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Preface 
 
This paper represents a collaborative effort of the Evaluation Cooperation Group (ECG) of the 
multilateral development banks (MDBs) and international financial institutions.  
 
By carefully reviewing the evaluation findings and related recent research work on microfinance, 
the paper highlights that successful microfinance operations require (i)afinancial sustainability 
on the part of the participating microfinance institutions, (ii)ahigh-standard consultancy and 
technical assistance, (iii) sound regulation and monitoring, and (iv)aflexibility in product design. 
However, to reach the very poor requires careful design and a means of preparing them for full 
participation. The paper recommends that MDBs use microfinance development programs for 
reaching the very poor through “graduation programs,” including basic immediate help, training, 
and integrating them into microfinance programs. They can provide both credit and technical 
assistance to microfinance institutions for ensuring their efficiency and sustainability. However, 
MDBs should avoid saturating microfinance markets and should ensure that their funds do not 
displace private sources. 
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provided by Ramesh Adhikari of the Asian Development Bank (ADB). The main author was John 
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Mohamed Manai, African Development Bank; Cheolghee Kim, Henrike Feig, and Hemamala 
Hettige, ADB; Bill Keenan and Victoria Millis, European Bank for Reconstruction and 
Development; Stoyan Tenev, Ann Flanagan, Marvin Taylor-Dormond, and Jiro Tominaga, the 
World Bank Group; Martin Naranjo, Inter-American Development Bank; and Andrew Brubaker, 
L. Lavizzari, and Luigi Cuna, International Fund for Agricultural Development. The external peer 
reviewer was David M. Roodman, Center for Global Development. Evaluation coordination 
support was provided by Noel Gamo, Rocel Alba, and Glennie Castillo; and the cover page design 
by Caren Joy Mongcopa, ADB. Editorial support was provided by Stephen Banta. 
 
We greatly appreciate the efforts of all of these people in helping complete this report. The 
successful coordination among the members of the ECG in producing it is an important step 
towards achieving the ECG’s mission of fostering collaboration and harmonization of evaluation 
work among the evaluation units of its members and disseminating evaluation findings to help 
in maximizing the relevance and effectiveness of development assistance. 
 
 
 
 

Fredrik Korfker 
Chair, Evaluation Cooperation Group 

November 2010 
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Executive Summary 
 
This paper presents the findings of a metaevaluation that reviewed 
evaluation study reports prepared by the evaluation offices of the 
multilateral development banks (MDBs) and related published research 
literature on microfinance, mainly microcredit operations, to identify 
lessons and policy issues for the future role of MDB assistance to 
microfinance operations in developing countries and for improving its 
development effectiveness.  
 
Microfinance—defined broadly to cover both small loans to the poor, often 
but not exclusively based on group liability, as well as small loans to 
microenterprises, based on character or projected cash flow—has emerged 
as an important innovative form of financial intermediation over the last 30 
years. MDBs have played an important role in the evolution of the industry, 
initially seeing microfinance as an important instrument for poverty 
targeting, more specifically for targeting poor female borrowers, and more 
recently as a means of expanding the access of poor households and 
microenterprises to a range of financial services.  
 
The institutional form and lending methodology of microfinance institutions 
(MFIs) have changed significantly. Encouraged by MDBs, early MFIs largely 
followed a variant of the Grameen model based on group lending, small 
loan amounts, compulsory savings, regular group meetings, and 
implementation by nongovernment organizations (NGOs) operating on a 
nonprofit basis. In different regions, various village banks, credit unions, and 
self-help savings groups were important as the link to borrowers. Group 
liability was seen as an innovative means of overcoming difficulties arising 
from asymmetric information and of enforcing repayment in the context of 
lack of borrower collateral. Over time, the institutional form of the industry 
shifted to a for-profit emphasis, with an accompanying shift to individual 
lending tailored to the needs of clients. Some NGOs were “transformed” 
into regulated, deposit-taking MFI banks or nonbank financial institutions; 
new specialist microfinance banks emerged; and commercial banks 
“downscaled” their operations to address the micro end of the market. The 
Grameen Bank itself moved to individual lending in its subsequent Grameen 
methodology, with a special window for the very poor. 
 
This heterogeneous pattern has created a highly varied industry with 
different characteristics. NGOs and cooperatives are almost certainly better 
at reaching the poor, but their scope for expansion and self-financing is 
likely to be much less than regulated financial institutions. Group lending is 
normally expected to be associated with greater poverty impact, but above 
a certain loan value it is expected that both lenders (due to the costs of 

microfinance paper - layout ver4.pdf   9 05/11/2010   7:35:50 PM



monitoring and the risk of default) and borrowers (due to the restrictions of 
group liability) will have a preference for individual lending.  
 
Central to the shift in the industry has been the move towards greater 
profitability and commercialization. The MicroBanking Bulletin reports a 
major rise in the share of loans funded by commercial loans and deposits 
from around 50% in 2005 to around 75% in 2007. Nonetheless, subsidies 
remain an important source of funding in segments of the industry, and for 
the full set of institutions reporting to the MicroBanking Bulletin as many as 
57% of borrowers overall received loans from subsidized MFIs in 2007, 
although the share of subsidized MFIs in loans was probably little more than 
25%.  
 
The aid community has strongly endorsed and encouraged the shift towards 
greater profitability and commercialization on the grounds that only in this 
model will microfinance ever reach the large numbers of as yet unserved 
potential poor borrowers. However, a move in this direction runs the risk of 
an increased concentration on the less poor, as microlenders are more likely 
to take out larger and hence lower-cost loans. There is also a concern that 
aggressive marketing of microfinance may push poor borrowers into taking 
high-cost loans that are not appropriate to their needs. Little work has 
tested this “mission drift” argument rigorously, but one recent analysis 
found that, as group-lending MFIs get bigger, they also lend less to the poor 
and to women; this negative effect of size is also found more weakly for 
individual lenders. This is a warning that even NGO MFIs may not be 
focusing primarily on the very poor anymore.   
 
MDBs have played an important role in the evolution of the industry. From 
the late 1980s through the 1990s, their funding focused on supporting NGO 
MFIs, typically based on the Grameen small group model. In the late 1990s, 
thinking shifted to a broader “financial services” perspective, wherein 
microfinance was viewed as a distinct segment of the financial sector, as far 
as possible operating on a financially sustainable basis, and offering the 
poor a range of financial services including savings and insurance products, 
as well as microcredit. International financial institutions (IFIs) such as the 
International Finance Corporation and the European Bank for 
Reconstruction and Development always had another perspective on 
microfinance, given their different missions. For these banks, microfinance 
was interpreted as channelling relatively small loans to micro and small 
enterprises. Given the larger loan size and the enterprise focus, this could 
not be done readily through small-group, NGO-based lending, and these 
organizations saw banks or registered nonbank financial institutions as 
natural financial intermediaries for their funding. 
 
A survey of evaluations of these diverse MDB operations reveals general 
satisfaction with the results unless the countries concerned were difficult 
operating environments. Most evaluations focus narrowly on number of 
borrowers reached and repayment rates, which have generally been very 

ix 
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high, and by these criteria most projects have been found to be successful. 
The key is identified as working with a well-run intermediary capable of 
applying sound principles in relation to cash flow-based lending. However, 
independent external evaluations have been less positive about outcomes 
on the grounds of either lack of sustainability or lack of evidence of impact. 
 
The indicators of loan growth, saving deposits, and repayment rates are 
best seen as intermediate output measures, as they are not measures of 
how client households are affected. It is possible that some borrowers may 
struggle to repay and then drop out of the program after repaying, leaving 
them with no significant change in their earning potential. Others may be 
forced by group pressure to borrow from moneylenders at higher interest 
rates to repay the microfinance loan, so that repayment forces them further 
into debt.  
 
Despite the growth of the industry and the positive publicity it has received, 
there is surprisingly little firm evidence on its poverty impact. This is 
basically because of the difficulty of avoiding biases in the comparison 
between clients who receive loans from or open savings accounts with MFIs 
and similar individuals who do not. Most MDB evaluations of MFI programs 
have not attempted quantitative impact studies of the type found in the 
research literature, with those that have done so finding ambiguous results, 
including some evidence that the very poor benefit little. Evaluation 
departments of MDBs are rightly concerned over the time and cost required 
to conduct a detailed and rigorous impact study. Hence, while the case for 
the selective use of detailed studies is very compelling, there is a need to 
apply a simpler, operationally relevant set of indicators on a regular basis. A 
poverty scorecard approach, tracking its change, offers one way forward.  
 
Experience suggests that successful microfinance projects require 
(i)afinancial sustainability on the part of the participating MFIs, (ii) high-
standard consultancy and technical assistance (TA), (iii) sound regulation 
and monitoring, and (iv) flexibility in product design. 
 
Within this heterogeneous sector, funding agencies should continue to play 
an important role. MDBs can use microfinance development programs in 
two distinct ways. In relation to targeting the very poor they can support 
“graduation programs” that provide both basic immediate help, like food 
aid, combined with training and education, to help the very poor integrate 
into microfinance programs.  
 
In addition, MDBs can provide both credit and TA on how to operate MFIs 
efficiently and in a sustainable way. Of these two, credit is now probably the 
less important, since the expectation is that successful MFIs will draw 
increasingly on domestic savings and external private funding. However, in 
many developing countries there remains the need to develop capacity for 
applying microfinance lending methodologies, and for supporting and 
providing TA to central banks, other regulatory bodies, and credit bureaus. 

x 
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MDBs should also ensure that, as far as possible, their funds do not lead to 
the displacing of private sources. 
 
Finally, there is a need for MDBs/IFIs to move to the use of best practice 
evaluation procedures to assess the impact of MFIs, in terms of both their 
impact on household welfare and the merits of alternative lending and/or 
assistance methodologies. This would allow greater evidence concerning 
the overall impact of MFI programs, e.g., to allow the returns, in terms of 
poverty reduction, to external funds (including the implicit subsidy in these 
programs where relevant) to be contrasted with those from alternative uses 
of such funds. The design of such impact studies needs to be incorporated 
from the onset in planning microfinance operations if the results are to 
meet best practice standards for such evaluations, and they can be 
combined with a more regular use of simpler outcome measures to trace 
how the welfare of clients is changing over time. 

xi 
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I. Introduction 
 
1. Microfinance has emerged as an important innovative form of 
financial intermediation over the last 30 years. Grand claims have been 
made on its behalf, with some seeing it as comparable to the Green 
Revolution in its ability to transform the lives of the poor (Conger et al. 
2009:13). Multilateral development banks (MDBs) have played an important 
role in the evolution of the microfinance industry, initially seeing it as an 
important instrument for poverty targeting and more specifically for 
targeting poor female borrowers, and more recently as a means of 
expanding the access of poor households and microenterprises to a range of 
financial services. There have been a number of surveys of the evolution 
and impact of the industry, but none has focused on the specific role played 
by MDBs. This paper addresses that gap by surveying the available evidence 
on the role of MDBs in the evolution of the microfinance industry, drawing 
heavily on the evaluation reports of the institutions themselves. The aim is 
to identify key lessons and good practices in the industry with a view to 
informing future MDB operations. The focus is principally on the microcredit 
element of microfinance, with microcredit being defined broadly to cover 
both small loans to the poor, often but not exclusively based on group 
liability, as well as small loans to microenterprises, based on character or 
projected cash flow rather than collateral. There are no universally agreed-
upon definitions of what constitutes a microloan, but in a development 
context half the gross domestic product (GDP) per capita in the country 
concerned has been used frequently as a rule of thumb. Similarly, for loans 
to microenterprises, in some cases $10,000 has been used as a reference 
point, with loans below this deemed micro. The term microfinance 
institution (MFI) is used to cover all institutions offering microloans on the 
basis of a lending methodology that places cash flow or character above 
conventional collateral. As such, MFIs can range from small nongovernment 
organizations (NGOs) to large commercial banks that operate at the micro 
end of the loan market.  
 
2. The key issues addressed in the paper were determined by 
suggestions from the evaluation departments of the MDBs. The 
methodology adopted was that of a literature review, drawing on 
evaluation reports of the MDBs themselves combined with material from 
the industry, principally the reports of the Consultative Group to Assist the 
Poor (CGAP) and the MicroBanking Bulletin, as well as the output of the 
wider research community. A draft version of the paper was circulated to all 
MDBs, and visits were made to several to obtain further information. 
Preliminary findings were discussed at a workshop during the Evaluation 
Cooperation Group meeting held in Paris in December 2009. 
 
3. The rest of the paper is structured into six sections: The next section 
surveys the current global microfinance industry, stressing its diversity in 
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lending practices and institutional form. The third discusses the role of 
MDBs, in particular how their emphasis has changed from the initial 
poverty-focused programs to a broader financial services perspective. Since 
poverty-focused interventions had a different motivation and often changed 
from lending to microenterprise, the two are considered separately. The 
fourth section considers poverty-focused interventions and the lessons that 
can be learned from their experience, while the fifth examines 
microenterprise lending and its experience. Assessing the overall impact of 
microfinance on household income and welfare is complex, and surprisingly 
little is known definitely in this area. The sixth section discusses the 
difficulty of measuring impact from microfinance as opposed to immediate 
project outcomes like loan repayments, surveying much of the evidence. 
The final section draws conclusions and sets out a future role for MDBs in 
the industry. 
 

 
II. Global Industry 
 
4. Microfinance has come a very long way over the last 30 years and 
has become an established component of the financial systems of a number 
of countries. Its rapid expansion has seen a multiplicity of institutional 
forms, making generalizations about the industry difficult. Comprehensive 
data are unavailable, but the Microcredit Summit Campaign cites over 3,500 
specialist MFIs reporting to it by the end of 2007, with 155 million clients, of 
whom roughly 80% were women and two-thirds of whom it terms “among 
the poorest,” although it is unclear how accurate this measure of “poorest” 
borrowers in fact is (Daley-Harris 2009). External funding, through both 
MDBs and bilateral agencies, was critical in the early years of the industry. 
There were also early private initiatives (such as those of the Ford 
Foundation in Bangladesh and Calmeadow in Bolivia), but more recently 
private sources of funds, such as savers’ deposits, external bank loans, 
collateralized loan obligations, foreign equity, and bond issues, have 
become very significant. Current estimates suggest a total of committed 
funds either for ongoing projects or yet to be disbursed of $14.8 billion.1

                                                           
1 The data are self-reported figures for December 2008; see http://www.cgap.org/funders. 

 A 
majority of this comes from MDBs or development finance institutions (like 
the International Finance Corporation [IFC] and the European Bank for 
Reconstruction and Development [EBRD]). In addition, prior to the current 
global financial crisis, grand commitments had been made to expand credit 
to the poor. For example, the president of the Inter-American Development 
Bank (IADB) had spoken of plans to increase the volume of microcredit to 
MFIs in Latin America and the Caribbean to $15 billion in 5 years, although 
IADB’s direct funding would be only a small part of the increase at around 
$3 billion (Moreno 2007).  

