 1999; UNDP 2010).

Although both theories have their shortcomings, the consensus was that a commodities-
focused conceptualisation of poverty was too restrictive, and whilst an individual’s
command over commodities is important, it is an insufficient measure (Lipton and
Ravallion 1995). By the turn of the century, the World Bank proposed that a strategy for
attacking poverty would need to happen on three fronts. First, promoting economic
opportunities through better access to markets for jobs, credit and produce, and expanded
access to public assets such as electricity, schooling, water, sanitation and health
services. Second, the facilitation of empowerment by making state institutions more
responsive and eradicating social barriers for women, the disadvantaged and ethnic and
racial minorities. And third, enhancing security through reducing vulnerability to economic
shocks, natural disasters, ill health, disability and personal violence (World Bank 2000).
Attention to multidimensional understandings of poverty with an emphasis on restrictions in

opportunities, vulnerability to shocks and social exclusion, took on widespread appeal
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(United Nations 2009). This last shift opened a ‘space’ in development thinking to the role

of microfinance.

2.2 Definitions and Concepts

The definition of poverty determines the measure that is used to assess its existence,
which in turn determines the application and choice of poverty reduction policies and
programmes (Kanbur and Squire 1999). Yet there is no one single definition of poverty.
According to Lipton and Ravallion:

“ ... poverty exists when one or more persons fall short of a level of economic
welfare deemed to constitute a reasonable minimum, either in some absolute sense
or by the standards of a specific society.” (Lipton and Ravallion 1995, p.2553) %

The World Bank has defined poverty as “the inability to attain a minimal standard of living”
(World Bank 1990, p.26), whereby ‘standard of living’ is a measure based on household
income and expenditure. A decade later, however, the Bank was proposing a broader and

more nuanced definition:

“Poverty is pronounced deprivation in well-being. ... encompassing not only material
deprivation but also low achievements in education and health. ...include[s]
vulnerability and exposure to risk — and voicelessness and powerlessness” (World
Bank 2000)pg. 15).

This revised one more closely aligns with the longer-standing definition applied by the
UNDP:

“... poverty means that opportunities and choices most basic to human development
are denied — to lead a long, healthy, creative life and to enjoy a decent standard of
living, freedom, dignity, self-respect and the respect of others.” (UNDP 1997, p.15)

Although the numerous agencies of the UN do not hold to a single definition most are
cognisant of a commitment to live a life free of poverty is a human right and one of the
fundamental freedoms of the Universal Declaration of Human Rights (United Nations
2009).

In order to appropriately interrogate the literature, it is important to have a clear delineation

between poverty concepts, measurement classes, and the prevailing ideological theories

2 They define economic welfare as “command over commodities”, i.e. the consumption of goods and services.
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on poverty. A useful schematic is provided by Lok-Dessallien (2000) which employs three
poverty concepts: absolute and relative poverty; objective and subjective perspective, and

physiological and sociological deprivation.

An absolutist view of poverty focuses on material deprivation and the absolute minimum
required for survival, i.e. nutrition, clothing, shelter etc. Absolute poverty is usually
translated into an equivalent income level needed to obtain this minimum and is expressed
as a poverty line. Positions around this line, the composition of deprivations and
constraints that cause them are expressed by relative measures of poverty. By contrast
the objective perspective requires normative judgements about what constitutes poverty,
and adopts a more ‘universal’ and ‘distanced’ description of poverty, whilst a subjective
perspective calls upon the poor themselves to define what poverty means to them. Lastly,
physiological deprivation is palpable, with concerns centring on issues of food, clothing,
shelter, as well as one’s state of health and education. Whereas a sociological perspective
of poverty opens up a much broader conceptualisation which argues that existing forms of
structural inequalities and forms of social exclusion are the root causes of poverty. As
exclusion is understood in terms of an individual or group’s position in relation to another
or society as a whole, it is a relative approach to understanding poverty. In contrast with
other concepts, attention is drawn to those groups perpetrating the exclusion as well as
those that are being excluded (Laderchi, Saith et al. 2003).

Lok-Dessallien describes two basic types of categories that differentiate families of poverty
indicators. First, a means/ends dichotomy creates an important conceptual divide which is
an axis for separating the different classes of poverty indicators. ‘Means’-based measures
and indicators focus on the inputs required to achieve an end result, whilst ‘ends’-based
measures are concerned with the ultimate outcome. Traditionally, means-based measures
such as measures of income and consumption have been favoured as they are easier to
collect and there are numerous types available. Ends-based measures are based on Sen’s
conceptual approach of human capability and entitlements, and as the notion suggests are
outcome based, a measure of what an individual is able to obtain, such as the ability to live
a long and healthy life, to be literate, and be productive. Such types of measures are
becoming more prevalent in national-level poverty studies and reports (May 2001). The

second categorisation is between qualitative and quantitative measures. Qualitative
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measures are those that are descriptive in nature and are not usually aggregated, whilst

quantitative measures can be. %

It is clear that there is no one single definition or conceptualisation of poverty, although
many use descriptors that encapsulate similar meanings. The two main differences are
those that make reference to a material state, and use words such as standard of living,
welfare and deprivation, compared with those that make reference to the state of self,
using descriptors such as freedom, dignity and self-respect. Given the widespread use of
the word ‘poverty’, both in popular and academic discussions, and the loaded meanings
that are often attached, the framing of concepts as described above helps in indicating
where the various classes of poverty are placed along these different spectrums (i.e.

means/ends, qualitative/quantitative, subjective/objective etc.)

2.3 Theories of Poverty

2.3.1 Income

Income-based measures have dominated the traditional understanding of poverty. Income
poverty focuses on material well-being which is quantified using a monetary expression.
The status of ‘poor’ is then usually assigned to households and individuals whose income
falls below a deemed acceptable level. Poverty lines and their associated challenges are
the mainstay of the income class of poverty indicators. It is an objective, means-based,
gquantitative measure. Despite its multiple shortcomings, as it is conceptually and
analytically easy to understand and to implement corresponding policies, it still remains

one of the most frequently used methods for measuring poverty (Bourguignon 2006).

For the most part, other classes of poverty indicators evolved as a critical response to
inherent shortcomings of this theory. One of the key concerns is the reliance on the market
to determine values and therefore the omission of non-market goods, including publicly
provided goods and subsistence production (although many surveys do attempt to include
these in their measurement). Issues of regional price differences and inflation provide an

added complication in using monetary measures.

2 Additionally, measures can be presented in a single or composite format. The weighting (if any) involved in
forming composite indicators is a contentious and challenging issue, with the allocation usually being arbitrary
(Kanbur and Squire 1999).
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According to the income perspective, poverty is a result of a number of factors including
low labour productivity, low agricultural output, lack of capital investment, weak demand,
and other influences that impede people’s income earning capacity. The key to addressing
poverty, according to the income theory, is economic growth. (World Bank 1978 pg.iii).

According to the 2000 World Development Report, which had the theme of ‘Attacking
Poverty’:

“Poverty is the result of economic, political, and social processes that interact with
each other and frequently reinforce each other in ways that exacerbate the
deprivation in which poor people live. Meagre assets, in-accessible markets, and
scarce job opportunities lock people in material poverty. That is why promoting
opportunity—by stimulating economic growth, making markets work better for poor
people, and building up their assets—is key to reducing poverty” (World Bank 2000
pg.1).

Although the Bank has often acknowledged the important role that human capital can play,
the role of public health services, improved sanitation and nutrition, education, safety nets
and social protection, improved participation and voice for the poor, infrastructure
development, and many other policy options, the following quote, from a review of 30

years of the World Development Report best encapsulates their position:

“...poverty is most likely to retreat and to stay down when economies grow fast. If
growth is slow, services and safety nets are not a substitute and become difficult to
finance.” (Yusuf 2008 pg.78)

Thus confirming its seemingly ‘economic growth is paramount’ position, with all other

alternatives appearing to be secondary.

Given that the World Bank is one of the main proponents of the income theory, they
provide an interesting test case for interrogating how this theory relates to microfinance.
One might assume that given their focus on the income dimensions of poverty, in which
cause is attributed to the rate and quality of economic growth, this would lend itself to
incorporating a discussion of microfinance, at least in parallel with its rising position on the
development agenda. Yet, microfinance is not listed as a ‘topic in development’ under the
200 plus topics found on the World Bank’s website (World Bank 2011). A search for

‘microfinance’ does produce numerous hits, all of which are directed to the website of
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CGAP which is housed within the World Bank. Microfinance does feature in some World
Development Reports (WDR). The 1998 WDR expressed support for the group lending
methodology as a mechanism for addressing information asymmetries, which had
traditionally made it difficult to lend to the poor (World Bank 1998). Much of the focus
subsequently has been on the role of financial markets in aiding development, and the
contribution that microfinance can make. According to the 2000/01 report, access to
financial markets for the poor is crucial, with the poor being able to benefit from credit,
savings and insurance, which can help them to manage risk, smooth consumption, and
take advantage of profitable business opportunities (see Chapter Four: ‘Making markets
work better for poor people’). In Chapter Eight: ‘Helping the poor manage risk’,
microfinance is listed alongside health insurance, old age assistance and pensions,
unemployment insurance, workfare programmes, social funds and cash transfers, as a
form of safety net to support immediate consumption needs and protect the accumulation

of assets.

Microfinance also features in the 2005 report under a “Better investment climate for
everyone”, and again in 2008 that promoted “Agriculture for development”. In the former,
the Bank advocates an increase in scope, depth, impact and range of products, which it
believes can best be achieved through commercialisation. They reiterate that there is a
strong relationship between financial system development and economic growth, and a
causal relationship between strong financial systems and per capita income, but that
government should not attempt to engineer credit expansion, and should rather focus on
developing a sound business environment (World Bank 2005). In the 2008 report, the
focus is on rural credit and the report calls on innovation within the sector to provide more
flexible forms of lending. The Report also argues that the ability of rural households and
agricultural enterprises to make long-term investments and calculated decisions on risky
and time-patterned income flows, is determined by the financial system of the economy
(World Bank 2008).

So whilst clearly some ‘lip service’ is given to the role of microfinance, in the broader

scheme of things — as understood by those adherent to an income based approach to

poverty, its role is somewhat limited, and certainly not central.
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2.3.2 Basic Needs

It became widely recognised during the 1970s that a narrow focus on monetary measures,
such as income and expenditure, was inadequate on many levels, and that a broader view
of poverty was required. Although the need for improved health care and education was
recognised as an important factor in improving labour productivity, with the shift away from
economic development towards human development, the role of health and education also
changed to becoming an important end in itself, and not just a means to an end. The
broader perspective of development therefore meant a growing focus on the public
provision of services and the consumption of non-monetary of goods and services
(Streeten 1981).

