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Is microfinance an ethical way to provide financial
services to the poor?
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ABSTRACT

Microfinanceis increasngly seenasa major developmert tool. Its promise to help the poor
by providing finarcial servicesis seenasthe major reason for its support. Nevertheless, its
ahility to effecively reduce poverty is not yet clear, and it gereratssome unresolved ethical
guegions. Thes becane even more prominent in the proces of commercialization. The
impacton poverty is usually measired in finarncial terms In this paper, poverty is definedin
a broader sernse to include deficiency in human and social capital. The article shows that, in
this broad serse, microfi nance may have negative aswell aspositive effects on poverty.
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INTRODUCTION

Since the 1990s microfinance has becane an important developmert tool. The successful
experiencesof differert private institutions in providing small-scale fi narcial servicesto the
poor have attracted the attertion of anincreasng range of players Donors, social invedors,
aswell as for-profit foundations, have all shown anever-growing intereg in the developmert
and promotion of thes organizaions. The ideathat microfinance could help the poor and
gererak some profit for the institutions involved seemedpromising. It entailed a win-win
situation'. From an ethical point of view, however, an importart tersion in the mativations
behind microfinance remains unrelved If the raison dOete of microfinarce is poverty
alleviation, how canit simultanecusly be profit orierted?

Most adors use the argumert of poverty reduction as a way of obtaining support for the
movemert. For example, Mohammed Yunus claims that microfinance will make poverty
history?. Equally, the decision to award the Nobel Peae Price to Mohammed Y unus ard his
Grameen Bark was based on the claim that microfinance Opays a major part in poverty
recuctionO and therely erhances peace® Members of another school of microfinance
institutions (eg. Accion in Bolivia)' state that they are developing a Oew market segmert
for financial servicesD;but even such commercially driven institutions still claim on their
welsite that they are Oredcing povertyO.

However, it is unclear what is meart by poverty reduction. This creates the first problem
Namely, how can one assess whether microfi nance institutions do what they say they will
do? This article proposes a broad measire of poverty and shows that it is not clear how
microfinance affect it. Moreover, in mary cases the promise of microfinanceis reducedto
trarsforming subsidy-dependent institutions into finarcially sustainable ones that serve the
poor. The effect on poverty reduction then represents no longer a goal assuch, but becanes
a possible side-effect As we will see this raises a couple of ethical quedions. Firstly, by
creatng a solution to an unjust situation one has to be carefu not to creat a new one.
Secandly, it is not legtimate to claim to reduce poverty while pursuing other objectves This
is particularly so becawse other pegple®smoney is involved. | therefae argue that real

1 Morduch, J. (2000), The Micrdfinance Schism, World Devebpment, Vol. 28, No. 4, pp.
617-629.

2 Yunus, M. (1999), Banker to the Poor: Micro-Lending and the Battle Against World
Poverty, Public Affairs, Perseus Books Group, USA, 298p.
3 (Consulted Decemker
2006)
4 (Consultedt April 2007)

® Most microfinance institutions have received some kind of finarcial support at some point
of their existence. Especially, intermational donor institutions have supported these
organizations becaise one of the main objecives of thes institutions is to help eradcake
poverty through lending to the poor.

Ethique et économique/Ethics and Economics, 5 (1), 2007, 2
http.//ethique-economique.net/



Is microfinance an ethical way to provide financial services to the poor?

objectves should be made explicit. Microfinance institutions should be more trarsparen
about their objectivesand their limits. To meetthe demards of ethics, institutions should act
asthey say they will and their promises should be carefdly formulated Evaluation of their
efficiency should also be consistert with these requiremerts. If poverty alleviation is the real
objectve, then the objecive in termsof profits should be consistert with it. In addition, a
cleardefinition of poverty should be given

In what follows, the emergence of microfinance institutions as an answer to an unjust

situation is addressed To begn with, a broad definition of poverty is given Subsequertly,
the effectof microfi nance on threedifferernt formsof captal is asesed

FINANCIAL MARKET FAILURE AND ETHICAL SOLUTIONS

According to Wilber®, there are three ways in which ethics ernters ecanomics. Firstly,
ecaomists have ethical values that help shape the way they do ecaomics. Secandly,
ecaomic actors have ethical values which help shape their behaviour. Thirdly, economic
institutions and policiesimpact peagple differertially and thus ethical evaluations, in addition
to ecanomic evaluations, areimportart.