Microfinance has 
come a very long 
way over the last 
30 years and has 

become an 
established 

component of the 
financial systems of 

a number of 
countries. 
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5. Despite their rapid growth, the spread of MFIs has remained highly 
concentrated in a limited number of countries, so that only in a few are 
MFIs major players in the domestic financial system. Calculations on data 
for 2003 show only eight countries where MFI borrowers reached more 
than 2% of the total population (Honohan 2004). All but one of these are in 
Asia. The share of MFI loans in total credit is also modest, aside from in 
Bolivia and Nicaragua. Table 1 gives the data for countries in which 
microfinance played the largest role circa 2003. There has been a rapid 
growth in MFI activity in recent years, particularly in Latin America, where 
the total value of the portfolio rose sevenfold and the number of borrowers 
rose more than fourfold between 2001 and 2007 (IADB 2008).  
 

Table 1: MFI Penetration Relative to Population and Credit (%): Selected Countries, 2003 
Country Borrowers to Population Loans to Total Credit 
Bangladesh 13.1 2.5 
Indonesia 06.7 2.9 
Thailand 06.5 na 
Sri Lanka 04.3 3.7 
Viet Nam 04.3 na 
Cambodia 03.0 na 
Malawi 02.6 na 
Honduras 01.2 2.0 
Bolivia 01.1 7.2 
Nicaragua  01.1 6.0 
na = not available.                   
Source: Table 1a and Figure 4 of Honohan (2004). 

 
6. Full data to update Table 1 are not available, but Table 2 gives a 
partial insight into changes up to 2007. It gives the ratio of microfinance 
borrowers to total population for selected countries where borrowers are 
used for the subset of MFIs to conduct the trend analysis by the 
MicroBanking Bulletin. The figures are thus underestimates, since not all 
MFIs in a country are covered, and some important countries (such as 
Indonesia and Thailand) are excluded. Only countries where borrowers are 
over 2% of the population are shown. It can be seen that in some of the 
smaller countries, particularly in Latin America, as well as in Cambodia and 
Mongolia in Asia, outreach appears to have increased substantially.   
  
7. Concentration is also influenced by geography, with more remote 
and less accessible areas within a country much more poorly served than 
better connected areas. In large countries, regional disparities in 
microfinance access are now a concern. For example, in India, MFIs are far 
more extensive in the more prosperous south than in the north or east of 
the country. Similarly in Indonesia, MFIs are very well established in Java 
and the western islands, but much less so in the eastern provinces. In much 
of sub-Saharan Africa, MFIs are based in towns and major rural trading 
centers, with little access in most rural areas (Arun and Hulme 2008). 
Interestingly, of the countries in Table 1, only four (Bolivia, Cambodia, 
Honduras, and Nicaragua) are in the top 20 countries listed by the 
Economist Intelligence Unit (EIU) in its index of the regulatory, legal, and 
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institutional environment for microfinance (EIU 2009). The countries in 
Table 1 with very large microfinance markets score relatively poorly in  the 
EIU index: Bangladesh is 27th; Indonesia, 36th; Viet Nam, 54th; and 
Thailand, 55th. The implication is that these large markets have been built 
up despite a relatively poor regulatory and institutional environment.  
 

Table 2: MFI Penetration Relative to Population (%): Selected Countries, 2007 

Country Borrowers to Population 
Growth in Total Borrowers,  

2005–2007 
Bangladesh 13.4 18 
Mongolia 11.4 23 
Nicaragua 09.4 17 
Bolivia 07.8 16 
Peru 07.8 27 
Cambodia 05.6 27 
Paraguay 05.4 12 
Morocco 04.1 44 
Ecuador 03.8 13 
Colombia 03.4 31 
Georgia 03.0 31 
El Salvador 02.3 12 
Azerbaijan 02.2 76 
Kenya 02.2 65 
Ethiopia 02.0 15 
Source: Calculated from data on borrowers by country from Figure 5 of MicroBanking 

Bulletin (2009). Data on population from World Bank (2007).  
 
8. MFIs are not the only links between the poor and the financial 
sector and in many countries a range of “alternative financial institutions” 
provide services to the poor. These cover financial cooperatives, small-scale 
rural banks, state and agricultural development banks, and postal savings 
banks. They differ from MFIs in that they offer principally savings accounts 
and do not work with a microfinance lending methodology; but they have in 
common the effort to reach those outside the net of the formal financial 
sector.2

 
 

9. The institutional form and lending methodology of MFIs have 
changed significantly over the years. Early MFIs largely followed a variant of 
the Grameen model based on group lending, small loan amounts, 
compulsory savings, and regular group meetings, with implementation by 
NGOs operating on a nonprofit basis. In different regions, various village 
banks, credit unions, and self-help savings groups were important as the link 
to borrowers.3

                                                           
2 The CGAP survey of alternative institutions finds that for the year 2000, MFIs accounted 

for around 18% of the value of all accounts (both savings and loans) in these and MFIs 
combined, although MFIs accounted for 33% of all loans (see Christen et al. 2004). 

 Group liability was seen as an innovative means of 
overcoming difficulties arising from asymmetric information and of 

3 MFIs based on self-help groups, typically with 10–20 group members (and therefore 
larger than the normal Grameen model), are the majority form of microlending in India 
and accounted for just over 60% of all MFI clients at the end of 2004 (see EDA Rural 
Systems 2005). Village banks also operate on a large group basis, with, in some cases, 
each branch forming a group. 
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enforcing repayment in the context of lack of borrower collateral. Over time 
the institutional form of the industry shifted to a for-profit emphasis, with 
an accompanying shift to individual lending tailored to the needs of clients. 
However, the link between a commercial orientation and the move to 
individual lending is not exact, since some group schemes are profitable. 
Some NGOs were “transformed” into regulated, deposit-taking MFI banks or 
nonbank financial institutions; new specialist microfinance banks emerged; 
and commercial banks “downscaled” their operations to address the micro 
end of the market. The Grameen model itself moved to individual lending in 
its Grameen II methodology, with a special window for the very poor, 
although peer pressure remains an important part of its operating 
philosophy. Nonetheless, as a measure of how it has moved in the direction 
of operating as a conventional bank, in 2008 approximately half of its 
deposits came from nonborrowers (EIU 2009: 20). 
 
10. This heterogeneous pattern has created a highly varied industry. It 
is thus probably not productive to debate which MFI model is preferable. 
The key question is what objectives different MFI models can serve and how 
effectively managed and regulated different institutions are in relation to 
these. NGOs and cooperatives are almost certainly better at reaching the 
poor, but their scope for expansion and self-financing is likely to be much 
less than for regulated financial institutions. Group lending is normally 
expected to be associated with greater poverty incidence, but there are 
cases—principally in areas of low population density, poor communications, 
or weak social cohesion—in which individual loans may offer better 
prospects for poverty reduction. However, above a certain loan value it is 
expected that both lenders (due to the costs of monitoring and the risk of 
default) and borrowers (due to the restrictions of group liability) will have a 
preference for individual lending.   
 
11. No unique industry database exists, but the data on institutions 
reporting to the MicroBanking Bulletin give some indication of the variety of 
operations. An analysis of a subset of institutions for which high-quality data 
are available reveals several features (Cull et al. 2009:167–192): 
 

(i) Microfinance banks cover only around 25% of borrowers, 
with NGOs, nonbank financial institutions, and credit unions 
covering the rest.4

 
 

(ii) Lending methodology does not conform to a strict 
bank/NGO distinction; two-thirds of MFI banks use 
individual lending, but the other third lend on a group basis; 
similarly, while three-fourths of NGOs use a group method, 
one-fourth lend individually.  

                                                           
4 The continued importance of NGOs and self-help groups is also found in another larger 

data set, where regulated MFI banks and nonbank financial institutions take less than 
20% of borrowers (Gonzalez and Rosenberg 2006).  
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(iii) The profitability of MFIs in the sample is clearly higher for 
banks, but not all banks are profitable after adjusting for 
explicit and implicit subsidies (27% are not), while a 
majority of NGOs are also profitable (46% are unprofitable); 
however, as there are economies of scale, the profitable 
institutions are larger, so overall the bulk (87%) of 
borrowers receive loans from profitable institutions.  

 
(iv) Banks operate at much larger loan sizes than NGOs or other 

institutional forms (Table 3 gives the average figures for 
2007 from the full data set of the MicroBanking Bulletin), 
and this translates into considerably lower operating costs 
per dollar lent; in the sample, the median bank spent 12 
cents per dollar lent, while the median NGO spent more 
than double this at 26 cents. In turn, higher operating costs 
in the sample are associated with higher interest charges. 

 
Table 3: Average Loan Size by Institutional Form and Lending Methodology (%), 2007 

Form 
Loan ($) 

Size 
Lending Methodology 

Loan ($) 
Size 

Banks 1,699 Individual 1,444 
Credit unions 1,441 Individual/solidarity groupa 0,423 
Nongovernment  

organizations 0,242 
Solidarity group 
Village banking                                              

0,132 
0,186 

Nonbank financial 
institutions 0,580 

  

Rural banks 0,574   
a Includes MFIs that operate both methodologies.          
Source: Appendix of MicroBanking Bulletin (2008). 

 
12. Central to the shift in the industry in recent years has been the 
move towards the objectives of greater profitability and commercialization. 
The two concepts are distinct, since NGOs can increase profitability to 
reinvest the surplus in further lending, while commercially oriented financial 
institutions have an obligation to distribute dividends and increase 
shareholder value. For example, the MicroBanking Bulletin (2008:28) 
reports a major rise in the share of loans funded by commercial loans and 
deposits from around 50% in 2005 to around 75% in 2007.5

                                                           
5  This is based on the full set of over 700 MFIs reporting to the Bulletin. 

 Nonetheless, 
subsidies remain an important source of funding, with less than 60% of the 
institutions covered in the sample having good quality data (discussed in 
para. 11) being profitable (in the sense of having a financial self-sufficiency 
ratio above 1.0). More comprehensive information on the extent of 
subsidies is obtained from the full set of institutions reporting to the 
MicroBanking Bulletin (which are likely to represent disproportionately for-
profit organizations). Table 4 shows a rising share of borrowers from MFIs in 
recent years in receipt of a subsidy. The table employs the two alternative 
definitions of profitability used in the industry and shows the subsidy index 
calculated using both the MFI deposit rate and the national lending interest 
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rate as alternative measures of the cost of capital. The latter rate is more 
likely to be a true reflection of cost, and, by the subsidy index calculated 
using this rate, as many as 57% of borrowers overall received loans from 
subsidized MFIs in 2007, the most recent year for which data are available 
currently.  
 
Table 4: Subsidy Element in Microfinance: Percentage of Borrowers from Subsidized 
Institutions (%), 2003–2007 

Year 
Financial Self-Sufficiency 
(FSS) (<1.0) with deposit 

rate 

Subsidy Index (SI) (<0) 
with deposit rate 

Subsidy Index (<0) 
with lending rate 

2003 13 21 22 
2004 13 18 44 
2005 14 18 20 
2006 25 30 36 
2007 49 52 57 
Note: FSS is adjusted revenue/adjusted expenses including adjustments to remove the 
subsidy component; SI is subsidy/loan revenue. Differences arise from the inclusion of 
donations in SI and of nonloan revenue in FSS. 
Source: Tables 1 and 4 of Gaul (2009). 
 
13. The extent to which MFIs remain dependent on subsidies is an 
important policy issue, although the selectivity of the available data does 
not allow a comprehensive picture. There is no obvious reason for the large 
rise in the share of borrowers taking loans from subsidized institutions in 
2006 and 2007 reported in Table 4 (and it was not possible to have access to 
the raw data to check these figures). The result may be driven by the 
inclusion of a small number of large MFIs that have become financially 
unsustainable. A more recent reported estimate has the share of borrowers 
from subsidized institutions at 29%, with many of these from institutions 
that are close to financial sustainability, although the definition of 
sustainability used in this estimate is not explained (Rosenberg 2010:5). This 
proportion is higher than in the earlier years covered in Table 4 but is well 
below the 2007 estimate. The data in Table 4 are for the full data set 
reported in the MicroBanking Bulletin. However, while the upward trend in 
Table 4 is a major cause for concern, this is not an unambiguous indication 
of a falling trend in sustainability in the industry, since additional (not 
necessarily new) MFIs are added to the data set each year. Further, the 
share of loans given by financially viable institutions of approximately 76% is 
much higher than their share of borrowers, since financially viable 
institutions offer larger loans and have a lower cost per borrower. When a 
consistent set of institutions are compared over a period of time, as in the 
trend analysis of the MicroBanking Bulletin, financial sustainability is higher 
overall because of the biased coverage in favor of financially stronger 
institutions. Here the share of both loans and borrowers taken by financially 
sustainable institutions shows no clear trend.6

                                                           
6   See the MicroBanking Bulletin (2009). The way in which the data are published showing 

median, not mean, values does not allow an accurate estimate of the share of borrowers 
or loans taken by financially sustainable MFIs; taking the median as a proxy for the mean, 
there was no trend in 2005–2007.  

 Thus, while sustainability is a 
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clear policy problem, in the absence of better data it is difficult to state 
categorically that the situation is worsening. What is clear, however, is that, 
while segments of the microfinance industry are now highly profitable, 
others are not, and this must be cause for concern. 
 