First conceived as a “Basic Needs” perspective of poverty, it not only focused on
addressing material deprivation, but was also described as a “human right” and “freedom
from want” (Streeten 1981 p.26). Although the Basic Needs theory was readily adopted by
the international donor community and soon became part of development rhetoric, in terms
of actual serious financial support, Hoadley (1981) suggests that true commitment to the
theory lasted no longer than five years, and that by the beginning of the 1980s attention
had shifted towards building the ‘New International Economic Order’. The short lifespan of
this theory meant that very little discussion or debates focused on what its proponents
believed to be the underlying causes of poverty, the intention seemed more to focus on

expanding the definition and broadening the focus of poverty’s various manifestations.

Nonetheless Basic Needs theory believed that issues of production, productivity and
income were too narrow an understanding for the causes of poverty, and that the poor
should also be seen as consumers. To address poverty therefore, one has to also
consider assisting the poor in addressing their consumption needs in relation to health,
education, nutrition, water supply, housing and sanitation (Streeten 1981). The objective of
Basic Needs theory therefore is to assist the poorest of the poor in reaching their potential
as human beings, by addressing their non-material needs — which includes a sense of
purpose in work and in life, self-reliance, access to power, political freedom, national and

cultural identity, as well as their material needs (Streeten and Burki 1978).

Do then the advocates of Basic Needs identify microfinance, or access to financial

services, a “basic need” and an integral part in the fight against poverty? Is any reference

to it found in their literature? No direct mention of access to credit, insurance or savings, is
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provided as a basic need. Whilst any mention of savings by Streeten or Hoadly is usually
given in reference to national savings, they make almost no reference to credit. In actual
fact, provision of credit receives some criticism as it is given primarily as means for
increasing productivity, when little emphasis is given on the contribution that nutrition,
health and education also play, in increasing productivity (Streeten 1981). The conclusion
drawn from this brief survey is that the promoters of Basic Needs did not identify any

obvious or explicit role for microfinance.

2.3.3 Human Capability

Expanding on the work of Streeten and the Basic Needs theory, Amartya Sen and Jean
Dreze introduced new terminology to the poverty discourse, describing an individual's
ability to command a set of alternate bundles of commodities as an ‘entitlement’, which is
determined by what is owned — an ‘endowment’ (Dreze and Sen 1989). An entitlement
failure, which may be a result of the loss of an endowment or an unfavourable change in

an exchange, is what leads to the inability to survive.

Sen argued that what was important was what people were able to ‘do’ rather than what
people could ‘buy’ with their income and that the focus should be on the intrinsic value of
life, rather than the value and utility that goods provide. From this he conceptualised the
idea of ‘capabilities’, which is the ability to be well-nourished, to be able to avoid morbidity
or premature mortality, to be able to communicate, to read and write, and to contribute to
community life (Pressman and Summerfield 2000). He argued that economics should first
and foremost be about expanding options available to people and hence increasing their

capabilities.

The work of Sen and the human capability theory has strongly influenced the policy
positions of the United Nations, and in particular the United Nations Development
Programme. The 1997 Human Development Report referred to three perspectives on
poverty: Income perspective; Basic Needs perspective; and the Capability perspective;
and noted that the UN’s ‘human development’ conceptualisation of poverty drew most

heavily on the Capability perspective, which it defined as:

“.... represents the absence of some basic capabilities to function — a person lacking

the opportunity to achieve some minimally acceptable levels of these functionings.
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...[which] can vary from such physical ones as being well nourished, being
adequately clothed and sheltered and avoiding preventable morbidity, to more
complex social achievements such as partaking the life of the community.” (UNDP
1997 pg.16)

In essence, the capability theory views the causes of poverty to be whatever it is that
undermines the capacity of individuals to live a long, healthy and active life, be that access
to education or health services; undemocratic processes that disempower people from
participating in society and structures that influence their well-being; or gender disparities
that shorten the life expectancy of women, deny them access to resources and leave them
unable to leave their homes. The solution to addressing this lies in the public provisioning
of social services (health, education, clean water etc. ) (Anand and Ravallion 1993; Desai
2001); and addressing issues of gender inequality and other forms of social exclusion and

discrimination.

What then do Sen and the United Nations have to say about microfinance? Is lack of
access to financial services considered a capability failure or access to it an entitlement?
The availability of electronic versions of Sen’s published works, which are quite extensive,
enables a rapid search for the use of key words to identify where in his publications this
issue may have been discussed.

In this instance, ‘microfinance, ‘credit’ and ‘savings’ were applied as searches in available
electronic books. In the over dozen books examined, only three made any reference to
these terms; and two of these only fleetingly. In ‘Beyond the Crisis: Development
Strategies in Asia’, he referred to the availability of credit as a ‘basic economic entitlement’
(along with education, training and land reform) (Sen 1999 pg. 7), and in ‘India:
Development and Participation’ the non-availability of credit is referred to as an ‘economic
handicap’ (Dreze and Sen 1996 pg.199).

In the book ‘Development as Freedom’ he does elaborate on the issue in more detail. In
the second chapter, he refers to ‘instrumental freedoms’, which are those that either
indirectly or directly contributes to overall freedoms. These consist of political freedoms,
economic facilities, social opportunities, transparency guarantees and protective

securities. In relation to economic facilities, Sen states:
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“The availability and access to finance can be a crucial influence on the economic

entitlements that economic agents are practically able to secure.” (Sen 1999 pg.39)

In relation to gender equality and the ability of women to be economic agents, he notes,
twice, the important role that the Grameen Bank has played in assisting women to find
employment outside of the home and to remove the discriminatory treatment evident in

rural credit markets.

And of the United Nations Development Programme? It's naming of the year 2005 as the
International Year of Microcredit, and associated affirmations (see Chapter 1), is strong
evidence of the institution’s support for microfinance. In a report issued in 2009, entitled
‘Rethinking Poverty’, microfinance, along with cash transfers, and employment guarantee
schemes, were identified as part of a menu of poverty reduction programmes available in
most developing countries. However, in a brief review of impact, it noted that due to
insufficient research, the ability of microfinance, especially microcredit, to reach the
poorest of the poor, and to make a long-term impact on reducing poverty, is yet to be
established. The report does note however that there is a growing consensus on the role
that microfinance can play in helping the poor maintain levels of consumption during
cyclical downturns and unexpected crises, and therefore serves as an important safety net
in countries that do not have state-sponsored social security systems (United Nations
2009) .

2.3.4 Chronic Poverty

Analysis of poverty in the traditional ‘static’ state tends to provide little information on the
longer-term experiences of poverty, which is often characterised by fluctuation.
Aggregated data on poverty does not enable a distinction between those that are
persistently poor with those who are transitorily poor. Hulme and Shepherd propose a
working definition of chronic poverty as: “occurring when an individual experiences
significant capability deprivations for a period of five years of more” (2003, p.405). The
chronic poor are identified as those that have little or no mobility and often experience
multiple forms of disadvantage concurrently. The Chronic Poverty Report 2004-05

described the chronically poor as:
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“.... People who remain poor for much of their life course, who may pass on their
poverty to their children, and who may die of easily preventable deaths because of
the poverty they experience”. (CPRC 2005 p. 3)

The report also made a distinction between maintainers of chronic poverty — namely: low
economic growth; social exclusion; disadvantaged geographical regions; high capability
deprivation; and failing or failed states, with drivers of chronic poverty — namely: shocks or

series of shocks, and how resilient people are at coping with these shocks.

Based on the review of a number panel studies, McKay and Lawson (2003) identified five
main causes, or characteristics, of the chronically poor. These were: low levels of human
capital — i.e. poor educational attainments and illiteracy; demographic factors, namely
large household sizes, increased dependency ratios and three-generation households;
location — being that chronic poverty is more prevalent in rural areas; lack of physical
assets; and occupational status, with particular economic activities more likely to correlate
with chronic poverty (although the actual nature of activity varies from country to country).
In a micro-study of one household, Hulme (2004) identified major health shocks, few
assets, and social exclusion based on age, gender and disability as being one of the main
factors keeping the household in a state of chronic poverty. Given the limited prospects for
social and economic mobility, held in place by a rigid structure of social interactions, Green
and Hulme (2005) argue that the intergenerational transmission of poverty should rather

be seen as an outcome of non-egalitarian social relations.

What steps are therefore advocated to address Chronic Poverty? Hulme and Shepherd
(2003) propose that in countries where a significant proportion of the population are
chronically poor then necessary actions involve the need to redistribute assets, invest in
basic physical infrastructure, reduce social exclusion (in employment, markets and public
institutions) and provide long-term social security. Additionally, economic growth which
increases demand for labour, adequate health care and a regulation of the private health
care market, and addressing gender discrimination, are measures that would make an

impact, particularly in the Bangladeshi context (Hulme 2004).

The Chronic Poverty Reports of 2004-05 and 2008-09 also made policy recommendations
for addressing chronic poverty. The earlier report called for a policy framework that
prioritises livelihood security which provides the necessary social protection to prevent and

mitigate against shocks. Additionally, there needs to be real transfers of resources through
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sustained and predictable financing. The later report again maintained the position on the
importance of social protection, the building of individual and collective assets and
addressing issues of discrimination and empowerment. To this was added the need for
public services for the hard to reach — especially reproductive health and post-primary
education, and strategic urbanisation and migration, given the rural bias of chronic poverty.

It therefore needs to be asked — what, if any, mention does microfinance get from those
with expertise in the field of chronic poverty. Is there a place for it, can it help, and if so,

how?

Over 15 years ago, before chronic poverty was a specialised sub-sector of poverty
research, Lipton and Ravallion (1995), in their seminal work on poverty and policy, devote
a subsection to credit. They discuss it in the light of chronic poverty, first stating that
policies aimed at reducing chronic poverty typically focus on making the poor more
productive. Credit, specifically in rural areas is therefore used to obtain current and capital
inputs, which are required before farm income is realised. Despite the promising

contribution they feel credit can make, they rather uphold that:

“.... Itis hard to maintain hope that chronic poverty can be reduced appreciably by
credit-based interventions. Chronic poverty is not typically due to “market failure” in
credit or other markets, but to low factor productivity, and/or low endowments-per-
person of non-labour factors. If these conditions prevail, even perfect responses of
all factor, product and credit markets may leave substantial chronic poverty” (pg
2630).