There are a couple of ethical quedions related to providing finarcial services One of the
main issues originates from the imbalance of power between the lender and the borrower.
Stiglitz’ arguesthat credt markets are imperfectard that borrowerstradtionally have acces
to only alimitedamaunt of lerders while lendersface alot of borrowers Borrowers arealso
typically poorer than lenrders Thes asgymmetries lead to possible aluse. Tradtionally
important market failuresexist in developing countrieswhere poor people often do not have
acces to formal finarcial services To obtain finarcial servicesthey often have to turn to
moneylenders who ask usurious interes rates

In regponse to the injustice of this situation, private acibrs have created microfinance
institutions that focus particularly on the poor. As a reallt, the poorer parts of a population
cangain acces to finarcial services We could imagne that the first pioneerswereled by
their ethical values and concerrs. Nevertheless, tradtionally microfinance institutions also
ak high interes ratesasthey bearhigh costs. Are these institutions in danger of becaning
the new moneylerdersin town?

& Wilber, Ch. (1998), Economics and Ethics in The Elgar Handbook to Economic
Methodology, eds. Davis, J. B., Hards, D. Wade and Maki, U., Edward Elgar Publishing, p.
572.

! Stiglitz, J. (2003), Ethics Market and Governmert Failure, And Globalization, Paper
Presned to the Vatican Confererce at the Pontifical Academy of Sccial Sciences Casna
Pio IV, 2-6 May 2003.

8 There is, currently, a discussion in the field about Compartamas, a Mexican non-profit
microfinance institution that hasturnedinto a commerial bark and hasfor mary yearsbeen
chargng araund 100% effective interes rates It hasabout 600.000 clierts. Its profit was$57
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Economic theary predcts that people calculate the costs ard berefits of a good before they
buy it. Consequertly, proponernts’ of microfinance use the huge demard for credt by poor
people and the fact that moneylenders are omnipresert in poor societies as a proof that
acces to financial servicesis more important thanits costs. However, this presupposesthat
acces to finarcia services OasuchOshould have a positive impact on the poor. Eviderce
from existing studieson this relationship is amkiguous. The following secion aralysesthe
effect of microfinance on poverty basedon a broad concepion of poverty.

POVERTY, THE LACK OF WEALTH, AND MICROFI NANCE® EFFECTIVENESSIN
AFFECTINGIT

Poverty is commaonly defined as an income below a cerain level. For instance, the World
Bark usesmeasiresof adaily income below a poverty line of US$L and USR respectively.
Pdicies are designed to lift people above this poverty line. According to this conception,
poverty reduction is effecive only when it increags income Yet poverty is
multidimersional and can be seen as a deprivation of differert forms of weath'®. For the
purpose of this article, | will use a broad measire of wealth that integrates three different
forms of cagtal, namely finarcial, human and social cagtal. Financial cagtal is the net
amaunt of finarcial assets a person possesses It is measuredin monetary terms ard thus the
easeg to measire. Human cagtal can be defined as the stock of skills accumulated,
allowing someme to receive a flow of income™ It is obviously much more difficult to
guartify human captal than financial cagtal, but various proxies are used. For instarce, a
typical proxy for human captal is the amaunt of cumulative learring, a measire of whichis
typically further simplified to the level of education attained Finally, social cagtal is
traditionally defined as Ohe collecive value of all ' and the dedres which
develop amongst participarts in these networks to do things for each other.3?

million lag year.As it is not clear how microfinance impact poverty, or what the effect of
these high interes rates is, one can ak whether they are ethicaly justified

(Consulted April 2007).

o E.g. Robinson, M (2001), The Microfinance Revalution, The World Bark, Washington DC,
304p.

1% The World Institute for Developmert Economics Resarch(WIDER) in Helsinki releagd
in Decanber 2006 the first global survey on personal finarcial weath (defined as the net
value at purchasng power parity of the sum of finarcial assets, real egdate, consumer
durabesand livedock). Finarcial wealth is sharedmuch less equitadly than income: more
than half is held by just 2% of the worldOsadults. Many peaple in the bottom half (including
in the developed world) own next-to-nothing.

! Becler, G. (1964), Human Capital: A Thearetical and Empirical Analysis, New York,
Colombia Universty Pres.