14. As discussed below (Section III), the aid community has strongly 
endorsed and encouraged the shift in objectives towards greater 
profitability and commercialization on the grounds that only in this model 
will microfinance ever reach the large numbers of as yet unserved potential 
poor borrowers. However a move in this direction runs the risk of an 
increased concentration on the less poor, as these are more likely to take 
out larger and hence lower cost loans (from the MFI point of view). The test 
of the success of the move towards commercialization is whether in this 
way the industry will grow sufficiently to reach larger absolute numbers of 
the poor, even if the proportion of borrowers who are poor may go down. 
This “mission drift” argument has preoccupied much of the more recent 
debate on microfinance. Loan size is usually taken as a proxy for poverty 
impact (as only the very poor will find it worthwhile to borrow small 
amounts), and it is well documented that banks lend larger amounts (Table 
3). However, the “mission drift” argument implies that, as they evolve and 
shift towards greater profitability, there is a risk that all forms of MFIs lose 
their poverty reduction focus.  
 
15. Relatively little work has tested this hypothesis rigorously, but one 
recent analysis, based on another sample of MFIs from the MicroBanking 
Bulletin, has done so with ambiguous results. The main findings are as 
follows: 
 

(i) Other things being equal, within the group of MFIs using an 
individual lending methodology, the more profitable lend 
more to the poor (as proxied by average loan size) and to 
women, although there is no relationship between 
profitability and either loan size or loans to women for 
group lenders or village banks. 
 

(ii) However, as individual lending MFIs get older they tend to 
lend less to the poor and to women. 

 
(iii) As group lending MFIs get bigger they also lend less to the 

poor and to women. This negative effect of size is also 
found more weakly for individual lenders. 

 
16. These trends work in opposite directions, but the authors conclude 
that, for larger and older MFIs, the results are consistent with the view that 
“as institutions mature and grow they focus increasingly on clients that can 
absorb larger loans” (Cull et al. 2007). This is not necessarily “mission drift” 
in the strict sense, since more poor borrowers could still be served under a 
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commercial model, but it is a warning that even NGO MFIs may not be 
focusing primarily on the very poor anymore.   
 
17. Another aspect of the “mission drift” argument is that the entry of 
commercial banks in the small loan market will change the behavior of MFIs. 
One possibility is that MFIs will start to behave like conventional banks, 
focusing on better-off borrowers and raising loan size. However, it is 
possible that competition will affect different types of MFIs differently, with 
the greatest impact on those closest in operation to commercial banks—
that is, specialist microbanks and those focused on individual lending—
rather than NGOs. Evidence in support of this latter hypothesis is found by 
Cull et al. (2009), who, in another analysis across a large sample of MFIs, 
found that measures of commercial bank penetration are negatively 
associated with average loan size and positively associated with the share of 
loans going to female borrowers for microbanks and those using individual 
lending. For NGOs there is no such relationship. The implication is that the 
entry of commercial banks into the small loan market can push the 
commercially-oriented segment of the industry in a pro-poor direction, thus 
at least partly counteracting the opposite tendencies associated with 
“mission drift.”      
 
18. MFIs, like other financial institutions, are affected by national and 
global macroeconomic trends such as the current severe global recession. 
Problems manifest themselves both in the difficulty of borrowers in making 
repayments and in the shortage of external institutional funding. A 
distinctive feature of microfinance is that repayments from existing clients 
are normally closely linked with the availability of new loans. Hence, if 
borrowers feel that no new loans are forthcoming, they will lose their 
incentive to repay existing loans, thus threatening the basis of an MFI. In 
general, however, since MFIs have a client base that serves local markets 
and do not invest depositors' funds in international financial markets, the 
expectation is that they will be more resilient than conventional financial 
institutions in the face of global financial shocks. The clearest evidence of 
this comes from the Indonesian financial sector in the late 1990s in the 
wake of the Asian financial crisis, and this pattern, it appears, is being 
repeated currently.  
 
19. As yet there is little evidence that a significant number of MFIs have 
run into major liquidity problems, with external sources of funding drying up 
as a result of the recession. In 2008, institutional investors in MFIs received 
relatively high returns in comparison with yields available in emerging 
markets more generally, and microfinance fund assets were projected to 
continue to grow strongly in 2009, with surveys of MFI managers revealing 
general optimism (CGAP Brief 2009a, 2009b). However, even nondeposit-
taking NGO MFIs raise a significant share of their capital from commercial 
sources and are therefore vulnerable to a shortage of global liquidity. It is 
for this reason that both MDBs and national development agencies have 
established liquidity facilities for MFIs; for example, in February 2009, IFC 
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and the German agency Kreditanstalt für Wiederaufbau launched a $500 
million cross-border refinancing facility for MFIs and, on a much smaller 
scale, IADB announced a $20 million financing facility for Latin American 
MFIs in October 2008 (Littlefield and Kneiding 2009).  
 
20. Problems largely unrelated to the global financial recession have 
been identified in four countries that experienced very rapid growth in MFI 
activity in recent years. In markets as different as Bosnia and Herzegovina, 
Morocco, Nicaragua, and Pakistan, overexpansion has created a serious fall 
in repayment rates for several leading MFIs. While the global recession may 
have affected borrower incomes, a recent analysis of these cases argues 
that the key difficulties were caused by overexpansion of the industry itself, 
leading to the erosion of lending standards and the overstretching of MFI 
staff. The rapid proliferation of MFIs in these four countries created a highly 
competitive structure that harmed the longer term development of the 
industry by allowing borrowers to take out multiple loans from competing 
MFIs, by saturating particular geographic segments of the market, and by 
competing for trained staff. The practice of multiple borrowing, where, in 
the presence of strong competition among MFIs, clients take out loans from 
more than one MFI, can seriously undermine incentives to repay, since one 
of the key features of microlending has been that borrowers repay small 
loans to ensure regular access to further credit. With MFIs competing to 
offer new loans with minimal credit checks, this link between repayment 
and further credit is greatly weakened. These recent experiences clearly 
warn against rapid growth in the absence of an adequate infrastructure 
(such as credit bureaus and rating agencies) and caution against MDBs 
encouraging overexpansion through the availability of relatively low-cost 
funds (Chen et al. 2010).  
 

 
III. Role of Multilateral 

Development Banks 
 
21. MDBs have played an important role in the evolution of the 
microfinance industry. From the late 1980s through the 1990s, their funding 
focused typically on supporting NGO MFIs, usually based on the Grameen 
small group model. For example, from 1988 to 1999, the Asian 
Development Bank (ADB) approved 14 microfinance projects for $260.1 
million, 13 projects with microfinance components valued at about $106.8 
million, and 45 technical assistance (TA) operations for $24.4 million (ADB 
2004). Similarly, between 1990 and 2003, IADB provided $838 million for 
microenterprise development, of which $190 million was under the Social 
Enterprise Program channeled through NGOs and credit unions (Ramirez 
2004). The African Development Bank (AfDB) lent around $188 million for 
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microfinance credit and technical support in 21 countries under its African 
Development Bank Microfinance Initiative for Africa (AMINA) program in 
1997–2001 (AfDB 2003). World Bank funding to microfinance in 1993–2002 
averaged around $140 million annually (CGAP Focus Note 2004: footnote 6). 
Since then there has been a major expansion of lending, with ADB alone 
recording a cumulative microfinance portfolio of $1.8 billion by the end of 
2008. Table 5 summarizes the most recent data on the funds committed by 
MDBs to the industry, while Table 6 gives the regional breakdown of total 
commitments, distinguishing between donors (MDBs, bilaterals, NGOs, and 
charities) and investors (international financial institutions [IFIs] and private 
institutional investors).7

 

 Overall total commitments are approximately 
equally divided between donors and investors, but the latter dominate in 
the higher income regions of Eastern Europe and Central Asia, and Latin 
America and the Caribbean. Two-thirds of funds are as debt, with 17% as 
grants (principally from bilateral donors and charities), with the remainder 
as equity and guarantees. In terms of the recipients of these funds, it has 
been documented that lending by MDBs and other IFIs has been channelled 
towards well-established alpha-rated MFIs, leading to the charge that public 
funds have been crowding out private investors and forcing them to look to 
the newer or riskier MFIs (Abrams and von Stauffenberg 2007). This analysis 
relies on data up to 2005, and it is not clear how far it remains valid for 
more recent years. However, the general point that, as in other aspects of 
development, lending of public funds should focus on additionality and not 
supplant private sources is valid. Some of the recent overexpansion of the 
industry highlighted in para. 20 may have been due to the ready 
accessibility of funds from IFIs; the Bosnian and Moroccan markets, for 
example, have been heavily funded by IFIs.  

Table 5: Funds Committed to Microfinance by Institutiona (as of December 2008) 

Institution 
Committed Funds 

($ billion) 
ADB 1.78 
World Bank 1.48 
EBRD 0.89 
IFADb 0.79 
IFC 0.74 
AfDBb 0.43 
ADB = Asian Development Bank,  AfDB = African Development Bank, EBRD = European Bank 
for Reconstruction and Development, IFAD = International Fund for Agricultural 
Development, IFC = International Finance Corporation. 
a Data are not reported for IADB. 
b Data refer to December 2007. Data are for committed funds whether or not 
disbursed.  
Source: Derived from data downloaded from http://www.cgap.org/funders. 

 
 
  
                                                           
7   The data in Tables 5 and 6 are from the 2008 survey by CGAP of cross-border flows of 

funds to support microfinance. They do not cover domestic funds and are not 
comprehensive in that CGAP estimates that they cover only about 80% of cross-border 
flows.  
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Table 6: Funds Committed to Microfinance by Region and Institutional Type 

Region 
Committed 

Funds 
($ billion) 

From Donors 
(%) 

From Investors 
(%) 

East Asia and the Pacific 01.1 60 40 
Eastern Europe and Central Asia 03.3 12 88 
Latin America and the Caribbean  02.2 22 78 
Middle East and North Africa 00.7 53 47 
South Asia 03.6 85 15 
Sub-Saharan Africa 02.0 74 26 
Multiregional 01.9 33 67 
Total 14.8 48 52 

  Source: Derived from data downloaded from http://www.cgap.org/funders. 
 
22. The initial projects fell under the “poverty reduction” model of 
microfinance with the explicit goal of providing credit to the poor to 
transform their economic opportunities and allow them to grow out of 
poverty. Following the success of Grameen and other NGOs, group lending 
was the most widely used lending methodology at this stage. However, in 
the late 1990s thinking shifted to a broader “financial services” perspective, 
wherein microfinance was viewed as a distinct segment of the financial 
sector, as far as possible operating on a financially sustainable basis, and 
offering the poor a range of financial services including savings and 
insurance products, as well as microcredit.  The key phrase in the policy 
statements of donors became the “need to mainstream microfinance.” This 
change in thinking, mirrored in other MDBs, is illustrated in the policy 
statement of ADB in 2000, which confirmed a shift from “providing support 
for narrowly defined microcredit projects to building financial systems for 
the poor. Until the late 1990s, the microfinance industry in many Asian 
countries was unimodal: MFIs were largely supply-driven, providing mainly 
short-term working capital loans for income-generating activities, as this 
was considered to be the primary mechanism for helping the poor. Many 
MFIs have since changed their product and service menus. Some have 
adjusted repayment schedules and loan sizes to align them better with the 
requirements of their target markets. Others have expanded their product 
lines.” (ADB 2004)8

 
 

23. This new approach required continued dialogue between MDBs and 
governments on ways of reforming financial sectors to allow MFIs to offer a 
range of financial products and in particular to remove controls on interest 
rates that were perceived as a key obstacle to the financial sustainability of 
MFIs. In terms of MDB operations, there was a shift towards encouraging 
the transformation of NGOs into banks or nonbank financial institutions, 
helping to fund new microfinance banks, and supporting the move of 
existing commercial banks into the industry.  
 

                                                           
8 Recent academic work has confirmed the importance for the poor of having access to 

services that allow them to fund unexpected events, and live and work with adequate 
working capital (see Collins et al. 2009).  
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24. IFIs such as IFC and EBRD always had a different perspective on 
microfinance, given their different missions such as fostering private sector 
development (as with IFC) or stimulating transition to a market economy (as 
with EBRD). For these organizations, microfinance was always interpreted as 
channelling relatively small (but not necessarily micro in the development 
sense) loans to micro and small enterprises.9 Given the larger loan size and 
the enterprise focus, this could not be done readily through small-group, 
NGO-based lending, and these organizations always saw banks or registered 
nonbank financial institutions as natural financial intermediaries for their 
funding. IFC approved its first MFI operation in 1996, although lending did 
not become significant (that is, above $20 million annually) until 2002, well 
after the shift in aid agency thinking.10

 

 EBRD began its main microfinance 
lending with its Russia Small Business Fund in 1995 for $150 million, which 
operated exclusively through the commercial financial sector. As of 2003, 
when this program was evaluated, it had not involved NGOs as financial 
intermediaries, although this had been under discussion for some time, and 
EBRD lending to nonbank MFIs is now operational in Central Asia and 
Southeast Europe (EBRD 2003). EBRD, in conjunction with other agencies, 
has supported the formation of a number of specialist microfinance banks, 
but its main lending continues to be through existing commercial banks 
operating at the smaller scale end of the loan market (EBRD 2006).  

25. A survey of evaluations of these diverse MDB operations reveals 
general satisfaction with the results unless the countries concerned were 
difficult operating environments. For example, the initial review of AfDB’s 
AMINA program found it unsatisfactory on the grounds of poor quality at 
entry of MFI projects, where “designs did not adequately assess the ability 
of those targeted for loans to absorb, invest, and repay them at market 
interest rates” (AfDB 2006). Similarly, the Independent Evaluation Group 
(IEG) report on IFC lending to MFI financial intermediaries in “frontier” 
countries found a development success rate (71%) above the average for all 
IFC projects in these countries (61%), but with most of the failures also 
located in Sub-Saharan Africa (AfDB 2003, World Bank IEG 2008). Most 
evaluations focus narrowly on number of borrowers reached and 
repayment rates, which have generally been very high, and by these criteria 
most projects have been found to be successful (although the need for high 
repayment rates to make short-term loans sustainable was not always 
appreciated). As the issues surrounding poverty-focused and 
microenterprise MFI operations are distinct, these are discussed separately 
in sections IV and V, respectively.  
 

                                                           
9 As noted in para. 1, a common definition of a microloan is one less than 50% of GDP per 

capita in the country concerned. 
10  In 1996–2002, only three small IFC loans went to support nonprofit NGO or credit union 

projects. More than 30 others went to commercial banks or commercially-oriented 
financial intermediaries (World Bank Independent Evaluation Group 2008: 14–15). 
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26. Surveys by three regional banks (IADB 1997, ADB 2000, AfDB 2006) 
on the experiences of their early MFI projects highlight key common 
lessons:  
 

(i) Locating microfinance within a reformed financial sector (a 
“financial systems” approach) is key. 
 