Hulme and Shepherd (2003) many years later, maintained a similar position, stating that
micro-credit is more appropriate in countries where poverty is mostly a transient
phenomenon. They argue that very different policies are required for populations that
experience predominately chronic poverty. They further argue that the strong emphasis on
livelihood promotion during the 1980s and 1990s and the related provision of microfinance
and microenterprise development, may have even been detrimental to the chronically
poor, as it diverted resources away from livelihood protection — a more pressing need for

those in this situation (Hulme 2004).

According to the Chronic Poverty Report (2008/9), the chronically poor also find it difficult

to access credit, due to the inappropriate design of products, being excluded by loan
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officers for being ‘too poor and self-exclusion due to fear of indebtedness. Financial
services in difficult environments and among hard-to-reach groups must therefore be
provided in a format different to the ‘standard’ model. These include member-based
systems (financial co-operatives) and decentralised and low-cost structures (Village
Banks). Schemes shown to be most effective in reaching the chronically poor are those
that are paired with other activities which also include protective and transformative
offerings (CPRC 2009).

The role of assets, social and livelihood protection in reducing chronic poverty are also
important. Assets are important in providing the capital to create and sustain a livelihood,
and to create buffers to protect against shocks. The role of savings and insurance is
therefore very important. The final report of the Chronic Poverty Research Centre, notes
that the: “Ability to save and insure assets is more important for chronically poor people
than access to credit” (CPRC 2011 p.24).

2.3.5 Subjective Poverty

The subjective approach to understanding poverty places a premium on what the poor
think, and how they define their own poverty. A participatory theory of poverty, which was
pioneered by Robert Chambers, allows the poor to participate in the process of expressing

in their own words, how poverty is lived and experienced (Laderchi, Saith et al. 2003).

In the second half of the 1990s the World Bank engaged in an unprecedented process of
participatory poverty assessments in over 60 countries. The final product — the ‘Voices of
the Poor’ reports — spans over 3 volumes, and was based on participatory research with
over 60 000 poor people. It is possibly one of the richest sources of subjective data on
poverty and how it is experienced. It therefore serves as a valuable resource from which to

examine how poor people themselves identify a role for microfinance (or not).

The second chapter of the first volume attempts to synthesise and craft a definition of
poverty, based on the descriptions provided by participants. The six main findings from this
distillation were that:

e Poverty is an interlocking, multidimensional phenomenon.

e Poverty is most commonly defined in terms of a lack of material well-being —

especially a lack of food, but also housing, land and other assets.
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e Important psychological aspects exist, especially in terms of voice, powerlessness
and independence.

e A critical concern is the lack of basic infrastructure, especially roads, transport and
water.

¢ lliness is dreaded and its arrival can plunge a household into destitution

e The poor focus on assets rather than income and relate their vulnerability and
exposure to risk to their lack of physical, human, social and environmental assets.
(Narayan, Patel et al. 2000)

How then do those that advocate for a subjective theory of poverty, believe poverty should
be addressed? The conclusions drawn from the Voices of the Poor research identified four
main areas for action:

1. Start with people’s realities. This includes a diagnosis of poverty, by poor people
themselves. It requires much greater focus on the informal sector, recognising that
this is where the majority generate their livelihoods from. The protection of health,
improvements in infrastructure, and improving literacy and skills are also
necessary, as is addressing lawlessness and corruption.

2. Invest in the organisational capacity of the poor — who are often unable to organise
themselves and therefore ensure their interests and needs are heard. This involves
a community driven approach and partnership with civil society.

3. Change social norms. As it is social norms, rather than laws, that dictate the nature
of relationships, especially those that holds power over poor people (landlords,
officials, local elite etc.) these must change if behaviour is to change. It requires
changing mindsets and combing the power of the individual, with the power of
institutions, and addressing persistent gender inequalities.

4. Support Development Entrepreneurs. The use of this term is not referring to
entrepreneurs in the typical business sense, but to those individuals who are driven
to be change agents, and to form new relationships between the state and the

poor, between civil society and international development agencies.

The above findings appear to indicate almost no mention of a role for microfinance. In light
of this, all three volumes were revisited to specifically test the question: Is microfinance
mentioned, and if so, how? Of the over the 1 200 pages of discussions, only 6 pages deals
exclusively with issues of credit and savings, although references to both are dotted

throughout the text. It is mentioned briefly though in terms of lack of savings and other
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factors keeping Armenian farmers poor; the presence of savings as in indicator of those
who are better off in Vietham; the stresses associated with cycles of indebtedness in India
and Pakistan; and the heavy reliance on credit from moneylenders in Nigeria during the
hungry seasons.

The common themes that emerge from the modicum of comments include: frequent
complaints about the lack of access to formal credit and savings facilities, sometimes with
corruption involved; and clear discrimination towards the poorest, especially those without
collateral; the sometimes aggressive and intimidating behaviour of formal microloan
collectors; negative connotations associated with debt and indebtedness; the importance
of informal savings and credit activities; and the heavy reliance on moneylenders, store

keepers and pawn brokers for credit.

In conclusion, although the negative comments appeared to outweigh the positive, it was
still clear that the need for financial services was relevant and important to the lives of the

poor, as this following quote indicates:

“Men and women say they need credit, not only to improve their livelihoods and for
emergencies but also sometimes for daily expenditure during difficult times. When
networks of relatives and friends are not sufficient, poor people say that, to survive,
they frequently turn to moneylenders, shopkeepers and pawnbrokers” (Narayan,
Chambers et al. 2000, p.56)

2.3.6 Assets and Sustainable Livelihoods

Based on the work of Chambers and Conway (1992), the ‘Sustainable Livelihoods’
approach expands on the idea of capabilities to also include the assets people own and

the activities they engage in to create a living. A livelihood is described as:

“...comprising people, their capabilities and their means of living, including food,
income and assets. Tangible assets are resources and stores, and intangible assets
are claims and access. A livelihood is environmentally sustainable when it maintains
or enhances the local and global assets on which livelihoods depend, and has net
beneficial effects on other livelihoods. A livelihood is socially sustainable which can
cope with and recover from stress and shocks, and provide for future generations.”

(pg.1)
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‘Sustainable livelihoods’ is not explicitly a theory of poverty, but rather a framework for
understanding the objectives, scope and priorities of development, according to poor
people themselves. Adopted and developed by the United Kingdom’s Department for
International Development (DfID), its poverty-reducing intentions are based on the
principles of being people-centred, responsive and participatory, multi-level, partnership-
based (private and public sector), sustainable (environmentally, institutionally, socially and
economically) and dynamic. It conceives poverty as being multi-dimensional, complex,

local and affected by risk and variability (Carney 2002).

A schematic model developed by DFID notes that people operate within a context of
vulnerability, in which they have access to assets, which obtain meaning and value
through prevailing social, institutional and organisational environments. Five specific
livelihood capitals (or assets) are identified: human, physical, social, natural and financial.
Assets are referred to as strengths and resources people can call upon to convert into a
positive livelihood. No single asset category can sufficiently yield the many and varied
livelihood outcomes that people obtain. Human capital refers to the knowledge, skills, good
health and the ability to labour, whilst physical capital consists both of infrastructure and
producer goods. Social capital refers to the social resources such as networks, group
membership, relationships of trust, cooperation, reciprocity and other exchanges that
serve as a safety net to poor people (DFID 1999).

According to DFID, financial capital refers to the financial resources people rely upon to
obtain certain livelihood outcomes. They include both stocks (cash and liquid assets such
as livestock, jewellery, and credit), and regular inflows of money (earned income,
remittances, pensions etc.). Such stocks and flows can contribute both to production as
well as consumption. The main benefit or purpose of financial capital is its versatility in
being convertible into other asset types, its direct use in achieving a livelihood outcome —
i.e. purchasing food to achieve food security, and how it can be transformed into political

influence (Ibid.).

Of all the different theories of understanding poverty, Sustainable Livelihoods most clearly
articulates the role and importance of financial assets and services and locates it in a
place of prominence. In fact, it is the only theory (of the ones discussed here), that
explicitly notes the role of financial services in addressing poverty. DfID very specifically

made an effort to not place emphasis on any one singular type of service, but rather
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advocate for a holistic approach of supporting the relevant structures and processes,
which include: supporting the development of financial services organisations (savings,
credit, insurance, remittances); extending access to these services; reforming industry
legislation and regulation; and marketing support (for those who hold assets in non-cash

forms).

2.3.7 Poverty and Vulnerability

Vulnerability refers to the likelihood that people will fall into poverty as a result of either a
shock in the economic system or due to personal misfortune. Not all vulnerable people are
poor, but poor people are usually amongst the most vulnerable. Those not living in poverty
may face a high risk of becoming poor should there be a major change in their personal
situation — with the loss of a job or a major illness being one of the more common events

which plunge individuals and households into poverty (United Nations 2009).

Vulnerability is not just another dimension of poverty, but it can also be a cause of poverty.
Narratives consider the insecurity and sensitivity of individual, household and community
well-being in an environment of change. In this case, vulnerability is understood as one’s
responsiveness and resilience to risk (Moser 1998). In one sense, poverty is described in
the static, whilst vulnerability more closely aligns with the dynamic nature of poverty.
Whereas poverty is a state which is assessed after the fact, vulnerability “focuses on
assessing the extent of the threat of poverty or low well-being, measured ex ante, before

the veil of uncertainty has been lifted” (Dercon 2005 pg.486).

Although vulnerability is not a form of poverty, the two are strongly entwined. Therefore in
defining vulnerability, it should be relative to some benchmark, in this case — vulnerability
to poverty. Vulnerability is therefore “...determined by the options available to households
and individuals to make a living, the risks they face and their ability to handle these risks”
(Dercon 2001 pg.27). Whilst poverty is the ‘ex-post’ outcome of a process in which
individuals make choices about assets and incomes in the context of risk, vulnerability to
poverty is ex-ante to this process — it measures or describes exposure to poverty, rather
than the poverty outcome itself. It is described as forward looking — making a statement

about future poverty, and is a product of risk.
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Like poverty, vulnerability is multidimensional and conceptions should not be limited to
monetary or consumption measurements, but can also be conceived as having
educational, nutritional, and health related dimensions, for example. Vulnerability to
poverty is determined by the options available to individuals and households to make a
specific living, the risks they face in making this living, and their ability to mitigate against
such risk (Dercon 2001).

Therefore, by reducing poverty, one also reduces vulnerability, and by addressing
vulnerability, one can also reduce poverty. What then, do the experts on vulnerability, say
are the most appropriate ways to address it? Whilst sustained, pro-poor, economic growth
is an important strategy for reducing poverty in the long term, the immediate interest in
relation to vulnerability shifts to risk, and how one can go about reducing risk and
mitigating against its eventualities. The provision of social safety nets is becoming an
increasingly recognised policy response to vulnerability. This can include conditional and
non-conditional cash transfers, food aid, food for work, vouchers for education or health,
unemployment benefits, health insurance, etc. Other policy interventions identified by
Dercon include:

¢ Macroeconomic stability with low inflation (so as to not erode savings)

e Better functioning asset and product markets

¢ Microcredit which enables households to build up assets.

e Microsavings and micro-insurance to pool risk

¢ Improved health care and insurance to strengthen human capacity.

Financial services have a direct and obvious role to play in reducing vulnerability. As risk is
strongly related to vulnerability, access to micro-insurance products, which seek to spread
various risks over a large group of people, can play a role in reducing the negative
outcomes of vulnerability. Savings can play a similar role to insurance, as it can enable the
household to access cash to protect against the negative consequences of an economic
shock. It can be used to allow households to build up assets, and thus reduce their levels
of vulnerability. Credit facilities can also play a similar role in assisting households to build
their assets, but can at the same time increase a household’s vulnerability in terms of its

exposure to debt.

This section has looked at microfinance from the perspective of various theories of

poverty. It assumes that the importance of microfinance is dependent on the poverty
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theory being examined. Consequently, a review of the literature suggests that from an
income perspective microfinance is not central issue. Rather, the financial sector plays the
key role through its contribution to economic growth. From a Basic Needs perspective,
microfinance is almost entirely absent. For Sen and his theory of Human Capability,
microfinance is afforded a cursory mention although this is extended by the UNDP that
promotes microfinance as a mechanism for smoothing consumption during seasonal
fluctuations and unexpected shocks. Those concerned with chronic poverty believe that
microcredit is not an appropriate response, but that savings and insurance can play a role
in helping to protect the assets of the very poor. A much more prominent and dynamic role
to microfinance emerges in the literature on Assets and Sustainable Livelihoods theories
where financial assets are explicitly identified as one of five asset groups that can
contribute to a sustainable livelihood. And in the related issue of vulnerability, microfinance

is clearly identified as a possible tool, especially insurance, for reducing risk

2.4 Revisiting References to Poverty in the Microfinance Discourse

The previous sections of this chapter provided a tour of the concepts and definitions of
poverty, the evolution of thinking on the topic, and major contemporary theories. In light of
what has been presented, it is necessary to revisit the microfinance literature and more
closely examine the application of poverty terminology and theory. In their quest for
reducing poverty, to what extent have microfinance theorists drawn upon the poverty
discourse, and aligned themselves with specific poverty theories? If alignments are noted,
are they implicit or explicit? Which articles make direct reference to one of these theories,

and in which cases do inferences need to be drawn?

Unlike the first chapter, which covered more than 60 years of literature, this section will be
limited to discourse mostly from the last decade, as it is given for illustrative purposes. This
examination identified four main positions around which most of the discourse clusters.
That being: those that only made a cursory acknowledgement or passing mention of
poverty; those that made an explicit affiliation — mostly in reference to the type of poverty
measure used in an impact assessment; those that made an implicit affiliation with one or
more of the poverty theories; and finally those that engaged directly with the theory and

discourse.
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2.4.1 Cursory Acknowledgement

For the large body of publications that only mention poverty in passing, a void is created
as to what they may understand poverty to mean, which can only be filled with
assumptions regarding what they may or may not be implying. Examples of this include
Dale (2001) who discusses creating people-centred institutions, Reille, Sananikone et al.
(2002) who compare impact assessment methodologies of various MFIs, stating the need
for them to scale up to help the world’s poor, but with only mentioning the word poverty
twice. Wright and Mutesasira (2001) undertakes a study of savings habits of ‘poor’ people,
but without providing a definition of ‘who’ is poor and how it was determined that they were
poor. Woller (2002b) makes a number of references to ‘poverty focused microfinance
NGOs’ but without providing an explanation of what this might mean. Dowla and Alamgir
(2003) discuss the importance of expanding services to include flexible savings for the
‘poor’, and Fernando (2003) discusses the important role of pawnshops. The relationship
between insurance and poverty reduction is discussed by Mosley (2003), again without
any clarity of definition.

A slight improvement on those who mention poverty in passing, are publications which
provide some explanation, but usually in a cursory form, and sometimes with the
presentation of empirical data. This includes Kalala and Ouedraogo (2000) who present
empirical data on ‘the poor,” but without describing which measure they used to identify
these people. Many of the discussions on targeting discuss poverty lines and ‘poor people’
in general as their measure, but don’t go into any further detail, just that microfinance is
not reaching the “poorest” — for example Hickson (2001). Copestake, Johnson et al. (2002)
discuss the use and importance of qualitative data on measuring impact of microfinance

on poverty, again, without explaining which conceptualisation they were applying.

Another cluster of publications that also does not discuss poverty in a conceptual sense,
but refers to ‘poor people’ in conjunction with some related microfinance topic. This
includes Wright and Mutesasira’s (2001) discussion on how savings should be deregulated
and Wright (2001) who focuses on differentiating the product needs of the poorest of the
poor, the poor and the not so poor. In a literature review of over 350 articles on
microfinance, Brau and Woller (2004) make use of the word ‘poverty’ 31 times, but at no
point provide any indication of how they themselves have conceptualised it, or how they

interpret the use of the term in the 350 articles they review.
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2.4.2 Explicit Affiliations

The second group refers to those articles that explicitly draw upon specific or multiple
conceptualisations of poverty. Examples of this include Wright (1997), who directly
questions the ‘income poverty’ bias in microfinance and the ‘promotional’ role of
microfinance, which has the underlying assumption that the provision of credit results in
the generation of income, and therefore the reduction in poverty. He directly references the
works of Sen and calls for a broader and less linear conceptualisation of poverty which
appreciates fluctuating income levels (a reference to the concepts of transitory and chronic
poverty) and that microfinance products can play a protectionist role, which help minimise
shocks, in conjunction with supporting income generating opportunities. Ssewamala,
Sperber et al. (2010) also directly reference Sen, and detail his impact on the development
discourse, when describing what they term an ‘asset-based’ development approach, and
the role that savings-led programmes can play in building community and household
assets.

A limited number of articles were found to use the words microfinance and capabilities in
the same sentence, and was done so in the context of improving women’s health
capabilities. The research presented a framework and empirical data of how participation
of women in a microcredit programme provided them with access to resources, social
support, self-efficacy and voice, which in turn provided them with the means to seek out
health-improving activities (Mohindra and Haddad 2005). A similar paper that evaluated
the effects of self-help groups in India (a form of ASCA), also identified this mechanism,
when done in a participatory manner, and with enabling partnerships, as an effective

means for empowering women and improving their capabilities (Tesoriero 2005).

These two examples refer to typical ‘Credit First’ approach to microfinance, but effectively
identify access to credit as a means to achieve a different type of capability — that of the
empowerment of women. In Mosley’s assessment of the impact of microfinance on poverty
in Bolivia (2001), he seeks to measure impact on income, asset holdings and vulnerability.
He makes use of income measures which are employed within the poverty sector, of the
headcount measure, and the poverty gap measure. However, the use of assets is in
reference to it being a more reliable indicator of income and it leading to wealth
accumulation, than of the assets as it is referred to in the sustainable livelihoods theory.
Vulnerability was discussed in terms of risk and the potential for asset diversification to
reduce risk and vulnerability.
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Woller (2002a) identifies the very poor as the bottom 50™ percentile of households below

the poverty line within a country. In his review of microfinance impact he states:

“Taken as a whole, the evidence demonstrates a positive impact on enterprise and
household income and asset accumulation, household consumption, and women’s
empowerment, and in helping poor households to manage and cope with risk”. (pg.
304)

In his discussion of ‘pro-poor’ microfinance institutions in South Africa, Baumann (2003)
also provides a income based, poverty line description of how the poor have been
identified, but in this description of ‘poverty-oriented’ MFls, he does not provide any

explanation as to what he means by this.

2.4.3 Implicit Affiliations

The next subset of publications are those that don’t directly acknowledge the poverty
discourse, but demonstrate an implicit affiliation to one or more of the more common
theories of poverty. These include a group that use poverty lines and income levels as
their measures of impact. Examples include Hoque (2003) in Bangladesh, Paxton (2003)
who developed a scale sensitive poverty outreach index by a modification of the Foster,
Greer, Thorbecke poverty measure (which incorporates headcount, depth and inequality).
Again in Bangladesh Amin, Rai et al. (2003) use income and consumption data to test the
targeting ability of an MFI. Hiatt and Woodworth (2004) undertake a quantitative study to
measure poverty impact by comparing, old, new and ex-clients. Poverty measures were
socio-economic (food security, health, housing, education, empowerment & social capital),

daily per capita expenditure and daily minimum wage equivalent.

In an input report for the 2000/01 World Development Report, Wright, Kasente et al.
(1999) made use of an assets and vulnerability approach to measuring the impact of
microfinance on poverty. They specifically sought to test if financial services improve a
client’s capacity to manage and control assets and to build up their asset base to manage
and cope with risk. Their findings, based on research on the Uganda’ Women’s Finance
Trust, found that access to and use of financial services (including the full spectrum of
formal and informal offerings) reduces vulnerability by providing access to ‘chunks’ of

money which can help households protect against risk and cope with shocks. This drew on
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both the ‘Assets and Sustainable Livelihoods’ and ‘Vulnerability’ theories to understanding

poverty*,

Zeller and Sharma (2000) draw a schema to illustrate the relationship between financial
services and food security, and present three pathways by which the former can lead to
the later: a) improved income generation; b) decreasing costs for self-insurance through
more cost-efficient assets, ¢) consumption credit. The discussion is presented in the
context of an ‘assets based theory’, and basically believes that formal financial services
can provide more efficient, lower cost mechanism for securing consumption and reducing
risk. They conclude that MFIs could do more to address poverty by making consumption

loans available.

References made to poverty in Mcguire and Conroy (2000), who review the microfinance
‘phenomena’, is done so in a context of the role that microfinance plays in improving the
productivity of the poor, existing lack of opportunity for wage employment, and that
microfinance works best where income generating opportunities exist. In identifying an
implicit assumption of allegiance to an income-based understanding of poverty, CGAP
(2001) attempts to cover a number of bases, when it describes microfinance as a having
the ability to improve livelihoods, reduce vulnerability, strengthen assets and empower

economically.