(ii) Given the diversity in demand for microfinance services, a 
broad range of institutional types (NGOs, banks, 
cooperatives, and so forth) is needed. 

 
(iii) Development of a strong set of retail institutions to market 

microfinance to the poor is essential. 
 

(iv) Considerable TA is required to support MFIs in developing 
innovative financial products. 

 
(v) The demand for savings services among the poor is as 

strong as that for credit. 
 

(vi) Microfinance projects that are components of broader 
multisector projects are less likely to be successful than 
standalone projects. 

 
(vii) Microfinance clients are more concerned about access to 

appropriate services than their cost (that is, there is a low 
interest rate elasticity of demand for credit).11

 
 

27. A major concern of the MDBs in following a financial systems 
approach has been to use their funding to leverage private capital to invest 
in sustainable MFIs, both by improving the capacity of the latter to function 
effectively and by improving the confidence of investors in the industry. Aid 
funding to governments is by definition concessional for a country, and the 
subsidy element must accrue to someone. In principle, in microfinance 
there are three main possibilities:  
 

(i) The interest rate subsidy is kept by the government (or a 
development bank), as the funds are onlent to an apex 
institution or directly to an MFI at a commercial rate. 
 

(ii) The interest rate subsidy goes to the MFI, which onlends to 
borrowers at a commercial rate.  

 
(iii) The interest rate subsidy goes to the final borrowers, as the 

MFI charges an interest rate that reflects only its costs. 

                                                           
11  Of these lessons, the interest rate inelasticity argument is the most controversial; recent 

empirical work shows that this issue is far from resolved (see Karlan and Morduch 2009).  
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28. MDBs have pushed, largely successfully, for the last of these 
alternatives not to occur on the grounds that subsidized direct lending to 
borrowers is an extension of “financial repression” policies. Evaluation 
reports illustrate concerns from past operations in this regard, particularly 
in the 1990s.12 Direct subsidies to MFIs have continued, however, as the 
data in Table 4 indicate, but these are normally now directed at the 
institution rather than at direct borrowers. Theoretically, such subsidies can 
be justified as a means of meeting MFIs’ initial high startup costs (for 
example for TA and training), provided they are time-limited and combined 
with clear performance targets, or where they are “smart subsidies” 
targeted at particular poor groups (for example as part of the “graduation 
programs” used to train the poor for subsequent borrowing).13

 

 In practice, 
the continued prevalence of subsidies suggests that their use goes 
considerably beyond these theoretical cases to cover the operating costs of 
many MFIs. IFIs, like IFC and EBRD, explicitly restrict subsidies—for example 
in the form of grant finance or quasi equity (loan funds that do not need to 
be repaid in full if the project runs into difficulties)—to TA and startup costs.  

29. As part of the financial systems approach, licensing of nonbank MFIs 
to allow them to take in retail deposits and access the funds of institutional 
investors or central bank lines of credit has been a central part of recent aid 
agency strategy, and many countries have received TA to support their 
central banks or other bodies in this supervisory and regulatory role. 
Detailed evaluations of this support are not available. However, a review 
drawing on funding agency experiences in the 1990s, principally but not 
exclusively in Latin America, highlighted a number of issues regarding 
regulation that are likely to retain their relevance today (Christen and 
Rosenberg 2000):  
 

(i) Supervisory tools applied in the context of commercial 
banks must be modified when applied to transformed MFIs; 
for example, one of the most powerful tools available to a 
supervisor is to demand that owners put more capital into a 
bank with serious loan losses in a “capital call.” NGO MFIs, 
often owned by external agencies, are rarely in a position to 
respond to such demands. Similarly, another option for a 
supervisor of a commercial bank in difficulty is to suspend 
further lending; however, in the context of an MFI, this may 

                                                           
12  For example, the World Bank Project Performance Assessment Report on the Vietnam 

Rural Finance Project (World Bank 2009a:16) comments on the use of subsidies to direct 
borrowers by the Vietnam Bank for the Poor “which the Bank made the mistake of 
agreeing to.” Similarly, another project performance assessment report on the 
Philippines highlights competition from subsidized loans through the Development Bank 
of the Philippines, which “immediately undercut the lending rates in the Bank’s loan 
agreement” (World Bank 2009b:17).  

13  Armendariz and Morduch (2005) in chapter 9 discuss the case for subsidies in 
microfinance. 
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place the whole operation in jeopardy, since once clients 
who are making regular repayments see that further 
lending is uncertain, they will lose their incentive to repay 
their existing loans. 
 

(ii) Monitoring MFIs, as compared with commercial banks, 
requires much less detailed reporting of loans, given their 
small size, lack of collateral, and often group guarantees.  

 
(iii) In some countries, MFIs may be able to raise the capital 

needed under existing commercial bank licensing 
arrangements, so that a special MFI licensing window is 
unnecessary. However, commercial bank regulations on 
limits to unsecured lending (for example, to 25% of equity) 
may be inappropriate for MFIs. 

 
(iv) Regulation should not introduce interest rate ceilings for 

microloans, given the high transaction cost per dollar lent, 
and should allow flexibility and experimentation in 
developing credit products. 

 
(v) A number of countries have a shortage of sustainable NGO 

MFIs, and the opening of a special licensing window for 
MFIs is no guarantee that weak institutions will improve 
their performance to take advantage of the opportunities 
offered by licensing. 

 
(vi) Given the limits on supervisory capacity, there is no 

advantage in trying to license and regulate relatively small 
MFIs or financial cooperatives that take in depositors’ 
savings as a means of accessing loans, since such small 
institutions pose no threat to the stability of the overall 
financial system, and depositors are typically net debtors. In 
other instances, small MFIs that take in deposits unrelated 
to their loan products may still play a useful role, since the 
savings products they offer may be no more risky than 
other informal forms of savings such as cash or livestock. 
Hence, comprehensive regulation of all small MFIs may be 
unnecessary. 

 
(vii) Self-supervision, for example by a federation of MFIs, has 

been shown to be ineffective. Delegation of supervision, for 
example from the central bank to a federation of MFIs, is 
more plausible but requires the active involvement of the 
supervisory body to ensure that the agent with the 
delegated responsibility works effectively. 
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(viii) Rating agencies for MFIs and credit bureaus for borrowers 
can play a useful role but are difficult to set up and may face 
limited demand initially. 

 
30. Of these lessons, the main qualification from today’s vantage point 
is that in countries with a fast growth rate of MFI activity (such as those in 
Table 2), relatively small MFIs may grow rapidly, increasing the need for 
some minimum degree of financial regulation, both in narrow financial 
terms such as provision for adequate capital reserves as well as in consumer 
protection, to avoid excessive lending to vulnerable clients. As the MFI 
sector expands, it will inevitably increase its links with commercial banks, 
for example relying on banks for liquidity and emergency credit lines. The 
closer the integration becomes, the greater the systemic risk posed by 
failures in the microfinance sector, increasing the need for regulation.  
 
31. Experiences in low-income economies such as much of sub-Saharan 
Africa, where the difficulties of regulating and monitoring effectively are 
likely to be greatest, suggest a minimum set of prudential rules for deposit-
taking MFIs that cover  
 

(i) capital requirements (including one or more of minimum 
capital limits, retained earnings, or capital adequacy ratios); 
 

(ii) risk concentration limits (typically in relation to a single 
borrower); and 

 
(iii) limits on liquidity ratios. 

   
32. Savings associations and credit unions, as well as smaller MFIs, 
would typically not be covered by such requirements (Basu et al. 2004). 
 
33. Despite the broadly positive assessment of MDB MFI operations 
noted above, when the organizations have requested external evaluations 
of their projects, more problems have been revealed. Such an evaluation of 
World Bank and United Nations Development Programme (UNDP) MFI 
projects conducted at their request by CGAP in 2004 revealed a much more 
disappointing picture than the MDBs’ own evaluations, with less than a 
quarter of the projects funding microlending judged to be successful in 
terms of sustainability (CGAP Focus Note 2004). Around 45% were judged 
“unacceptable” and another third “weak.” Significantly, many of the same 
projects had been evaluated as successful by the organizations’ own 
evaluations. Key findings of the external evaluation were as follows: 
 

(i) In terms of institutional arrangements, professionally 
managed MFIs performed much better than those managed 
by group members themselves. The MicroStart model 
applied by UNDP, wherein implementation is carried out by 
a recognized technical service provider, with close guidance 

microfinance paper - layout ver4.pdf   29 05/11/2010   7:35:50 PM



 18 Making Microfinance Work: Evidence from Evaluations 

and monitoring from specialist staff of the United Nations 
Capital Development Fund, was found to work well.  
 

(ii) Group-managed revolving loan funds, which disbursed 
World Bank or United Nations funds, did not work well, with 
high default rates, as members were not lending their own 
money. Savings-based groups and self-help groups, which 
onlent the savings of group members, performed better. 
 

(iii) In terms of project design, MFI projects that were 
components of larger projects were less successful than 
stand-alone MFI projects, since they were less likely to 
receive strong technical inputs and management attention, 
and the nonfinancial objectives of the broader project might 
have diluted the focus on financial targets. 

 
(iv) MFI projects with good reporting standards were more 

likely to be judged successful, since a focus on results 
ensured that managements were aware of any emerging 
problems. 

 
(v) A shortage of sound retail-level institutions to disburse 

microcredit, rather than a shortage of funds to disburse, 
was the key constraint in a number of countries. 
Development agency pressures to disburse funds quickly led 
in some cases to the inappropriate or premature selection 
of institutions not yet up to the task. 

 
(vi) Microfinance specialists in the World Bank in particular 

were insufficiently involved in the design of many of the 
projects. 

 
34. The CGAP evaluations usefully add to the general lessons noted in 
para. 33. CGAP reports that both agencies took its evaluation results 
seriously and instigated changes in their practices with, for example, the 
World Bank requiring better reporting of core performance indicators and 
more regular involvement of financial sector specialists in the review of lines 
of credit. A similar concern over lack of microfinance specialists was raised 
in a donor peer review of AfDB microfinance projects in 2002, which 
recommended cleanup of the portfolio and strengthening of the central 
microfinance unit. These recommendations were accepted and built into 
the AfDB’s plan for the industry (AfDB 2006:11). 
 
35. In 2006, the International Fund for Agricultural Development (IFAD) 
reviewed all of its rural finance projects (most of which had microfinance 
components) to assess their effectiveness in the light of the new IFAD Rural 
Finance Policy (RFP). This policy reflected the shift in aid agency thinking on 
the need to develop a sustainable financial systems approach to 
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microfinance combined with IFAD’s strong focus on stakeholder 
participation. The review was triggered by the poor scores of many IFAD 
rural finance projects in evaluations. The summary of this evaluation 
surveyed the results of rural finance projects in a number of countries. 
Overall, the review confirmed the disappointing verdict on earlier projects. 
In the review, on a scale of 1 to 6, where 1 and 2 are variants of 
unsatisfactory in relation to RFP objectives, 3 is neutral, and 4 to 6 are 
varying degrees of support for RFP objectives, the project average for the 
period prior to the adoption of the RFP (1996–2000) was 2.7, compared 
with an average of 3.2 for the 5-year period 2001–2005. This modest 
improvement over time still meant that overall “positive performance 
characteristics only marginally outweighed the negative” (IFAD 2007:18). 
The majority of rural financial institutions (60%) supported over these 
periods and reporting the information were achieving operational self-
sufficiency, but only 24% were achieving financial self-sufficiency. 
Furthermore, a significant number of institutions did not supply data on 
self-sufficiency, suggesting that either they were not meeting these financial 
criteria or they did not have the information on which to make an 
assessment. Overall, it was judged that the vast majority of clients reached 
were poor, but only 10% were deemed “the poorest of the poor” (IFAD 
2007:23).14

  
   

36. The summary evaluation highlights problems found in IFAD rural 
finance projects prior to 2000, when the RFP was introduced (IFAD 2007:28–
31). These include  
 

(i) a supply-driven focus that did not identify the type of 
financial products in demand by the rural poor, with 
narrowly defined and unattractive products on offer; 
 

(ii) poor monitoring and lack of technical capacity in project 
implementing agencies and lack of training in microfinance 
for IFAD’s own staff; this lack of technical expertise was 
exacerbated by slow bureaucratic procedures in 
government ministries or other public sector bodies acting 
as intermediaries; and 

 
(iii) funding of multisector projects, which used credit to 

enhance production activities, but which had the effect of 
diluting the focus of credit-based activities. 
 

37. IFAD projects implemented after 2000 showed more evidence of 
following best-practice design, focusing more on financial sector issues and 
making greater use of cooperatives, self-help groups, and commercial 
banks, as opposed to the more traditional rural finance model based on 

                                                           
14   The definition of the poorest of the poor appears to be based on a lack of “means of 

production,” not on a particular relation to the national poverty line. 
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state-owned development banks. However, influence over sector policy was 
not always great, and in some cases target markets were very narrowly 
defined, making it difficult to achieve sustainability.15

 

 Also, the focus 
remains largely on the supply of credit, and, it is suggested, insufficiently on 
other financial products like savings accounts, insurance, and the handling 
of remittances. Monitoring remains a challenge, and although there is now 
a much greater awareness of the standard performance indicators used in 
the industry, a lack of internationally qualified rural finance experts in the 
field to implement and monitor projects remains a problem.  

38. Finally, in contrast to the focus on removing subsidies to direct 
borrowers discussed in paras. 27 and 28, a very recent concern has been the 
very high real interest rates that have been charged by MFIs in some 
countries. The possibility of very high interest rates reflecting the high 
lending cost and risk levels per dollar, making it difficult for borrowers to 
graduate from poverty (even if the loans themselves can be repaid), is 
attracting attention, and initiatives are underway to develop responsible 
microfinance lending and to promote consumer protection advisory 
products for microfinance to ensure that borrowers take out loans 
appropriate to their circumstances. Such concerns are in addition to adverse 
selection arguments linked with very high interest rates. Separately and in 
addition, in many countries there is an emerging worry that poor consumers 
may suffer from aggressive lending practices and that banking or 
microfinance industry associations do not have meaningful and enforceable 
codes of good practice for lending or collection of debts. The need for 
transparency and fairness and the importance of avoiding overindebtedness 
lie behind the Client Protection Principles for microfinance that have been 
set out by CGAP and the Smart Campaign established in March 2009 to 
lobby for their implementation. The key principles of the campaign are 
listed as avoidance of overindebtedness, transparent pricing, appropriate 
collection procedures, ethical staff behavior, a mechanism to redress 
grievances, and privacy of client data.  
 