Mathie 2002 describes poverty targeting strategy of 25 MFIs — and how they identify the
poor — a combination of testing income levels and subjective identification by locals. Whilst
Cohen and Sebstad (2005) provide a detailed study on micro-insurance from their interest
in vulnerability and how insurance can help poor people deal with risk and coping with
shocks etc. Interestingly though, it does not draw upon any of the vulnerability literature,

only publications from within the microfinance arena.

2.4.4 Direct Engagement
Of the over 150 articles published on microfinance in the last decade and reviewed in this
thesis, only a handful have been found that actually engage directly with poverty theory.

Greeley (2003) calls for a ‘measurable and comparable’ concept of poverty within the

*tis also clearly entrenched within the position of ‘Financial Services School’s’ concept of ‘useful lump sums’
— which is discussed in the following section.
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sector, cautioning against the focus on market failure as the root cause behind lack of
financial services provision, instead of a failure in poverty reduction policy. He identifies
three main reasons as to why the sector does not have a suitable poverty performance
standard. Firstly, he states that there is confusion over what is meant by the term poverty;
secondly that there is a perception that measuring outreach can be expensive and difficult
to undertake, and thirdly, there has been little incentive to measure poverty impact as it
has not been a condition of funding. He proposes a combination of measuring impact on
income poverty, along with other ‘social’ dimensions, which he notes includes health,
education, and empowerment. To this list, Copestake (2003) adds food security, adequate
housing, water supply, sanitation and personal freedoms. Both of these lists appear to

draw upon the basic needs and human capabilities conceptualisations.

Kabeer (2003), in the quest to widen understandings of poverty, as they influence cause-
and-effect conceptualisations in impact assessment methodologies, raises his concerns on
the focus on ‘economic’ understandings of poverty, i.e. income-based theories, which in
turn lead to preoccupations with increasing household incomes. He argues the need for a

non-economic conceptualisation of poverty as:

“It reminds us that poverty is multidimensional: the poor are characterised not only
by low levels of income, but also by having no assets, poor access to government
services, vulnerability, isolation, dependence and a sense of powerlessness and
fatalism (Appadurai 1989; Chambers 1992). A social understanding of poverty takes
account of these other “deficits” that matter to people, sometimes more than money.”

(pg. 107)

Kabeer then goes on to make direct reference to Amartya Sen, including a descriptive on
the human capabilities theory. He uses Sen’s emphasis on non-metric approaches,
including the importance of human capital — nutrition, health, education etc. as well as the
role of social networks and abilities to exercise agency, as a further justification for tracking

progress in these fields.

Yunus, in 2003, rejects conventional economic theory and claims that the route to
eradicating poverty is to create an entirely new conceptualisation of it. Entrepreneurship
and self-employment lay at the centre of his ideas. He believes that it first needs to be
recognised that the concept of employment needs to be widened and that every single

human being should be seen as a potential entrepreneur (and thus financial service
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access must be universal). According to him, social entrepreneurs (entrepreneurs who are
first motivated to do good, before making a profit) are the key agents for creating a world

of peace, harmony and progress.

Given that poverty reduction is considered the ultimate goal of microfinance, it is indeed
concerning that such limited engagement with the poverty discourse is so evident. Of
course many published and refereed articles are not primarily focused on theoretical
issues or debates, but rather many are presenting new ideas and positions or simply the
findings of some empirical research. Unfortunately though, this substantial non-alignment
to any specific poverty theories creates a large gap which can only be filled with
assumptions — assumptions about who are the poor, why they are poor, and how exactly
microfinance is going to help them. This raises the question as to how microfinance
delivery might actually look like, if a foundation based within poverty theory, was used as

its departure point.

2.5 Formulating a Theory of Microfinance and Poverty

Whilst the above section has examined individual publications, and the extent to which
they have engaged with the poverty literature, this section will attempt to formulate a
theory of microfinance and poverty by drawing alignments between the two main
microfinance approaches: Credit First and Financial Services and the seven poverty

theories described in section four.

2.5.1 The Credit First Approach

Although rarely stated explicitly, the provision of microcredit is most closely aligned to the
‘income’ theory to conceptualising and measuring poverty. An income-based
understanding of poverty focuses closely on the market-based production and
consumption activities of households. Credit First advocates prioritise the provision of
micro-loans to poor farmers and entrepreneurs. The premise is that a cash advance will
allow them to commence or expand activities that will improve their productive output,
which in turn will increase their household income. The theory is firmly entrenched in the
notions of market-based solutions. It must however be acknowledged that the emphasis
on access to women and their related empowerment does align with one of the Sen’s main

priorities.
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The promotionalist/iincome view of the relationship between access to credit, and
increased income can be seen as somewhat overly simplistic. Those critical of this view
(Datar, Epstien et al. 2008) argue that the largest barrier for understanding whether or not
microfinance reduces poverty is that very few MFIs have actually articulated would it would
mean for microfinance to work, how it could work, for whom, when and where it could
work. What is missing is a formulated theory of change which articulates how inputs and
activities create outputs which lead to outcomes and impact. Whilst most MFIs state that
their ultimate goal is to alleviate poverty, the assistance provided ends with the handing
out of loans. The assumption is that this credit will lead to beneficiaries establishing
profitable businesses, which in turn will lead to economic self-sufficiency — as illustrated in

the Figure 1 below.

Figure 1: Institution-Centred Microfinance

Inputs &

Activities Outputs Outcomes Impacts
* More Loans
Money & * Larger Loans MFI
Loan 5ervicing * Higher Loan Success
Repayment Rates

Source: Data, Epstein et al. 2008, pg. 42

Such MFls are labelled as ‘institution-centred’ as they aim to reach greater numbers of
people by offering a limited number of basic, low-cost services. Indicators of impact are
provided in the form of loan repayment rates, loan size, and number of clients. In
attempting to address the flaw in this logic, the authors advocate ‘Client-centred’ MFls,
which are based on a different theory of change. Such MFIs are focused on nurturing the
profitability of the borrower’s business, and therefore must offer a greater range of
services, including financial education, management training, value chain support and
social services (as illustrated below in Figure 2). Only then, can an MFI make any claim to

having a direct impact on the poverty status of their clients.
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Figure 2: Client-Centred Microfinance

Inputs &
Activities Outputs Outcomes Impacts
* More Loans
Money & * Larger Loans MFI
Loan Servicing * Higher Loan SuCCess
Repayment Rates

Finance Expertise &
Education

Microenterprise
Profit

Microenterprise
Success

Poverty

Business Expertise L
Pe Alleviation

& Training

Value Chain Support

Health Care &

Education Clients’ Human Clients’
Other Social Capital Development Well-Being

Services

Source: Data, Epstien et al. 2008, pg. 43

Another critic who draws attention to the defects in the line of reason / correlation between
access to credit and poverty reduction is Richardson (2000), who argues wealth and

wealth accumulation is the missing link in equation:

“One of the most misunderstood concepts of poverty alleviation is the relationship
between income, wealth, and savings. The focus of many traditional microfinance
programmes has been credit-oriented: loans will provide poor people with a means
to generate more income. Very little mention is made of wealth, or the difference
between what you earn and what you spend ..... It is both heretical and hypocritical
to talk about poverty eradication without incorporating savings accumulation into the
poverty alleviation strategy”. (pg. 2)

When expressed this way, it is argued that poverty reduction occurs when a household
accumulates wealth, an activity which is facilitated by setting aside the differences

between income and expenditure, i.e. savings.
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2.5.2 Financial Services Approach

The financial services approach can be seen as having close affiliations with more than
one of the poverty theories. Its focal point of interest is in the money management
strategies of the poor, and in particular how cash is handled, has some resonance with the
income theory, which also has a monetary focus. That is perhaps where the similarities
end, as productive capacities and market based focus of the income theory creates a fork
in the road. This theory is also very much centred around understanding the needs of the
poor, as articulated by them, and working alongside them to strengthen them through

formal and informal solutions. This rings true with the subjective understanding of poverty.

Considering the human capability theory, which defines poverty as a capability failure, the
contribution of microfinance would be the inability of microfinance services to reach the
poor in a way that is meaningful and useful to them. As Sen defined a person’s capability
as the ability to satisfy certain important functionings, then it is fair to examine the
microfinance provision in such a light. Ruthven (2002) attempts to do this in his detailed
description of the complex and varied forms of financial intermediation of slum dwellers in
Delhi, highlighting a chasm that existed between the needs and potential of this population
and the formal financial services they are offered. She concludes:

“... the research has highlighted the weak foundations of many assumptions that
development organisations and financial institutions make about the urban poor ....
The development of services that related to the ‘real markets’ in which slum dwellers
operate, rather than simplified models of such economic and social relationships, is
the next step in financial service provision”. (pg. 270)

Hulme (2004) also takes on a similar perspective when using the case study of a single
household in rural Bangladesh, unpacking the reasons why a relatively well-off household
fell into a state of poverty and how the malfunctions of state, markets, family and societal
institutions kept them in continued state of suppression. He cites cases including lack of
health and life insurance to protect against the devastating effect of poor health and
ultimate death of a breadwinner, along with the inability to benefit from the presence of

local MFls, as one of the many capability failures inflicted upon this household.

The sustainable livelihoods theory could also provide support to the Financial Services
approach in its recognition for a broader range of services that more closely link to

supporting and strengthening the existing livelihood strategies of poor people. Coping with
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risk is one of the three main needs of money management, as identified by Rutherford
(2000a). The financial services approach therefore also has very a high resonance with
the vulnerability and poverty theory. Matin, Hulme et al. (2002) neatly summarise all of the
above when they state:

“Most recently, the poor have been conceptualized as a heterogeneous group of
vulnerable households with complex livelihoods and varied needs (Carney, 1998;
Scoones, 1998; Ellis, 2000). From such a perspective microfinance is seen as a
means for achieving household priorities (e.g. paying school fees, meeting funeral
expenses), reducing vulnerability (e.g. a sudden drop in consumption, income or
assets) and/or increasing income. It is this broader understanding of poverty that
informs our paper and leads us to argue that ‘microfinancial services’ is the concept
that should inform external agents intervening in the area of finance for the poor.”

(pg. 274)

The concepts of risk, vulnerability and consumption smoothing appear to make the
greatest contributions towards poverty, or at least vulnerability to poverty, as

understood by the financial services approach.

2.6 Conclusion

The purpose of this chapter has been to create a focused discussion on the various
conceptualisations of poverty, how these have evolved over time, and which theories and
approaches currently inform our understanding. This has been for the purpose of exploring
the extent to which poverty theories engage with the microfinance discourse. Equally
important as been a re-interrogation of the extent to which the microfinance literature has

embedded itself within the various poverty theories.

The first contribution made by this chapter has been to identify which of the various
poverty theories have independently identified an explicit role for microfinance as a policy
response. The findings have revealed restrictive and limited opportunities. The importance
of such an undertaking is justified given the extent to which microfinance has advocated
itself as a poverty-reducing tool. The revealing outcome of this exercise is the limited
attention to microfinance on the landscape of policy options. Whilst some of the theories
made cursory acknowledgements, only one — Assets and Sustainable Livelihoods -
identified an overt position with regard to ‘microfinance’. And even in this case, it is not
conceptualised as microfinance as it is normally characterised, but as ‘financial assets’, in
a broad and comprehensive sense.
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The review of poverty theory was then juxtaposed with an analysis of the ways in which
the microfinance literature has engaged with poverty theory, poverty terminologies and
measurements. The outcome revealed a considerable shortcoming in the extent to which
microfinance research has grounded itself in recognised poverty theory. Drawn from this,
the second contribution of this chapter has been the identification of gaps that exist.
Clearly, a theory of poverty and microfinance is not explicitly evident. The nature of a
causal relationship between access to financial services and a reduction in poverty has yet
to be made evident. Rather, what has emerged is the potential for financial services to
reduce risk and vulnerability — via a number of mechanisms including assistance in coping
with unexpected shocks; building a households’ asset portfolio, and enabling stable
consumption in spite of income fluctuations. Most of these ideas have emerged mostly
from the Financial Services approach. It is imagined that microfinance’s ability to increase
household income via access to production loan capital, as promoted by the Credit First

approach, would be tabled as a secondary outcome.

This finding therefore identifies an opportunity to test the boundaries of this proposed
relationship more explicitly. In particular, it highlights the need to better understand the role
savings can play in helping households to acquire assets, to secure their livelihoods and to
reduce their vulnerability. More comprehensive evidence, which empirically tracks the
activities of households and their engagement with various financial instruments, including

over time, is required.
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Chapter 3 South Africa in Context

This chapter provides the context for the fieldwork, and the empirical data and results
presented in subsequent chapters, focusing on the characteristics of poverty and financial
service provision and access in South Africa. Although it is tempting to position discussion
around contemporary data, as the fieldwork was mostly undertaken in 2002 and 2004, |
have restricted the chapter so far as possible to an account of conditions up to and
including that period. Moreover, as some of the qualitative fieldwork and all the quantitative
fieldwork were undertaken in KwaZulu-Natal (KZN), the discussion concentrates on
conditions in this province (see Figure 3 for a map of the Republic of South Africa including

its nine provinces).

Figure 3: Map of the Republic of South Africa and its Provinces
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3.1 Defining Characteristics of Poverty in South Africa

It is not possible to discuss poverty in South Africa, without first making reference to
Apartheid. The National Party, which was in government from 1948 to 1994, ensured that
the white population had priority access to economic opportunities, services and
infrastructure, which was denied to the rest of the population.”® The government actively
dispossessed black people of their assets and an ability to generate income and wealth by
restricting access to markets, infrastructure and education (Carter and May 1999; Carter
and May 2001). The legacy of Apartheid is the main determinant of the most salient
features of poverty in South Africa: high levels of inequality, founded along lines of race;
high unemployment; low agricultural productivity in small scale farming; high levels of
labour migration; gender bias in the economy and social life; high levels of crime and
endemic HIV/AIDS.*

Given the limited interest in the welfare of the African population, very little data on living
standards were collected under the apartheid regime. The first comprehensive survey of
the entire population was conducted only in 1993, a joint undertaking of the World Bank
and the University of Cape Town. It followed a similar format to the World Bank’s Living
Standards Measurements Surveys, and was known locally as the South African Labour
and Development Research Unit (SALDRU) household survey. The results of the survey
provided the first comprehensive picture of the distribution and characteristics of poverty in
the country (Klasen 2000). The publically available data set has been one of the primary

sources of empirical analysis and publications on poverty in South Africa.?’

Another important dataset which has been influential in informing poverty policy was the
first household panel study in South Africa — known as the KwaZulu-Natal Income
Dynamics Survey (KIDS). The panel, based on surveys conducted in 1993, 1998 and
2004, used a subset of households from KwaZulu-Natal that were interviewed in the 1993

5 Under apartheid all individuals were classified as belonging to one of four population groups: white, African,
coloured or Asian/Indian. Black people were generally referred to as the three non-white groups.

%6 South Africa has one of the highest crime rates in the world (Terreblance 2002).Whilst wealthy people are
more likely to be victims of property crime, poor people, largely black and female, are at greater risk of
personal crime. In terms of victimisation, 23% reported having been a victim of crime in the preceding 12
months, with the most prevalent crimes being housebreaking, corruption and theft of personal property (Burton
et al 2004).

%" From 1993 a number of additional sources of data have appeared including: the national population census
(1996, 2001), the annual October Household Surveys (1995 - 1999), the annual General Household Surveys
(2000 — 2010), five-yearly Income and Expenditure Surveys (2000, 2005 and 2010) and the bi-annual Labour
Force Surveys (since 2000). These are collected by the central government statistics agency, commonly
referred to as ‘Statistics SA'.
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SALDRU survey. Of the 1 389 households interviewed in KZN in 1993, 1 171 were re-
interviewed in 1998 (including 41 households that had split to form separate households)
(Roberts 2001).?® The 2004 wave involved interviewing all households of core members,
including those that had split. New households, consisting of adults who were children at
the time of the original surveys and had established their own households since were
interviewed, as were children of core members, under the age of 18, but were being cared
for elsewhere. From 2004, information is available on 74% of the 1998 dynasties, and 62%
of the households from 1993 (Aguero, Carter et al. 2007).

At the end of Apartheid, South Africa had one of the highest scores for income inequality in
the world, a figure that did not improve over the subsequent decade. In fact, South Africa’s
Gini coefficient rose from 0.69 in 1996 to 0.77 in 2001 (HSRC 2004). ?° Although inter-
racial inequalities in the distribution of income have been one of the main driving factors,
there has also been a substantial increase in intra-racial inequalities. Table 1 show that
inequality has grown within all population groups. These and other data illustrate a picture
of the rich getting richer and the poor, relatively, getting poorer. Such high levels of
inequality can have the effect of distorting the utilisation of productive resources,

undermining economic growth potential and exacerbating poverty levels (UNDP 2003).

Table 1: Gini coefficient by population group

1991 1996 2001
African 0.62 0.66 0.72
White 0.46 0.50 0.60
Coloured 0.52 0.56 0.64
Asian 0.49 0.52 0.60
Total 0.68 0.69 0.77

Source: HSRC (2004)

In addition to income inequality increases within population groups, average poverty rates
paint a picture of poverty disparities according to race, gender and location. As can be
seen from Table 2, more than half of all Africans (56%) were considered to be living below
the poverty line in 2002, compared with only one-third of Coloureds (36%), one in seven

Indians (15%) and one in 14 whites (7%). Females are also more likely to be poorer than

28 \White and Coloured households were excluded due to low numbers and possible sampling bias.
% A Gini coefficient is a number between 0 and 1 which represents the level on income inequality in a country
or defined population. A score of 0 represents perfect equality, where everyone earns an equal amount,
compared with a score of 1, indicating that one household has earned all the income and all other households
have earned nothing.
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males — 51% compared to 46%. The province with the highest poverty rate is the Eastern
Cape, followed by Limpopo and the Free State. Although ranked seventh out of nine
provinces, half of all residents in KwaZulu-Natal, the most populous of the country’s
provinces (containing approximately 20% of the country’s 40 million inhabitants), are

considered to be living in poverty (HSRC 2004).

As suggested by Table 2, the poverty gap — that is, the difference in the mean shortfall
below the poverty line, expressed as a percentage of the national poverty line - is
significant and has grown despite economic growth, provoking what Aliber described as
“jobless growth’. At its peak in 2000 growth reached a four year high but job losses in the
formal sector were still increasing (Aliber 2003). In 1996, the poverty gap was equivalent to
6.7% of Gross Domestic Product (GDP). By 2001, this had increased to 8.3% (HSRC
2004).

Table 2: Poverty Rate and Poverty Gap (2002)

Rate” Gap®
South Africa 48.5% 18.0%
Male 45.9% 17.8%
Female 50.9% 18.2%
African 56.3% 21.5%
Coloured 36.1% 11.6%
White 6.9% 2.4%
Indian 14.7% 4.4%
Western Cape 28.8% 8.5%
Eastern Cape 68.3% 27.9%
Northern Cape 54.4% 19.6%
Free State 59.9% 20.3%
KwaZulu-Natal 50.5% 18.9%
North West 56.5% 21.9%
Gauteng 20.0% 7.9%
Mpumalanga 54.8% 20.0%
Limpopo 60.7% 23.5%

Source: UNDP ( 2003)

1: Rate is the percentage of the population below the national poverty line of R354 ($33.71) per month per
adult equivalent in 2002.

2: Gap is the mean shortfall below the poverty line, expressed as a percentage of the national poverty line.