39. The issue of “excessively” high interest rates was also highlighted by 
the highly profitable initial public offering (IPO) of the Mexican MFI Banco 
Compartamos, whose adjusted annual interest yield was estimated to be 
86% in 2005 (see para. 57). When value-added tax was included, the rate 
paid by borrowers reached approximately 100%. Such high rates have raised 
questions over whether it is in the interest of borrowers to take out such 
high-cost loans (Rosenberg 2007). 
 
40. In general, external evaluations of MDB projects have been clearly 
more critical than internal evaluations, often highlighting concerns both 

                                                           
15  Projects in the Lao People’s Democratic Republic and Guatemala that targeted the poor 

in very remote and inaccessible areas are cited as cases in which project sustainability 
was an impossible goal because of the narrowness of the market and the high cost of 
serving it. 
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over the technical capacity of MDBs to operate in a rapidly changing and 
relatively specialized sector and over the financial sustainability of the MFIs 
that have been supported. The MDBs have nominally accepted the 
recommendations of these reviews and in particular have aimed to 
introduce more microfinance specialists into their operations. However, as 
noted in para. 13, the financial sustainability of segments of the sector 
(particularly MFIs offering small loans with high costs per dollar lent) 
remains a problem that has not yet been overcome.  
 

 
IV. Lessons from Poverty-

Focused Microfinance 
Institutions 

 
41. The original aim of donor-funded microfinance initiatives was to 
build on the success of earlier solidarity group projects, which used group 
pressure and social interaction to overcome some of the imperfections 
inherent in credit markets. There were great expectations that well-
designed microcredit programs targeted at the poor could replace earlier 
and largely unsuccessful financial sector interventions based in public sector 
development banks. Small and frequent loans could allow both small 
investment by the poor in productive activities and also the phasing or 
“smoothing” of consumption over time to address cyclical or seasonal 
trends or one-off unexpected events like illness or death. The variability of 
income can be just as much a problem for the poor as its low average level. 
The poor typically need access to small savings deposits that will allow 
sudden lumpy withdrawals to meet unexpected expenditures. This explains 
the existence of informal savings schemes (in some cases where the poor 
are charged for saving), rotating savings, credit associations, and savings in 
physical assets like jewelry and livestock. If the introduction of microfinance 
services can offer safer and cheaper savings products than these informal 
mechanisms they can meet an important need. However, it was pointed out 
relatively early on that access to microcredit might not be appropriate for all 
of the poor, particularly the very poor (Hulme and Mosley 1996). The latter 
might be excluded by solidarity groups on the grounds that the risk of their 
default is too high. Equally, in individual lending schemes, they might be 
excluded by an MFI loan officer for the same reason. The very poor 
themselves might also be too risk averse to take out loans. 
 
42. The best documented illustration of a relatively early poverty-
focused externally funded microfinance intervention is the Rural 
Microenterprise Finance Project in the Philippines, jointly funded by ADB 
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and IFAD which commenced in 1996 and terminated in 2002. This project, 
which was examined in depth by both organizations, illustrates clearly both 
the strengths and some of the limitations of NGO-based microfinance (IFAD 
2003, ADB 2007). The project was executed by a public sector apex 
institution, the People’s Credit and Finance Corporation (PCFC), which 
onlent funds to participating NGOs, cooperatives, and rural banks, largely 
working with the Grameen group lending methodology characterized by 
small groups, some compulsory savings, frequent repayments, and regular 
meetings. The project also had a training component for participating MFIs 
conducted by PCFC and two of the stronger MFIs.   
 
43. Significantly, while IFAD was initially skeptical about the 
effectiveness of the Grameen methodology in the Philippines, preferring a 
focus higher up the income scale on the “enterprising poor,” its evaluation 
found that “actual results have exceeded expectations by a wide margin” 
(IFAD 2003). This success was in outreach, for example, in terms of number 
of borrowers (435,654 borrowers as compared with a target of 300,000), 
establishment of self-help groups (92,504 as compared with the target of 
50,000), branches (447 as compared with the targeted 305), and repayment 
rates (98% from MFIs to PCFC, and 96% from final borrowers to MFIs). 
These figures do not account for dropouts, however (IFAD 2003:8). 
Furthermore, a repayment rate of 96% on short-term loans of 3–6 months 
can create sustainability problems. 
 
44. The project was also deemed instrumental in changing government 
ideas on the development of the sector. The government regulatory 
framework was reformed to allow the transformation of a number of MFI 
NGOs into rural banks and the shift of existing rural banks into microfinance 
activity through the lifting of a moratorium on the opening of further 
branches for rural banks engaged in microfinance and the opening of a 
central bank rediscount window specifically for microfinance. While the 
original focus when the project commenced was on lending through NGOs, 
formal financial institutions came to account for over 60% of PCFC loans by 
2002, with some of the participating NGOs reaching only very small 
numbers of clients (IFAD 2003:xvi). Currently, PCFC remains the key 
wholesale institution for microfinance in the country. However, it cannot 
take in deposits, and donor funding remains important. Its long-run 
sustainability has been questioned in a recent World Bank evaluation, which 
suggests that it will need to be privatized and converted into a bank or 
absorbed by an existing bank if it is to continue to play a key role (World 
Bank 2009b:15). 
 
45. This performance, in terms of both outreach and wider institutional 
change, was judged a clear success in both the IFAD evaluation report and 
an ADB project performance evaluation report. Closer examination, 
however, reveals the limitations of the project in the area in which it was to 
be focused—targeting of poor rural females in the bottom 30% of the rural 
population. The original Grameen methodology, as practiced here, has 
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strong elements of self-selection, with the idea that only the poor will seek 
small loans with the complications caused by group liability and frequent 
meetings. On the other hand, as noted above, the very poor may be 
excluded by other group members on the grounds that they are a risk to the 
success of the group, or they themselves may lack the confidence or 
entrepreneurial spirit to voluntarily enter a group and rightly judge that 
they will not have the income stream to allow regular repayments.  
 
46. The design of the project built in a means test as a way of ensuring 
that the targeted poor were reached. However, the means test criteria set 
by PCFC—housing standard, assets, and household income—appeared well 
above the official national poverty line. For example, the income limit was 
P10,000 monthly household income for a family of six as compared with the 
national poverty line figure for a family of the same size of P6,912 and a 
rural poverty line of P6,093. The asset cutoff was set at P150,000, which, 
while arguably relatively generous itself, was not strictly enforced; a 
subsequent ADB impact survey revealed that 20% of borrowers had more 
than this value of assets (ADB 2007:10–12). The project was also designed 
to apply location targeting by focusing in particular on poorer provinces of 
the country. This objective was also missed in that seven of the poorer 
provinces had received very little of the credit allocations through PCFC by 
the time of the IFAD evaluation. Setting and imposing appropriate means 
tests is operationally complex and has been a difficulty in many targeting 
programs, not just in microfinance. There is often an ambiguity in the 
definition of who exactly is poor and in the appropriate criteria for defining 
poverty.16

 

 The simple expedient of focusing on the landless or those with 
land holdings below a certain size (like half an acre) was the criterion 
applied in the original Grameen model and may be the most practical 
indicator to apply (although subsequent data have revealed that the cutoff 
of half an acre was not always strictly enforced by Grameen in its early 
lending [ADB 2007]).  

47. More detailed evidence on the extent of leakage from this program 
in the Philippines is provided in the follow-up impact evaluation conducted 
by ADB in 2007. At the end of the program in 2002, 618,000 clients had 
been reached, of whom 97% were women; average loan size had been very 
small at $106 (only 7% of per capita income). However, a survey of new and 
existing clients in 2006 found only 10% with expenditure below the official 
poverty line, with the bulk clustered around, but over, the poverty 
threshold. This is consistent with the fact that, as noted, the original means 
test criteria set a threshold above the official poverty line. This difficulty in 
targeting the core poor is not confined to this project in the Philippines. The 
same ADB study examines two projects in Bangladesh with a microfinance 
component. For one, the Participatory Livestock Development Project, 
average borrower monthly income ($54) was below the poverty line ($59), 

                                                           
16  See an illustration of this problem in targeting at the village level in India in Srivastava 

(2006).  
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although borrowers appeared better off than the average poor by indicators 
such as floor space and access to electricity. However, participants in the 
Rural Livelihood Development Project had an average monthly income ($79) 
roughly one-third above that of the poor, much larger floor space, and 
considerably greater access to electricity. Similarly, microfinance borrowers 
from credit unions in Uzbekistan have assets that far exceed those of the 
rural poor (ADB 2007). For all of these projects a gender objective in the 
sense of enhancing the economic position and independence of women was 
also important. Here greater success appears to have been achieved, since 
the bulk of borrowers were women. However, there is no automatic 
guarantee that higher female borrowing leads to greater self-control over 
their lives or in some instances even over the money borrowed, and there 
are studies that come to conflicting conclusions.17

 
 

48. These evaluation results on the inability of MFIs to reach the core 
poor have been replicated in several research studies (see Meyer 2002, 
Montgomery and Weiss 2005, and Karlan and Morduch 2009). The 
characteristics that make the very poor difficult for conventional financial 
institutions to reach have also restricted their access to MFIs. Thinking in 
the industry has shifted to recognize the need for additional promotional 
and training measures for the very poor before they can be considered for 
membership in MFI programs.18 This idea of “graduation” into microfinance 
has been strongly influenced by the successful examples of a few 
institutions, the best documented of which is the case of the Income 
Generation for Vulnerable Group Development (IGVDG) program of the 
Bangladesh Rural Advancement Committee (BRAC). This used funds from 
the United Nations World Food Programme to combine food relief with 
skills training in livelihood development through poultry and vegetable 
production for very poor women, who would subsequently enter the full 
BRAC microfinance program. Reviews of the program have been very 
favorable, and it and similar schemes elsewhere are seen by many as the 
way to integrate the very poor with microfinance.19

                                                           
17 Montgomery (2005) reported that female borrowers in Pakistan stated that taking out 

microcredit leads to their having greater influence in family decisions, both financial and 
personal, such as deciding on number of children. This result does not always follow, and 
for Bangladesh, Goetz and Gupta (1996) found that husbands or male relatives exercised 
considerable control over the funds borrowed.  

 This graduation 
approach requires MFIs either to undertake training and promotion 
themselves or to partner with organizations that will do so. Such training 
and promotional work will have to be subsidized, and there is a clear role 
for aid agencies here to meet these costs as part of poverty targeting 

18 This view of the need for prior training and other support was endorsed in ADB (2006) in 
the context of general poverty interventions. A microfinance example of this is the Credit 
with Education Program pioneered by the NGO Freedom from Hunger. The case for 
combining microfinance with safety net programs and cash transfers to allow the very 
poor to graduate into microcredit has recently been restated by the Ford Foundation (see 
www.cgap.org March 30, 2010). 

19  Hashemi and Littlefield (2006) point to the success of other graduation schemes in 
Bangladesh and Egypt, but a less successful one in Malawi. 
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programs.20

 

 A common view in the microfinance industry is that it is better 
for MFIs to separate clearly their financial activities from such subsidized 
promotional work to avoid diluting their own focus on financial 
sustainability. Nonetheless, even in well-run graduation schemes 
(equivalent to microentrepreneurship development programs for very poor 
people) there is no guarantee that all of the core poor reached by the 
program will actually go on to take out and repay microfinance loans. Even 
in the best cases, between one-fifth and one-third of participants have been 
found to fall back into destitution (Hashemi and Littlefield 2006:7).   

49. The rural poor have special requirements for financial services 
relating to credit to fund both working capital and investment at different 
stages of the crop or livestock cycle, for savings services to deposit 
postharvest income, and for access to remittances from urban areas or 
abroad. Specifically in relation to agriculture, microfinance was seen as an 
alternative to the traditional lending model based on credit directed at 
specific crop or agricultural programs and typically implemented by 
agricultural development banks with subsidized credit. The repayment rates 
of the poor and targeting of such lending programs were widely recognized, 
and the methodology of microfinance—with small loans, frequent 
repayments, compulsory savings, and detailed follow up—was seen as 
offering an alternative model for short-term working capital finance for 
agriculture. It was argued that rural households should be treated as a unit 
with diverse income sources, and loans to them should be based on overall 
capacity to repay, not on the success of individual crops. Hence credit 
should be treated as fungible and could support essential household 
activity, provided households could make the necessary repayments. The 
important attitudinal change required of borrowers was that repayment 
should be seen as necessary regardless of the returns from current farming 
activities.21

 
 

50. Reaching the rural poor poses a special challenge for MFIs, since 
microfinance is acknowledged as being more difficult to apply to agricultural 
lending due to factors like seasonality, climatic risks, and long gestation 
periods in activities like tree crops. In addition, in areas of low population 
density and poor communications the costs of operating retail financial 
outlets for the poor per dollar of transaction are high. However, a number 
of microfinance institutions operate in rural areas, and in 2002–2003, with 
the financial support of IFAD, CGAP conducted a study of best practices 
among nearly 80 relatively successful MFIs conducting agricultural lending. 
The summary version of this research cites many lessons, of which the more 
generic ones are (Christen and Pearce 2005) 
 

                                                           
20 The IGVDG program was estimated to have a subsidy element of $135 per household per 

loan cycle in 2000; see Matin and Hulme (2004).  
21  See, for example, World Bank (2009a), which points to difficulties in incorporating 

microfinance into broader rural finance projects. 
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(i) the usefulness of MFIs having technical staff like 
agronomists or veterinarians aware of agricultural issues; 
 

(ii) the importance of offering rural households savings 
opportunities to allow them to plan for the seasonality of 
their income flows, so savings can be drawn on outside the 
harvest period; 

 
(iii) the need to diversify risk by lending to support a range of 

crops (some MFIs restricted loans to borrowers planting 
more than one crop) and by not allowing agricultural 
lending to exceed a certain proportion of the total loan 
portfolio of the institution (typically no more than one-
third); 
 

(iv) critically, the need to use flexibility in setting loan 
repayment terms to allow for the cyclical nature of 
borrower activity (this could involve loan delivery in 
installments and irregular repayment schedules); however, 
a risk where agricultural loans are a high proportion of the 
portfolio is that this approach can make the MFIs’ income 
flow cyclical and can create liquidity problems at certain 
times of the year; 

 
(v) MFIs based on small incrementally increasing loans being 

not well suited to provide long-term agricultural credit; and 
 

(vi) Developing retail outlets in remote or inaccessible areas is 
difficult and costly, and, while new technology (for example 
utilizing cell phone networks) may help, existing village-
based savings or cooperative associations can provide an 
important link between an apex lender and borrowers; 
however, such associations, if run by their members, may 
require considerable TA if they are to administer 
microcredit, and building institutional capacity can take a 
long time.22

 
 

51. The implication is that well-designed agricultural microfinance can 
work, but there need to be adjustments to the basic model to address the 
key characteristics of the sector. 