On a Gross National Product (GNP) per capita basis, South Africa is considered a ‘middle-
income’ country, with an income similar to countries such as Brazil, Mauritius and
Malaysia. However, as has been discussed in previous chapters, income is only one way
of expressing poverty and this status disguises the reality for the majority of people. Using

non-monetary comparisons of poverty and well-being, such as the Human Development
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Index (HDI), reveals a different picture. Figure 4 plots the South African HDI from 1980 to
2005, showing its position in relation to the rest of sub-Saharan Africa and the world. In
1990 South Africa’s HDI was 0.615; by 1995 it had improved to 0.644, after which a
decline was experienced in 2000 to 0.616, with a further drop to 0.599 by 2005. The main
contributor to this decline was a fall in life expectancy from 63 years in 1990 to 56.3 years
by 2000 (WHO 2011).*

Figure 4: Human Development Index Trends — 1980 - 2005
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Source: http://hdrstats.undp.org/en/countries/profiles/ZAF.html

As these studies indicate, poverty for a great many people in South Africa is long-term and

possibly inter-generational. In discussing chronic poverty in South African, Aliber notes:

“In South Africa, the question of whether poverty tends to have an intergenerational
dimension is complicated by the fact that until very recently the policy of apartheid
cruelly limited the opportunities available to the majority black population. Almost all

%A consequence of the HIV/AIDS epidemic, which is discussed further on.
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poverty was intergenerational, because colonialism and apartheid left little room for it
to be otherwise.” (2003, pg.479)

Aliber then goes on to identify and describe eight different categories of chronically poor
people. Seven of these categories are: female-headed households; people with
disabilities; the elderly; retrenched farm workers®; cross-border migrants — including
refugees, asylum-seekers and undocumented migrants; homeless / street dwellers /
informal squatter settlement dwellers; and AIDS orphans and households with AIDS
sufferers. An eighth category is the rural poor, which Aliber regards as poor through lack of

employment opportunities and access to productive resources.*

Such an observation is in line with the results from other studies. Using the 1993 SALDRU
data, Klasen (2000) created a multi-component deprivation index based on 14 capability
components.®® The scores generated were also compared with an expenditure-based
poverty line. Both indicators were found to correlate highly with living in a rural area, living
in a former homeland, being African, a low level of education and being a female-headed
household. Using the KIDS data set Roberts (2001) calculated that in KZN, 87% of
chronically poor households were located in rural areas.** According to calculations
undertaken by May, Woolard et al. (2000), 70% of poor individuals reside in rural areas.
Various policy measures under the Apartheid regime enabled the systematic removal of
prime farming land from the indigenous population, leaving many people in rural areas
essentially landless. As a result of the 1913 Native Land Act, 90% of the total land surface
was appropriated by white people, with African people sent to ‘reserves’ (Ntsebeza and
Hall 2007). For those with access to land, plot sizes were shown to be small and of poor
quality. Very few are able to obtain any economic benefit from this land, even in

subsistence farming, due to lack of market access, finance and training (Aliber 2003).

%! Between 1970 and 2000, 860 000 farm jobs were shed, resulting in eviction from the farms where many
were raised, with no other “roots” elsewhere to return to, leaving many homeless.
32 During the second half of the twentieth century, the Apartheid government, through various acts of
legislation, sought to control the residence and movement of the African population. Labour and pass controls
resulted in the splitting of families, with men working in cities and mines, and woman based in rural ‘reserves’ —
which were small pockets of marginal land, allocated for Africans. The poor income earning opportunities in
these locations meant that many rural African households were entirely dependent on a system of migrant
labour with daily commutes of up to 50kms to workplaces not uncommon (May 1996).
33 Indicators to measure capability included education, income, wealth, housing, water, sanitation, energy,
employment, transport, financial services, nutrition, health care, safety and perceived wellbeing.
* These data also show that the chronically poor have bigger households — especially more children - have
lower educated adults, are more likely to be female-headed, and to have at least one adult migrant worker.
They are more likely to receive an old-age pension, spend less money on food per adult, and have less access
to arable land.
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Again, using the KIDS dataset, and based on an ‘entitlements’ perspective, Carter and
May (1999) identify eight discrete livelihood strategy classes for people living in rural
areas. Firstly, identifiable from the data are the different clusters of activities from which
households generate an income, with most undertaking more than one of the following:
agriculture: for own sale and consumption; small and microenterprise activities; wage
labour, claiming against the state, household and community members; unpaid domestic
labour; illegitimate activities; and non-monetised activities. From these possible income
earning activities, then identified strata of households which utilised a similar bundle of
tactics that share common survival strategies and thus formed distinct livelihood classes.
These included: marginalised households which had no access to wages, remittances, or
welfare payments; welfare dependent households; remittent dependent households;
secondary wage dependent households (informal labour); primary wage dependent
households (formal labour); mixed income with secondary wages; mixed income with

primary wages; and entrepreneurial households.

One of the poverty theories discussed in the previous chapter was that of subjective
poverty, which focuses on involving the poor in defining what poverty means to them.
Reference was also made to the ‘Voices of the Poor’ publication, which drew on
participatory research from over 60 countries. The South African Participatory Poverty
Assessments (SA-PPA), which took place in 1995, as a complement to the 1993 SALDRU
survey formed the South African contribution to the ‘Voices’ research. The SA-PPA
encompassed 15 linked studies undertaken by 45 researchers from 20 different
organisations. The fieldwork covered 25 communities from seven provinces, including ten
sites in KwaZulu-Natal (May and Norton 1997). At the local level, perceptions of poverty
clustered around five main issues. These included: a sense of isolation from family and
community (especially the elderly, young single mothers and those with HIV/AIDS); lack of
income, expressed in terms of low wages, lack of employment opportunities and lack of
employment security; poor nutrition, unable to educate children and lack of access to
water; differences in experiences based on age and gender; and finally issues relating to
vulnerability and concerns for the future, including how people cope with negative shocks
(Ibid.).

It is quite apparent that it would be impossible to fully address the issue of poverty, without
concurrently reducing the high levels of unemployment — which requires both

improvements in human capital (skills and education) and sustained and rapid economic
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growth (UNDP 2003). According to Aliber: “Protracted unemployment is a major
determinant of protracted poverty” (2003, pg.479). From 1970 to 1995 unemployment
rose from 20.1% to 36.1% in the population as a whole and from 24% to 46% among
Africans. Women are more likely to be unemployed than men, with African women
experiencing the highest rate of unemployment at 60%, whilst 65% of African youth, those
aged between 16 and 24, were found to be unemployed (Terreblanche 2002). Reasons for
the drastic increases in unemployment have been attributed to slow growth in the
economy since 1974, an increasing capital-intensity, structural shifts in production
(especially a decline in the primary sector and increase in services sector) and a sharp
increase in the population growth amongst Africans (Meth and Dias 2004; Banerjee,
Galiani et al. 2006).* To provide some perspective on the magnitude of this problem,
Table 3 compares unemployment in South Africa with other regions and relevant clusters.
The table shows that unemployment levels in South Africa far exceed the average
unemployment rates in all other developing country regions, in some cases by a factor of

ten!

Table 3: International comparison of unemployment rates (%) 2000 - 2002

2000 2001 2002
Asian and the Pacific 3.8 4.1 4.2
East Asia 3.2 3.6 4
South-East Asia 6 6.8 6.5
South Asia 3.4 35 3.4
Industrialised countries 6.1 6.4 6.9
Latin America & the Caribbean 9.7 9.6 9.9
Middle East & North Africa 17.9 18.9 18
Sub-Saharan Africa 13.7 14 14.4
Transition Economies 135 12.6 13.5
South Africa (official)* 25.8 29.5 30.5
South Africa (expanded)* 35.9 415 41.8

Source: UNDP(2003)
1The official unemployment rate only counts those as unemployed actively looked for work in the last 4 weeks,
whilst the expanded definition also includes discouraged work seekers.

The provision of basic facilities, especially access to water and sanitation, electricity,
formal housing, and other forms of infrastructure all have an important impact on the living
standards enjoyed by a country’s citizens. The following tables compare the percentage of
households that access/enjoy selected ‘basic needs’, from the 1996 population census, to

the 2001 census. In Table 4, data are presented according to population group at a

% High unemployment amongst Africans has also been exacerbated by the segregated education system that
provided sub-optimal education and employable skills to this population group.
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household level. The facilities include households that live in a formal dwelling, those that
use electricity as their main source of lighting, those with piped water to the house or
stand, and those with a flush or chemical toilet. A very clear picture emerges from these
data — African households experience the worst provision of basic facilities. However, a
closing of the gap, with improvements in access between 1996 and 2001 for Africans, can
be seen. Other population groups also experienced marginal improvements, and in a few
cases (formal dwelling and flush toilets for whites), a marginal decline. The data are
indicative of a government policy during this period of improving access to basic services
to the previously disadvantaged communities (May and Meth 2007).

Table 4: Households with access to basic needs (%) by population group

Formal dwelling Electricity Piped water Flush toilet
Year 96’ o1’ 96’ o1’ 96’ o1’ 96’ o1’
African 45.5 55.5 44.0 62.0 75.1 80.2 34.1 41.9
Coloured 83.1 85.7 84.0 88.9 96.0 97.8 79.9 84.5
Indian 91.7 92.7 99.0 98.8 99.1 99.2 97.9 97.9
White 96.0 95.1 99.6 99.2 97.1 99.4 99.6 98.7

Source: Statistics SA(2004)

The other major contribution of public policy to poverty mitigation or reduction is the well-
established and functioning system of social grants. Since the end of apartheid these
grants have undergone considerable expansion with coverage now extended to all race
groups. The five means-tested state security grants include three targeted at children: the
care dependency grant; the foster care grant; and the child support grant, and two at
adults: the disability grant and the old-age pension. In February 2003 it was calculated that
just under six million people received grants worth a total of R2 250 million ($214 million)
per month, representing approximately 3% of GDP and 13% of total government spending
(Lund 2006). Nevertheless, despite this commitment and the widespread coverage, only
30% of those considered poor were eligible to receive grants in 2002, leaving
approximately 15 million people without support (UNDP 2003).

It is not possible to understand poverty in South Africa without also understanding its
relationship to HIV and AIDS. South Africa has one of the highest rates of HIV prevalence
in the world, and has the largest number of people living with the illness (UNAIDS/WHO
2004). The relationship between poverty and HIV/AIDS are strongly interlinked, with
poverty being a major driver of the epidemic. It also increases the rates of poverty as those

in the productive age bracket become too ill to work, culminating in losses in household
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income which is concurrent with increases in expenditure on health care and funerals
(UNDP 2003). The nature of the epidemic has far reaching consequences from the

macroeconomic to the microeconomic. As Whiteside (2002) aptly puts it:

“There is a cycle between HIV/AIDS and poverty. AIDS deepens poverty and
increases inequalities at every level, from household to global. The epidemic
undermines efforts at poverty reduction, income and asset distribution, productivity
and economic growth. AIDS has reversed progress towards international
development goals. It is one of the most profound developmental challenges faced in
modern human history, not because of its direct impact, but for the influence it has
on other development policies and goals”. (pg. 325)

As government expenditure on health care increases, fewer resources are available to
spend on measures for poverty alleviation and social welfare, and as productivity and

economic growth slows, government collects less revenue (Whiteside 2002).