                                                           
22 Christen and Pearce (2005) cite the case of community-managed village savings and 

credit organizations in West Africa, where the successful ones in Mali required over 10 
years of TA capacity building before they could operate in a sustainable fashion.  
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V. Lessons from 
Microenterprise Lending 

 
52. Loans to microenterprises from MFIs through MDB lines of credit 
are typically mediated either through specialist MFI banks, licensed 
nonbank financial institutions, or “downscaled” commercial banks that have 
moved into the small-scale end of the lending market. These alternative 
models are found to have different advantages and disadvantages. New 
specialist institutions are likely to have high startup costs, particularly in 
spreading a branch network to reach a large number of borrowers; 
however, as they are new, it should be easier to train staff in the application 
of a lending methodology based on projected cash flow and the character of 
borrowers, rather than on conventional collateral. Downscaled existing 
banks already have branch networks, so startup costs are smaller, but have 
a lending culture based on collateral, which may be difficult to change. The 
balance of advantage of either model will vary with country circumstances 
and the flexibility of the formal financial sector, although in the aftermath of 
the current global financial crisis there is likely to be at least a partial 
refocus on the role of collateral as a source of financial security. The EBRD 
program in Russia, for example, started with the aim of using downscaled 
banks (which had the additional benefit of strengthening the financial sector 
as part of the drive to assist “transition”) but shifted over time towards 
establishing a specialist institution, although partner banks continue to be 
used, particularly in the regions (EBRD 2003).  
 
53. The general lessons identified in the surveys of evaluation reports 
on microenterprise lending by both EBRD and IFC reveal much common 
ground. First, the most basic is the need to work with a well-run 
intermediary capable of applying sound principles in relation to cash flow-
based lending and with a board capable of exercising sound corporate 
governance. Licensed institutions have been the entry point of choice; 
however, some funds have been channeled through NGOs, for example in 
the EBRD loan to Tajikistan. Here comparison in the evaluation report 
revealed much higher productivity per loan officer in the two nonbank MFIs 
involved as compared with bank lending, although because of the smaller 
loan sizes, NGO costs per loan were almost certainly significantly higher 
(EBRD 2008). The report goes as far as stating that the loans from the 
commercial banks under the facility (averaging between $2,800 and $5,000 
depending on the bank) in a country with a per capita income of $1,500 
should not be seen as microlending as understood in a development 
context. The NGOs in the country program, in contrast, followed a group 
lending methodology and offered loans of an average size of between $500 
and $1,100 (EBRD 2008). In an evaluation of microfinance lending in Eastern 
and Southeastern Europe, EBRD was encouraged to look for NGO or credit 
union intermediaries for its loans, where well-run institutions could be 
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identified, as a means of diversifying the market and stimulating 
competition (EBRD 2004). 
 
54. Second, in terms of lessons, lack of financial sustainability of 
intermediaries is the main reason when performance is deemed 
unsatisfactory. Lending and repayment rates are rarely the cause of poor 
performance, and in general there appears to be a strong demand for the 
services of MFIs for both loan and savings products. For example, the EBRD 
Russia Small Business Fund Program was judged only “partly successful” in a 
special evaluation study, since, despite rapid growth in lending and good 
repayment rates, there were doubts about its sustainability in terms of the 
ability and willingness of the participating banks to raise funds for the 
continuation of the project in the absence of external finance. Similarly, in 
the context of IFC microenterprise lending in frontier countries, a survey of 
evaluation results highlighted a key characteristic of unsuccessful projects in 
development terms as those where the MFI had “no license to take deposits 
or a low savings-deposit mobilization rate, equivalent to less than 60% of 
loans” (World Bank Independent Evaluation Group 2008:29). 
 
55. A well-run regulatory regime that licenses MFIs to take deposits and 
open branches will be critical in allowing access to local currency funding. 
The problem of currency mismatches has been highlighted by both IFC and 
EBRD. Microenterprise borrowers will generate revenue predominantly in 
local currency; hence, even if they have some costs in foreign currency, 
lending to such enterprises in foreign exchange imposes a serious exchange 
rate risk on small borrowers. If this is to be avoided, and to minimize the 
foreign exchange risk to MFIs themselves, local currency funding will be 
required. This means that, in offering local currency loans, participating 
MFIs will be required to raise domestic funds for onlending in addition to 
any foreign exchange provided by IFIs or funding agencies. For example, in 
the evaluation of the Russia Small Business Fund, EBRD cites the problems 
that arose from foreign exchange lending to microenterprises in the 1990s 
and argues that in the future a test of the success of such programs will be 
the willingness of participating financial institutions to commit local 
currency counterpart funding to supplement the foreign exchange made 
available by EBRD (EBRD 2003). The foreign exchange risk problem is 
particularly acute in economies with a poorly developed financial sector, 
where MFIs will have difficulty in accessing local currency funding. IFC and 
EBRD operations typically involve onlending in foreign exchange by MFIs, 
with the risk passed on to borrowers, unless local currency funding can be 
obtained through currency swaps. This mechanism cannot be used in the 
context of low-income economies with weakly developed financial 
sectors.23

                                                           
23  Foreign exchange risk has been a particular problem for small firms in parts of Eastern 

Europe and Central Asia. EBRD has started utilizing the Currency Exchange Fund that it 
set up along with other investors to offer clients access to local currency funds; see 

 Further, in economies with unstable macroeconomic positions, 

www.tcxfund.com. As of October 2009, three local currency transactions had been signed 
– two in Kyrgyz som and one in Azerbaijan manat – for a total of $24.5 million, with a 
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domestic interest rates will typically be high and foreign borrowing will be 
perceived by small enterprises as a more attractive alternative. The foreign 
exchange risk is less of a problem where MDBs lend directly to governments 
to pass the funds on to apex institutions or MFIs, since the risk will be 
covered by the governments and not the borrowers.  
    
56. Third, returns to MDB equity investment in MFIs have been 
relatively low and may take a relatively long period to improve. Of IFC’s 
equity investment in MFIs in difficult frontier economies, 22% were 
expected to produce “satisfactory” returns on IFC’s equity, compared with 
an average of 34% for all IFC equity investment in those countries. Better 
performance is found in MFIs operating under a holding company model 
where IFC and other investors and a microfinance management services 
company invest equity in a holding company, which in turn invests in a 
number of MFI intermediaries.24

 

 Typically, the board is dominated by 
representatives of the aid agencies, who provide overall guidance to the 
MFIs. The technical partner shareholder provides microfinance operational 
expertise, for example in credit and risk management. Apart from the 
guidance and technical advice available, this model is seen as more 
attractive to private investors, since investing in a holding company rather 
than an individual MFI allows a larger scale of operation and risk 
diversification (although investor risk diversification in the industry can also 
be done outside a holding company structure).  

57. The potential of microfinance to generate high returns for investors 
was highlighted by the highly successful IPO of shares in Banco 
Compartamos in Mexico in April 2007, when the IPO was heavily 
oversubscribed. Most of the shares (which represented 30% of the equity) 
were purchased by conventional commercial, not “socially responsible,” 
investors. This strong demand was driven by the recent profit record of the 
MFI, which in turn was due primarily to its high interest rates. Share prices 
were roughly 12 times their book value, with existing shareholders receiving 
$450 million and an implied internal rate of return on their original equity 
investment of roughly 100% compounded annually. Two-thirds of these sale 
proceeds went to public institutions, including IFC, while one-third or $150 
million went to private shareholders. The IPO alerted financial markets to 
the profitability of microfinance but also raised serious questions about the 
extent to which concessional finance might generate high profits for private 
shareholders, even if there was no suspicion of the inappropriate use of 
funds (Rosenberg 2007).    

                                                           
further 10 deals in the pipeline for a total of $40 million. Lack of training and inadequate 
information for partner banks are seen as bigger obstacles to further borrowing than the 
availability of funds (EBRD 2010). 

24  See World Bank Independent Evaluation Group (2008:15–20). Average loan size is much 
higher for IFC-supported MFIs controlled by a holding company (roughly $2,000) as 
compared with those where IFC invests directly ($700), so economies of scale and 
reduced depth of outreach are likely to have been important in influencing relative 
returns. 
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58. Fourth, in the context of relatively low equity returns, an adequate 
exit strategy has been a concern for MDBs. IADB was able to introduce “put 
options” in several of its operations including Calpia and Caja Los Andes, 
which gave it the right to exit the investment at a pre-established price.25

 

 
The holding company model is judged by IFC to offer a better likelihood of 
exit than where it holds shares directly in an individual MFI, since in this 
latter case there is a strong risk that either other shareholders may be NGOs 
with no capacity to buy out IFC, or the MFI is too small or new to be listed 
on the local stock exchange. In these circumstances, exit requires finding a 
strategic private investor. With the holding company model the expectation 
is that it will be easier to have shares listed and thus available to buyers. 
However, with low initial returns it may take 10–15 years before such 
transactions are feasible. 

59. Fifth, a key feature of successful microenterprise lending is judged 
to be where management, technical, and advisory services can be provided 
to participating MFIs by firms and individuals well versed in the industry. 
The IADB evaluation of the bank’s Multilateral Investment Fund cites as a 
first lesson that “project success is largely explained by the quality of the 
credit technology advisors available to the institutions” (IADB 2002:v). 
Similarly, the IFC report on microenterprises writes of the importance of a 
“primary sponsor and management specialized in microfinance 
intermediary operations with a proven business plan” (World Bank IEG 
2008:33). Given the lack of domestic expertise in microfinance in most 
borrower countries and the weak state of the formal financial sector in 
some, the need for external technical advisory services for microfinance is 
viewed as critical. External TA can in principle come from a management 
services company with an ownership stake in an MFI or from a consulting 
firm that provides specialist inputs like training in lending methodologies, 
risk management, or computer systems. A general concern, raised for 
example in the context of Eastern and Southeastern Europe by an EBRD 
evaluation, is the need to separate management and consulting services in 
order to avoid conflicts of interest and to encourage competition in 
consultancy (EBRD 2004). The same report stresses the need to avoid the 
issue of share options to consultants on the grounds that this confuses 
principal–agent relationships.  
 
60. External support for TA is generally found to be satisfactory. 
However, a few specific concerns are found in some reports. In some MFIs 
the software provided by consultants for reporting under the project did not 
match the participating MFI’s own management information systems, 
causing considerable duplication of effort. In addition, and perhaps more 
seriously, the advice available did not allow some participating banks to 
assess the profitability of their microfinance lending arms at either the 

                                                           
25  See IADB (2002). The procedure was an innovation for the sector and involved a put 

option at a price of 30% above book value, with the shares sold to a firm created by the 
technical service supplier. 
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aggregate or branch level, raising doubts as to whether these small-scale 
operations would prove financially sustainable. This was a particular 
concern with the EBRD Russia Small Business Fund.26

 

 Concern has been 
raised by some MFIs, principally downscaled banks, that program lending 
methodologies, for example in relation to repayment schedules, have been 
employed too rigidly by consultants and that this has blocked them from 
offering products tailored to client demand (EBRD 2003).  

61. A common theme in many evaluations is the important role of 
credit bureaus in establishing a record of microfinance borrowers and the 
potential role of TA in helping to establish such bureaus where they do not 
yet exist (EBRD 2003). Credit bureaus in principle can offer information on 
both positive and negative aspects of the borrowers, increase competition 
among MFIs, and reduce the risk of overindebtedness where clients take 
out multiple loans from different institutions. The Latin American 
experience in this area is particularly rich. The Peruvian case is cited as a 
model for others, where the banking supervision agency first started a 
credit registry in 1995 with support from a fund provided by IADB. The 
registry covered loans of over $4,000 and therefore did not incorporate the 
activities of nonregulated NGOs. This market segment came to be covered 
by the private sector bureau Equifax, with a majority ownership held by an 
international firm of the same name. Equifax also provided training to MFIs 
in reporting the credit histories of their clients. In Peru, banking regulations 
require banks and other institutions to provide a full credit history of 
clients—both a positive record of repayments and a negative one of 
defaults and late payments—to give a balanced picture of credit risk. This 
differs from most other credit reporting systems in the region, which tend 
to report only the negative aspect (Conger et al. 2009:108–109). 
  
62. In many projects, external support is provided for training to 
borrowers as well as to the MFI. For example, IFAD rural development 
projects with a microfinance component typically provide training support 
or advisory services. Evaluations often report the numbers trained or the 
cost per person trained. The effectiveness of the training in the longer term 
is then judged by the overall success of the project in terms of borrowers 
reached and loans repaid. It is difficult to assess the effectiveness of such 
training without a detailed follow-up of the subsequent careers of the 
individuals involved. However, the wider development literature has many 
examples of supply-driven training initiatives that have little impact. Much 
will depend on the quality of the trainers, but there is evidence that leaving 
the design of such support to government implementing agencies may not 
provide what entrepreneurs require, and that a participatory approach 
allowing entrepreneurs themselves to design the program and select the 
suppliers with whom to work may work better (IFAD 2007).The alternative 

                                                           
26  TA under this program was judged “partly successful,” since “considerable work remains 

to be done to institutionalize the program in the existing [partner banks]” (EBRD 
2003:39). 
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model for raising skill levels and market awareness is to leave training 
provision to the MFIs to finance out of the interest and other charges they 
impose for their loans. This is based on the assumption that the MFIs will 
see that it is in their own commercial interest to provide such technical 
support to borrowers to ensure timely loan repayments. There is relatively 
little evidence on how this approach compares with the externally driven 
model.  
 
63. Finally, in terms of lessons, all MDBs now give priority to the 
environmental, health, and safety (EHS) aspects of their operations and thus 
require participating MFIs to observe operating procedures in line with the 
MDBs’ own guidelines and to monitor their borrowers’ activities. In practice 
this has often meant that borrower activities are graded by level of risk in 
relation to EHS, and only those in a high-risk category are monitored by the 
MFIs. MDBs aim to provide training in EHS risk assessment and monitoring 
to staff of MFIs. The limited available information from the evaluation 
reports does not indicate that the microenterprise impact in this area need 
be a serious cause for concern, although reporting arrangements from MFIs 
to MDBs could be improved. The IFC survey of evaluation reports devotes a 
chapter to EHS (World Bank IEG 2008a:49–54). Its survey of participating 
MFIs found an overall satisfactory rating for 70% of these, although only 
43% for those operating outside the IFC holding company structure. This is 
attributed to the awareness of their managements of the importance of EHS 
issues and the use of appropriate environmental consultants, as necessary. 
In terms of the projects of microenterprise borrowers, over 80% were found 
to be satisfactory, indicating compliance with national regulations, where 
these existed, and investment in low-risk areas. Lack of regular reporting to 
IFC by MFIs and of supervision on the part of IFC are highlighted. The 
conclusion is that both reporting and monitoring need strengthening for the 
limited number of high-risk microenterprise projects. However, more 
concern over negative EHS impact is expressed in relation to larger projects 
by small and medium enterprises (defined as 10 to 300 workers). The 
argument is that even projects of a modest scale can have potentially large 
negative environmental effects where a large number of such projects are 
undertaken and the national environmental regulations are weak. MFI 
intermediaries may feel little need for close scrutiny of the environmental 
effects created by their borrowers where their activities appear in line with 
national regulations (even if they contravene the requirements imposed by 
MDBs). EBRD shares this concern, since microenterprises rarely operate in 
sectors that require formal referral to it under its environmental policy, so 
that without close monitoring by the MFI, problems will not be picked up. 
Hence, there is a need to train MFI staff to equip them to implement MDBs’ 
own EHS requirements.27

                                                           
27 EBRD (2003:37) points to only 1% of projects financed under the program in Russia in the 

high-risk category (mostly in the wastewater and water management fields). EBRD (2007) 
states that the environmental impact of microenterprises in Azerbaijan is deemed small, 
although it points out that, where necessary, all EBRD and government procedures must 
be followed. 
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64. Overall, most projects to support microenterprises have been 
judged either successful or partly successful, with the concern not the 
outreach of loans or repayment rates but longer term sustainability. This 
lending is often not microfinance in the sense used by the development 
community of very small loans to poor people, but rather small-scale 
lending to small (less than 10 workers) firms, most of which already have 
some track record of microbusiness activity but would otherwise often not 
be able to access funds from the financial sector. This is not direct poverty-
focused lending, but it fills an important gap in financial markets.  
 

 
VI. Measuring Impact 
 
65. Great claims have been made for microfinance as a means of 
transforming the lives of the poor; however, there is surprisingly little 
detailed analysis substantiating this. A considerable body of evidence from 
surveys and interviews shows fairly unambiguously that some people who 
receive microloans see an improvement in their living standards after taking 
out the loans, and that those who receive them often do better than similar 
households who do not borrow.28

 

 In this sense, microfinance clearly works, 
although as noted in para. 48, there is also evidence that the very poor may 
benefit proportionately less than those close to or just above the poverty 
line. However, simple before-and-after or borrower-and-nonborrower 
comparisons in themselves cannot prove “impact” in terms of isolating the 
influence of microfinance from all other factors at work. This is basically 
because of the difficulty of avoiding biases in the comparison between 
clients who receive loans from or open savings accounts with MFIs (the 
treatment group) and similar individuals who do not (the control group). 
Lack of rigorous evidence does not prove lack of impact, since the data 
issues and econometric sophistication required to address biases are 
considerable, and on balance a reasonable reading of the evidence suggests 
that microfinance can help at least some of the poor. However, detailed 
rigorous analyses proving that MDB-supported microfinance projects have 
worked are very rare, and those that are available have not been able to 
address all potential biases. The problem has been that appropriate impact 
surveys have not been built into project design at the outset, so baseline 
preproject data on clients and a control group have not been compiled to 
allow analysis after the program has been in operation for a number of 
years. 

66. This omission of an analysis of impact is widely recognized, and a 
common point raised in many of the evaluation reports surveyed is that 
they are unable to make any statements about the actual impact of 

                                                           
28  See, for example, the reports surveyed in Goldberg (2007) and DANIDA (2009). 
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microfinance lending on the living standards of borrowers. The indicators of 
loan growth, saving deposits, and repayment rates that have been cited in 
these reports are best seen as intermediate “output” measures, as they are 
not measures of how client households are affected. Superficially it may be 
thought that, if loans are taken out and can be repaid by clients, this is 
prima facie evidence of positive impact. The story is more complex, 
however, since it is possible that some borrowers may struggle to repay and 
then drop out of the program after repaying, leaving no significant change 
in their earning potential. Furthermore, others may be forced by group 
pressure to borrow from moneylenders at higher interest rates to repay the 
microfinance loan, so that repayment forces them further into debt and 
worsens their position. For example, a rigorous study of female borrowing 
from village banks in Thailand found a positive association between taking 
out a loan and repayments to moneylenders, suggesting this phenomenon is 
not just a theoretical possibility (Coleman 1999). The possibility of very high 
interest rates reflecting the high lending cost and risk levels per dollar, 
making it difficult for borrowers to graduate from poverty (even if the loans 
themselves can be repaid) (see para. 38). 
 
67. In terms of assessing outcomes, simple outcome measures for client 
households can be tracked over time. Many alternative quantitative 
indicators have been used in different studies including sales from 
microenterprise or farm output; quality or size of housing; access to 
electricity; and family consumption expenditure, either in total or on food or 
clothing separately. Where comparisons are made before and after taking 
out a loan, such indicators give a broad picture of changes in different 
aspects of household welfare. In addition, focus group discussions and face-
to-face interviews can be used to elicit qualitative information, for example 
on the role of microfinance in female empowerment within the household 
or on the level and quality of health provision to which the family has 
access. This quantitative and qualitative information is best thought of as 
providing “outcome” measures, which, while valid in themselves (if such 
indicators do not show an improvement, it is fairly certain that households 
are not better off), are not a measure of “impact.” Impact measures require 
isolating the effect of microfinance from all other factors affecting a family, 
since any improvement noted in the above indicators might have occurred 
anyway, for example due to macroeconomic growth. It is measuring impact 
rather than output or outcome that is complex. In addition, since funds are 
fungible, it is usually not possible to distinguish between credit taken out for 
consumption purposes to meet unexpected expenditures or to cover 
income losses and credit used for working or physical capital. Credit to cover 
immediate consumption by itself cannot be expected to have a long-term 
impact on living standards.   
 
68. The key sources of bias that need to be addressed are placement 
bias (MFIs may locate first in more prosperous villages or regions), attrition 
bias (unsuccessful clients will leave, so dropouts must be included in the 
sample of clients), and self-selection bias (more enterprising individuals will 
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choose to become clients). Unless these biases are allowed for, it is 
inappropriate to attribute any positive change to a microfinance program. 
The theoretically correct solution is to employ an experimental design at the 
start of a program that uses randomized selection either of program 
placement or of the selection of clients and the control group of nonclients 
(World Bank 2008, McKenzie 2009). This randomized approach follows that 
adopted in clinical drug trials and is seen as the best way of rigorously 
proving impact. A few studies applying this approach have been conducted 
or are ongoing. For example, Banerjee et al. (2009) apply the approach to 
the expansion of MFIs in slum areas in Hyderabad, India, finding that, in the 
short term, access to microcredit helps business to start up and to fund 
investment. However, it appears to have no impact on social indicators 
relating to female empowerment, family health, or education. The 
qualification is that these are short-term effects and, through higher 
investment, future monetary and nonmonetary benefits may arise. The 
authors conclude that microfinance can be a useful means of helping the 
entrepreneurial poor, but it is not a miracle in the sense of transforming 
social conditions. Interestingly, some initial results from randomized work 
question key tenets of the microfinance literature, with, for example, a 
study on Sri Lanka finding far higher returns to male-headed as opposed to 
female-headed microenterprises (de Mel et al. 2008). Similarly Karlan and 
Zinman (2009), in their randomized study on the Philippines, find that loans 
have a greater impact on male than on female borrowers. 
 
69. It is highly significant for the policy debate that the most widely 
cited, but nonrandomized, study of microfinance impact in Bangladesh 
(including Grameen and BRAC), whose initial headline result was that every 
100 taka borrowed and repaid raised the consumption of the poor by 18 
taka, has been the subject of intense scrutiny. The robustness of the results 
has been questioned, with a reworking of the data failing to replicate the 
original strongly positive effect.29 Similarly, it has been difficult to link 
rigorously a reduction in the variability of consumption with membership in 
an MFI. One major study appeared to demonstrate that this had been an 
important outcome of MFIs in Bangladesh in the 1990s, with variability 
reduced by around 50%, but a recent reworking of the data failed to 
establish any causal connection, making it difficult to conclude definitively 
that variability had been reduced.30

 
  

70. Most MDB evaluations of MFI programs have not attempted 
quantitative impact studies of the type found in the research literature. 
Given the number of projects that have been supported in a wide range of 
countries, this is a concern. There are two relatively recent exceptions, both 
conducted for ADB: one on the Khushhali Bank in Pakistan and the other on 

                                                           
29  The original results are in Pitt and Khandker (1996), and the analysis is extended in 

Khandker (2005). The most recent critique of this analysis and reworking of the data are 
from Roodman and Morduch (2009).  

30  See Morduch (1998) with the reworking in Roodman and Morduch (2009).  
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the Rural Micro Enterprise Finance Project in the Philippines referred to 
above (Montgomery 2005, ADB 2007). Neither of these evaluations adopted 
a randomized approach, which was not an option, since they were required 
to assess the projects at a point in time using cross-sectional household 
data. Methodologically, as far as possible both aim to address the various 
biases noted above. They both use the expedient of taking borrowers 
approved for a loan who have not yet taken it up as the control group on 
the grounds that they will share some of the unobserved characteristics of 
existing borrowers. Villages and urban locations with access to program 
loans (the treatment areas) are contrasted with those where the program 
had not yet reached but eligible households had been identified (the control 
areas), with the sample households chosen randomly from the two sets of 
communities. Dropouts are included in the sample of existing clients. The 
approach is therefore a difference-in-difference analysis between borrower 
clients and others in the treatment areas and between as yet nonborrowing 
clients and others in the control areas. This approach is practical, although 
time-consuming in terms of data collection. It is not totally free from bias, 
however, since bias is only fully removed by this approach under restrictive 
conditions.31

 
 

71. The Khushhali Bank is a specialist microfinance bank with equity 
capital from commercial banks in Pakistan and some concessional funding 
from ADB. It has the twin objectives of profitability and reaching poor 
borrowers, and it charges interest rates well above commercial bank levels 
but below those of money lenders. The impact study (Montgomery 2005) 
found relatively positive results in terms of poverty impact: 
 

(i) A clear majority (roughly 70%) of borrowers were poor by 
the national poverty line definition, and one-third were 
women, with average loan size around $140.   
 

(ii) There was no impact from taking a loan on aggregate 
household consumption, and by implication no direct 
impact on conventional expenditure measures of poverty. 

 
(iii) However, there was a significant impact on measures of 

income generation from profits of microenterprises in 
urban areas.  

 
(iv) In relation to broader social goals, there was a significant 

impact from taking a loan on expenditures on health and 
education, and on indicators of the status of children’s 

                                                           
31 This requires that actual dropouts and potential dropouts be similar in all characteristics. 

Similarly, where a wealth effect is at work, so the control individuals spend more on the 
expectation of receiving a loan, there will be an underestimate of the net effect for 
existing borrowers of taking out a loan.  
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health and education and of empowerment of women in 
participating households. 

 
(v) There was no evidence that the poorest borrowers (in the 

bottom quintile) benefited proportionately less than 
others.32

 
 

72. The study on the Philippines (ADB 2007) found slightly less positive 
results: 
 

(i) There was a very weak (close to 10% significance level) 
positive relation between program participation and 
income, and a slightly stronger (7% level) relation between 
participation and consumption. 

 
(ii) Savings were higher among client households, presumably 

due to the compulsory savings element in the program. 
 

(iii) There was no significant relation between taking a loan and 
health and education variables. 
 

(iv) Most strikingly, when the analysis is disaggregated by 
income quartile, only the top quartile shows a gain in 
income due to the program loan, and the bottom two 
quartiles have a net loss in both income and consumption 
that is statistically significant. 

 
73. This latter unexpected result provides evidence to support the view 
that not only may there be a regressive element in the impact of 
microfinance, with the better-off borrowers gaining proportionately more (a 
result found in a number of studies), but loans to the very poor may actually 
make them worse off (a result found less often). This strengthens the case 
for the type of graduation programs using education and training to prepare 
the poor for participation in microfinance schemes noted in para. 48. 
 
74. It is also possible to combine detailed impact studies of this type 
with focus group discussions with MFI clients. Such discussions can provide 
helpful qualitative information on issues such as the effectiveness of the 
lending methodology employed (for example, on whether group meetings 
are too frequent and how effectively loan officers are interacting with 
clients), on how far the activities of the MFI are helping to build cooperation 
within local communities, and on how far lending to women increases their 
sense of empowerment within the family. Such information is difficult to 
obtain from standard survey questionnaires completed within a short space 
of time. Outcomes of focus group discussions can also be used as a check on 
the quantitative data collected from standard surveys.  

                                                           
32 The impact on the poorest is examined separately in Montgomery (2006).  
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75. The ADB report noted in paras. 70–72, for example, is based on 
both quantitative survey data and the outcome of a series of focus groups 
not just in the Philippines, but also in Bangladesh and Uzbekistan. The key 
concern was to establish how far participation in a microfinance program in 
each country affected women in relation to acquisition of assets, the 
generation and spending of household income, and decision-taking on 
savings. In all cases, the focus groups revealed positive outcomes by these 
criteria; however, in the report, the focus group information for the 
Philippines is not linked directly with the quantitative data as a form of cross 
check. In the Pakistan study on the Khushhali Bank, focus group discussions 
with clients were used as a means of obtaining background information on 
the bank and to inform the design of the questionnaire, rather than as a 
formal part of the evaluation (Montgomery 2005). In this case the female 
empowerment issue was addressed by direct questions in the survey of a 
yes/no type, and the answers were tested in a logit model. 
 