The first, and so far only, nationally representative household survey on HIV prevalence in
the general population, was conducted by the Human Sciences Research Council (HSRC)
in 2002. Along with a questionnaire that collected information on demographic
characteristics, knowledge and communication about HIV/AIDS, sexual experience and
behaviour, willing participants also provided an oral swab, which was used to test for HIV.
The estimates revealed prevalence in the population as 11.4%, and 15.2% of those aged
between 15 and 49. Prevalence by province revealed Gauteng, the Free State and
Mpumalunga to be the highest (ranging from 14.9% to 14.1%). The fourth highest was
KwaZulu-Natal, at 11.7%. Considering only those within the reproductive age bracket (15-
49), the prevalence rates by locality revealed urban informal areas to be the highest
(28.4%), followed by urban formal (15.8%), tribal areas (12.4%) and farms (11.3%). In
South Africa, females are more likely to be infected than males (17.7% compared with
12.8%), and Africans more likely to be infected (18.4%) compared with Coloureds (6.6%),
whites (6.2%) and Indians (1.6%) (HSRC 2002).

3.2 The Landscape of Financial Services in South Africa

As expressed earlier, all aspects of South African society and economy have been
affected by apartheid. The financial services sector is no exception, often considered to
exist in two worlds — the first offers well regulated and highly sophisticated products and

services to a minority of the population, and the second, consisting of informal, sub-
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standard and limited options of financial intermediation for the majority. In 2004, when the
final elements of the fieldwork were completed, South Africa celebrated the ten year
anniversary of the country’s first democratic elections and was a timely moment to reflect
on the achievements and challenges faced by the financial services sector (Ardington,
Lam et al. 2003; Porteous and Hazelhurst 2004; Rogerson 2004).

An important change to the financial landscape since 1994 has been the greater role for
foreign capital, banks and companies, previously disallowed, as well as new sets of
regulatory and structural changes introduced to realign domestic practices with
international standards (Daniels 2001; Ardington, Lam et al. 2003; Singh Arora and Leach
2005).% The financial services sector has also taken steps to widen participation in terms
of black ownership and management, procurement from black-owned companies and
expanding access of the general population and specific target areas such as housing and
Small, Medium and Micro Enterprises (SMMEs). The commitment to transformation and
black economic empowerment (BEE) was voluntary from the private sector, and in
October 2003 an agreement between government and all regulated institutions (banks,

insurers and fund managers) was signed (Porteous and Hazelhurst 2004).

The Financial Services Charter committed signatories to increase access to poor
households and communities, invest in transformational infrastructure, agricultural
development and small and medium black-owned businesses (Singh Arora and Leach
2005)." The Charter refers to three different tiers of financial institutions. Explained in
more detail by Porteous and Hazelhurst (2004), the first tier refers to traditional
commercial banks which are governed by the Banks Act and require a minimum R250m
($39m) for start-up. Second tier banks have more relaxed requirements, are allowed to
take deposits and facilitate payments, but are limited in certain high-end transactions, such
as foreign exchange or capital market trading. These are specialist, low-end participants
such as PostBank (based within post offices), Ithala and Teba Bank. Third tier banking

refers to member-based financial institutions, which can be either formal or informal and

% Despite the relaxation of controls, the retail sector is still dominated by four main banks.

87 Accessibility is not only a matter of the geographical distance between the consumer and the banking outlet.
Someone may have access to a particular service or product and may choose not to use it. It could therefore
be argued that the focus should be usage, as opposed to access. For policy makers, the distinction is crucial
as it enables an identification of what proportion of the population can use a service or product, if they choose
to, and what proportion choose not to, due to one or more aspects of the ‘value proposition’ (Eighty 20 2007).
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include ROSCAs, burial societies, Village Banks, Credit Unions/Savings and Credit Co-

operatives, and other developmental NGOs.

Although the Charter was primarily driven and owned by the private sector, the
government has not been a passive player. Most of its interests and interventions,
however, have been focused on the SMME sector, and the hopes this sector might make
to employment creation and income redistribution. From within the National Department of
Trade and Industry, support was mainly offered in the form of two dedicated agencies —
Ntsika Enterprise Promotion Agency and Khula Enterprise Finance. As the names
suggest, Ntsika’s mandate focuses on business development services, whilst Khula is a
wholesale finance institution supporting retail financial intermediaries that deal directly with
SMMEs (Rogerson 2004). Its three main functions are, first, Apex financing for retail
financial intermediaries that lend to microenterprises38, second, a credit guarantee scheme
and, third, provincial private equity funds (Porteous and Hazelhurst 2004). These national
initiatives were complemented by other parastatals include the Land Bank, for agricultural
entrepreneurs, and the Umsobomvu Youth Fund which focuses on job creation and skills
development aimed at young people. Ithala Bank, based in KwaZulu-Natal and a
subsidiary of the provisional development corporation, provides retail transaction services
to low-income clients, from its 40 branches. It is the only provincial level institution to do so
(Ibid.).

3.2.1 The Microfinance Sector in South Africa

Numerous articles and reports refer to the almost ‘overnight’ creation of the microfinance
sector in South Africa in 1992 (Coetzee and Cross 2001; Daniels 2001; Meagher 2002;
Siyongwana 2004; Eighty20 2007). The story is best described by Porteous and

Hazelhurst (2004) who recount:

“In the early 1990s, making finance available to micro enterprises was seen as one
way of addressing the country’s growing unemployment crisis. To support the sector,
micro finance was effectively legalised by the last Minister of Trade and Industry of

%8 Although in 2003 the government announced it was to establish a separate apex-financing body for MFIs
(and remove this service from Khula). The South African Microfinance Apex Fund (Samaf) was not established
though until 2006 see: www.samef.org.za
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the apartheid era on 31% December 1992 when he signed into law an exemption to
the Usury Act.*® This exemption removed price control on small loans.

The outcome was totally unexpected: the subsequent emergence of commercial
micro lending in SA has proved to be one of the most dramatic developments in the
landscape of access over the past decade. Few predicted the explosive growth in
micro lending, or the degree of commercialisation. Nor did they anticipate that micro
lending would be channelled mainly into consumer spending rather than into micro
enterprise. Lenders were only too happy to lend, often well in excess of consumers’
ability to repay — if indeed lenders even bothered to calculate this. And millions of
consumers, who had little or no access to formal credit before the 1990s, found they
had easy access to small loans; in fact credit was now actively marketed to them”

(pg. 77).

Compared with the ‘average’ client in other developing countries, that are usually rural,
female, poorly educated and lacking other sources of savings and credit, the ‘typical’ client
of the South African microfinance market are government and private sector employees
(Meagher 2002). According to Porteous and Hazelhurst (2004)“...lending to self-employed
people for their micro enterprises has been marginal in its overall penetration and its
impact” (2004 pg. 78). In terms of overall size, the volume of loans disbursed by the
microfinance sector, as a percentage of total credit extended by the entire finance sector,
was estimated in 1999/2000 to be 2.08%. Given that this was achieved within a 10 year
period from a virtually non-existent sector, Daniels (2001) describes this growth as

“remarkable”.

Table 5 provides a picture of the size and institutional contribution of credit within the
microfinance sector, at the beginning of the century, whilst Table 6 illustrates the same
contribution, with regards to savings. The data confirms the dominance of retail store
lending and the registered small loans industry, compared with commercial banks.
Furniture sold on credit is responsible for the largest proportion of retail store credit
(Ardington, Lam et al. 2003). With regards to savings, Stokvels, the local name given to
ROSCAs, clearly play an important role in facilitating savings, with the largest number of

participants, although commercial banks hold the greatest volume of actual savings.

% This Act was later amended in 1999 to curb some of the exploitative behaviour of highly profitable lenders on
low-income borrowers. At the same time, the Micro Finance Regulatory Council (MFRC) was established
(Daniels 2001).
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Table 5: Retail outreach in the micro-lending market in South Africa

Retail Institutions Date of Loans Loans # of Loan # of %
Source (ZARmM) ($USDm)* Accounts Outlets Rural
Public sector 320 52 65000 75
Land Bank Mar-00 20 2.9 30,000 25 80
Provincial parastatals Jun-99 300 49 35,000 50 80
Private sector 12,591 1,820 7,975,580 15,944
NGOs Dec-99 80 13 50,000 27 35
Credit Unions Apr-00 9 1.3
Co-operatives Dec-99 7 1.1 25 80
Commercial Banks Dec-99 25 4.1 4,000 33
Retail stores Apr-00 5,000 721.5 2,173,913 1,000 35
TEBA Cash Apr-00 130 18.8 86,667 172 40
Microenterprise focused Dec-99 40 6.5 65,000 20 100
Registered small loans Apr-00 7,000 1,010 5,600,000 5,700 35
Pawn Brokers Apr-00 300 43.3 5,000 35
Informal sector 400 57.7 825000
Mashonisas™ Apr-00 150 21.6 25,000 35
Stokvels Apr-00 250 36 800,000 35
Total 13,311 1,930 8,040,580 841,019
Source: Ardington, Lam et al. (2003)
*USD conversions based on the average for the year given
Table 6: Retail outreach in the micro-saving market in South Africa
Retail Institutions Date of  Savings Savings # of Savings # of %
Source  (ZARm) ($USDm) Accounts Outlets Rural
Public sector 1,696 277.6 2,840,000 2,415
Provincial parastatals Jun-99 650 106.4 840,000 50 80
Post Office Outlets Jun-99 1,046 171.2 2,000,000 2,365 35
Private sector 4,662 751.5 4,742,000 4,279
NGOs Dec-99 5 0.8 27 35
Village banks May-00 2 0.3 3,000 60 100
Credit Unions Apr-00 10 14 6,000
Commercial Banks Dec-99 4,000 655 4,000,000 4,000 33
TEBA Cash™ Apr-00 600 86.6 700,000 172 40
Microenterprise focused Dec-99 45 7.4 33,000 20 100
Informal sector 200 29 8,250,000 800,000
Stokvels Apr-00 200 29 8,250,000 800,000 35
Total 6,558 1,058.1 15,832,000 806,694

Source: Ardington, Lam et al. (2003)
*USD conversions based on the average for the year given

“*Mashoniasas is the local term used for individual informal lenders / loan sharks.
“ TEBA cash is a paymaster service for the mining industry which pays salaries, pensions and deferred pay
throughout all of Southern Africa.
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The target beneficiaries of third-tier banking are the poor, and those living in rural areas,
but not exclusively so.** They are decentralised, community-level institutions which are
controlled and managed by members, and usually based on a ‘savings-first’ method
(Cross and Coetzee 2001). In 1994, an exemption to the Banks Act made allowances for
‘common bond’ organisations to accept deposits, but under the adherence of certain
conditions, which included membership of a self-regulatory umbrella body. According to
ECI Africa (2003) this sector has not received the recognition and government support it
deserves, and has been subject to largely uncoordinated approach