76. Small and medium-size enterprise (SME) support programs in a few 
instances have been subject to rigorous impact analyses, normally as part of 
detailed research studies rather than as operational evaluations by MDBs or 
other funding agencies. A recent example is the research project on 
Evaluating Small and Medium Enterprise Support Programs in Latin America 
funded by the World Bank Research Committee. Recent publications under 
this program look at the impact of SME support in Mexico and Chile (Lopez-
Acevedo and Tinajero 2009, Tan 2009). Although many of the firms 
supported will not be micro by most definitions, and MDB involvement in 
these programs appears slight, with most funding coming from national 
budgets, the research shows how, with time-series, firm-level observations, 
impact can be assessed. The approach involves matching similar firms from 
those that have received support (the treatment group) and those that have 
not (the control group) and then using a difference-in-difference calculation 
to assess how outcomes differ before and after a firm participates in an SME 
support program. Modestly positive results are reported for both countries 
for several outcome variables; however, it is significant that these generally 
take at least 4 or 5 years to occur, and in the case of Chile, where different 
types of support programs are identified, those involving credit alone (for 
example without any TA) are found to have no impact, suggesting that lack 
of access to credit is not a binding constraint on firm growth (Tan 2009).     
 
77. The case for MDBs conducting more detailed impact studies is 
strong. If microfinance is to continue to receive external funding, there is a 
need to demonstrate that it can both reach the poor with loans and 
improve their living standards, while doing so in a relatively cost-effective 
manner compared with any alternative poverty-targeting intervention. As 
yet, despite the accumulated experience with microfinance, there is still no 
evidence to firmly support this proposition. Impact studies can be built into 
the design of selected microfinance programs, either to assess overall 
impact or specific aspects of a program, like alternative lending 
methodologies (for example, group or individual lending) or support 
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through different MFI intermediaries (for example, NGOs, downscaled 
banks, specialist new banks, or cooperatives).  
 
78. Carefully designed and implemented “difference-in-difference” 
studies of the type discussed in para. 70 will not be completely free of 
biases but may nonetheless provide broadly accurate results. Experimental 
studies using randomized treatment and control groups are more complex 
to set up and have to be agreed upon at the start of a program and built 
into the targeting of the program. They will also require a number of years 
to elapse between the start of a program and its evaluation. Strictly, 
baseline surveys are not required for a randomized approach provided the 
sample size is large enough, since the law of large numbers will produce 
statistically similar treatment and control groups. However, such surveys 
provide greater statistical precision and should be undertaken where 
possible (World Bank 2008). Baseline surveys may suffer from biases, 
however, as respondents who have just received a loan may be aware of 
the purpose of the survey and adjust their answers accordingly (for 
example, downplaying their current consumption or level of debt). 
 
79. A practical concern with an experimental impact design is that it 
offers credit or financial services to a random group of the poor and not to 
another random group, which may appear inequitable. There are ways 
around this problem: One approach is to randomize the sequence in which a 
program expands so that new villages and clients are selected randomly, 
with those left out covered later in the sequence. This requires an MFI that 
is both expanding rapidly and able to plan its activities several years ahead. 
A more complex solution is to apply “encouragement design,” whereby both 
the treatment and control groups are selected randomly, but the program is 
marketed to the treatment group and not to the control group. Members of 
the treatment group are not required to participate, and members of the 
control group are not prohibited from participating. In the evaluation, the 
original treatment and control groups are compared. The complication here 
is that the larger the number of participants in the control group, the larger 
the overall sample size must be (World Bank 2008). Although randomized 
experimental approaches offer the most accurate means of assessing 
impact, it is still useful to compare the results of studies on the same MFI 
that use the experimental and difference-in-difference approaches to 
establish how much inaccuracy there is likely to be in the more 
approximate, but simpler, approach. 
 
80. Evaluation departments of MDBs are rightly concerned over the 
time and cost required to conduct a detailed and rigorous impact study. 
Hence, while the case for the selective use of detailed studies is very 
compelling (and the desirability of such studies is referred to frequently in 
evaluation reports), there is a need to apply a simpler operationally relevant 
set of indicators on a regular basis. One approach is to focus on two 
separate levels: The traditional output measures relating to MFI 
performance—portfolio growth, repayment rates, self-sufficiency 
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indicators, and dropouts—can continue to be collected as is now normal in 
evaluations. In addition, borrowers can be sampled at different times to 
collect information on changes in poverty status and overall debt levels (to 
address the point that some clients may have been able to continue with an 
MFI only by incurring further debt). As a simple comparison of before and 
after taking out a loan, such an approach does not address the bias issues 
discussed above and therefore cannot provide an accurate “impact” 
measure. However, simple indicators of poverty status can now be 
constructed from very basic data that are easy to collect, and which have 
been designed with the needs of funding agencies in mind. Changes in these 
indicators should tell the agencies if progress in terms of welfare 
improvement is being achieved, even if attribution to a specific intervention 
like a microloan is not possible. 
 
81. It is highly relevant that in a recent assessment of SME lending, 
EBRD (2010) recommends that, in addition to its regular compilation of 
measures of transition impact, its evaluations should also include social 
performance indicators of development impact. There may be a strong 
correlation between indicators of transition (such as private investment) 
and of development impact (such as employment creation), but this is not 
inevitable, and tracing through development outcomes will be a test for 
how far SME lending is contributing to wider social goals. Six development 
indicators are recommended to capture financial inclusion, reduced 
inequality, regional outreach, employment generation, education 
improvement, and poverty reduction. The problem of attributing 
improvement in any or all of these to SME loans is noted, but nonetheless it 
is recommended that trends in these indicators over time be monitored and 
that impacts associated with particular lending programs be benchmarked 
against similar programs, both nationally and internationally. It is also 
notable that EBRD is currently undertaking two randomized impact studies 
(in Bosnia and Herzegovina, and Mongolia) to measure the impact of its 
loans more rigorously. EBRD (2010) recommends combining such rigorous 
studies with simpler surveys that track social indicators for loan recipients 
over time.   
 
82. Several such simple indicators have been suggested based on 
combinations of the type of outcome indicators referred to in para. 67. 
These indicators aim to reflect the wider social performance of MFIs under 
headings such as outreach to the poor, adaptation of services to client 
needs, improvement of social capital, and social responsibility of the MFI. 
Various scoring systems have been devised to reflect progress in these 
areas, although as yet these do not appear to have been applied in any 
systematic way in MDB evaluations. A potentially fruitful variant of this 
approach, which links with standard economic concepts, is the poverty 
scorecard developed by CGAP, Ford Foundation, and Grameen Foundation 
as a “Progress out of Poverty Index” (Hashemi 2007). The aim is to measure 
poverty reduction by household answers to a set of simple questions on 
various household assets or attributes. Answers are given numerical weights 
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to derive a single index value whose change can be tracked over time. The 
approach is intended to be flexible, since the questions can be varied 
between countries or between urban and rural areas to allow for local 
circumstances, and the weights placed on answers are to be derived from 
econometric analysis of national household expenditure data. The 
Philippines scorecard, for example, derives its poverty index from the 
answers to five simple questions: 
 

(i) What are your house’s outer walls made of? Light materials 
(e.g., bamboo or cogon) or strong materials (e.g., brick, 
wood, etc.)? 
 

(ii) What kind of toilet does your household have? Not water-
sealed or water-sealed? 

 
(iii) Does your household own a gas stove? 

 
(iv) Do all children in your household aged 6–17 go to school? 

 
(v) How many televisions does your household own? 

 
83. The Progress out of Poverty Index has now been estimated for a 
number of countries (including large ones such as India, Mexico, Nigeria, 
and Pakistan) and provides a relatively simple indicator whose change over 
time can be tracked.33

 

 The approach also provides an estimated poverty line 
level for the index so that absolute poverty among clients, as well change in 
household status, can be monitored over time. 

 
VII. Conclusions 
 
84. MDBs should ensure that as far as possible their funds do not 
displace private sources. This will entail focusing increasingly on MFIs that 
have yet to reach top-rated status and on countries where the industry is 
still relatively new. It will also involve a focus on support for the 
infrastructure necessary to attract more private funding, whether in the 
form of financial mechanisms to cover foreign exchange risk or to guarantee 
bond issues, credit bureaus, or initiatives to develop mobile or electronic 
banking. MDBs should also ensure that they do not overlend in countries 
not yet able to absorb all of the funds potentially available for microfinance. 
In recent years, overlending has been associated in several countries with 
excessive or premature competition between MFIs, which creates 
deteriorating lending standards and leads to repayment problems. 

                                                           
33  See, for example, Schreiner (2006) for India.  

Conclusions 

Conclusions 
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85. In general, past MDB MFI projects have demonstrated high rates of 
both uptake and repayment, suggesting their popularity among borrowers. 
However, there is surprisingly little rigorous evidence of their long-term 
poverty impact, with several research studies implying that microfinance is 
not an effective instrument for reaching the very poor. Without routinely 
applying best-practice impact studies, MDB evaluations can do far more 
than they do at present to collect data on the situation of borrowers and 
how it changes over time. Greater evidence of the overall impact of MFI 
programs is important to allow a comparison with alternatives uses of 
external funds. The design of such impact studies needs to be incorporated 
from the onset in the planning of microfinance operations if the results are 
to meet best practice standards for such evaluations. Selective use of a 
rigorous approach can be combined with the regular application of simpler 
outcome measures to trace how the welfare of clients is changing over time.  
 
86. Given the heterogeneity of the industry, it is impossible to offer 
simple benchmarks for the design of MDB projects. However, in general 
terms, the available MDB evaluation reports and the wider literature offer 
broad conclusions on what is likely to be required for a successful project:  
 

(i) Success requires financial sustainability on the part of 
participating MFIs—this means that even nonprofit NGOs 
must charge interest rates to cover costs and, where 
possible, aim to attract deposits as a source of onlending. 
 

(ii) High-standard consultancy and TA will be required at the 
outset to design an appropriate lending methodology and 
to ensure that high-standard financial practices are 
followed. 

 
(iii) Once MFIs pass a certain size, sound regulation and 

monitoring by central banks or other regulatory bodies will 
be essential to ensure the pursuit of good lending practices 
and the safety of depositors' funds. 

 
(iv) Flexibility in product design, in terms of lending and saving 

products, will be important to allow institutions to adapt to 
market demand. 

 
87. NGOs, cooperatives, and various other noncommercial operations 
remain important as lenders; however, even if their objectives are 
noncommercial, most now aim to cover costs and create a surplus for 
relending. Overall subsidies remain important in some segments of the 
industry, but nonetheless banks and regulated financial institutions with a 
clear commercial orientation are becoming increasingly important and are 
highly profitable in some countries. 
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88. Within this heterogeneous sector, funding agencies continue to play 
an important role. MDBs can use MFI programs in two distinct ways. In 
relation to targeting the very poor and vulnerable, they can support 
“graduation programs” that provide both basic immediate help, like food 
aid, combined with training and education, to help the very poor integrate 
into microfinance programs. It is understood that, while microfinance can 
help lift some out of poverty, it is not for everyone, at least not initially. 
Funding such graduation programs can have a relatively high cost per 
person reached, but they can be a helpful addition to the range of poverty-
targeting measures available and are best handled by NGOs. Any subsidies 
should be concentrated on programs to involve the very poor in 
microfinance, given the empirical evidence on the difficulty of ensuring that 
they benefit from microloans (see para. 72 for example). MDBs should also 
ensure that sound consumer protection principles (following the Smart 
Campaign) are incorporated in their projects to avoid excessive and high-
risk lending to the poor. 
 
89. In addition, MDBs can continue to expand their support for the 
valuable financial services provided by MFIs. The provision of loans, savings, 
and to some degree insurance products for households and 
microenterprises that would not otherwise be reached by the formal 
financial sector provides an important extension of financial intermediation, 
even if in some economies it remains only a very small part of total financial 
activity. MDBs can provide both credit and TA on how to operate MFIs. 
Which of these will be more significant will vary with country circumstances. 
In low-income economies with a poorly developed financial sector, the 
expectation must be that MDB funding for microfinance will continue to be 
important. In more dynamic economies with a better developed financial 
sector, the expectation must be that MFIs will draw increasingly on 
domestic savings and external private funding. Where MDBs continue to 
play a major role as funders of MFIs, it will be important to find ways of 
shielding MFI clients from foreign exchange risk. This has proved a serious 
problem in economies suffering from macroeconomic instability, given that 
most client borrowers do not generate foreign currency revenues. It will be 
of interest to monitor the experience of EBRD with the local currency fund it 
has helped to establish in Central Asia (see footnote 23).     
 
90. In many countries there remains the need to build capacity for 
applying microfinance lending methodologies. Efforts at capacity building 
leading to improvement in the technical competence of staff have been 
shown to be critical to the success of microfinance programs in many 
countries. In addition to supporting capacity building in individual MFIs, 
there is clearly also a role in the more public good aspects of microfinance 
operations—supporting and providing TA for central banks or other 
regulatory bodies and credit bureaus.  
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91. The following are the broad recommendations for future best 
practices in MDBs, drawing on the analysis in this paper: 
 

(i) MDBs should ensure that as far as possible their funds do 
not displace private sources. 
 

(ii) Continue to support the goal of financial sustainability for 
participating MFIs, and ensure that partner MFIs adopt the 
principles of the Smart Campaign for socially responsible 
microfinance. 
 

(iii) Focus concessional funds or subsidies, where relevant, on 
targeted “graduation programs” to support and facilitate 
the involvement of the very poor, using NGOs as the 
vehicle. 

 
(iv) Assist the development of the financial infrastructure 

needed for successful microfinance through TA/cooperation 
for credit bureaus and regulation of MFIs and other related 
advisory services. 

 
(v) Introduce a monitoring and evaluation system for MDB-

supported projects that goes beyond financial measures of 
loans made and repaid, and collects data on indicators of 
changes in client household living standards. 

 
(vi) Selectively move to the use of best-practice evaluation 

procedures to assess the impact of MFIs, in terms of both 
their impact on household welfare and the merits of 
alternative lending and/or assistance methodologies. 

 
(vii) Reduce foreign exchange risk for direct borrowers, for 

example by ensuring that intermediaries accept the risk or 
by onlending in local currency. 
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