12 pytnam, R. (2001), "Sccial captal measiremert and consequernces’, ISUMA, Val. 2, No.
1,
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All threeforms of cagtal should be takeninto accaint to evaluate whether somemeQOsveath
hasincreagd or not. For instarce, is somemeOswveath realy growing when their finarcial
cagtal is increagd at the cost of a significart drop in social cagtal? When aralyzing
whether microfinance is ethically sound, the overal effect of the practice should be
evaluated Seeral valuabe studies evaluate the impact of microfinance on eachdifferent
form of cagtal. Thes are separately discussed in the following paragaphs. To my
knowledge, no study takesinto accaunt the interacton among all threeformsof cagtal.

| SMICROFINANCE CREATING FINANCIAL CAPITAL?

The most common product of microfinanceis microcredt: a small loanthat providespeople
with the mears to inved in anincome-generaing acivity'®, and therely might increas their
finarcial cagtal. Hulme and Mosley give limited evidence that microfinance increags
income. Yet, they also show that the impact highly depends on the level of income.
Specffically, the pooreg borrowers do not seem to berefit from a significart income
increag'®. By contrag, Khandker’® finds that aceess to microfinance contributes
significartly to poverty reduction and that this is egecially true for poor women Not only
participarts seemto berefit, but the whole local community. Armerdariz and Morduch'®
show that measiring the impact of microfinance on poverty is not straightforward. A lot of
factors should be taken into accaunt and it is particularly difficult to isolate the effect of
microcredt. They conclude that no consensus hasbeenfound yet

In addition, the effectiveness of increasng financial captal through microcredt depends on
the intereg rates microfi nance institutions charge. Specifically, if the intered ratesare high,
the net cagtal accunulation accries to the lender rather than the borrower. The topic of
interes rates has becane highly controverdal in microfinance, because it raises some
diffi cult ethical quedions about making profits on the backof the poor.*’

Another agect, which should be taken into accaunt, is that financial captal is obviously
decreaed whenever the microcredt is used for consumption rather than invesmert.

Spring 2001.

¥ Yunus, M. (1999), Banker to the Poor: Micro-Lending and the Battle Against World
Poverty, Public Affairs, Perseus Books Group, USA, 298p.

1 Hulme, D. & Mosley, P. (1996), Finance against Poverty, Volume 1, Routledge, London,
221p.

> Khardker, R. (2005), Microfinance ard Poverty: Eviderce Using Parel Data from
Bamgladesh, The World Bank Economic Review, Val. 19, Issue 2, pp. 263-286.

16 Armenrdariz, Beatriz & Morduch, J. (2005), The Economics of Microfinance MIT Pres,
pp. 346.

" Hudon, M. (2006), Fair interes rateswhen lending to the poor: Are fair prices derived
from basc principles of justice? Working Paper, WP-CEB 06/15, Sdvay Business Sclooal,
UniverstZ Libre de Bruxelles
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Microcredt can also be looked at as micro-deht'®. Whenrever microcredt is not used to
inved in anincome-gereraing acivity, no additional mears are generated to repay the loan
This could make the repayment difficult. Indeltedness is becaning a major issue in
microfinance. This is egecially true as increagd competition has led to irregonsible
lending from some institutions, leadng to social dramas®. Indehtechess also decreas the
level of freecbm the poor have. It has been SenO¥ contribution to developmert theary to
define developmert as freecm. Although acces to finarcial services could increag the
poorsOcamatilities and possibilities, once the level of indebtechess is too high and the
individual becanes dependent on different institutions, one camot claim that one has
becanefreer.

In conclusion, we camot auomaicaly asume that microcredt improves the finarcial

cagtal of all borrowers The reault will depend on the income level of the borrowers on the
purpose of the loan, and on the intered rate charged by microfi nance institutions.

| SMICROFINANCE CREATING HUMAN CAPITAL?

Same microfi nance institutions not only provide credt, but also a set of other programmesor
senices Thes programmesare gereraly defined as Omerofi nance plusOprogrammes and
areinformed by a welfarist approach Contrary to the minimalist or institutional approach
deferders of this approach believe that credt alone is not sufficiert to fight poverty. For
examgde, ProMujer, a microfi nance institution in Bolivia, providesnot only credt to women
but also educational and even heath services There has beenan intense discussion in the
microfinance field regardng the two visions. While the institutional approach promotes
financial sustainakility, the OvelfaristsOhighlight that the emphass on outreachof tradtional
microfi nance will not solve the poverty problem.?*

While the impact of microcredt on poverty is ambiguous, thereis increasng evidence that
Omerofi nance plusOprogranmeshave effects that areeaser to assess. Karlanand Valdivia®
provide evidence of such programmesberefiting clierts. They claim that the institutions also

¥ Hulme, D. (2000), Is Microdelt Good for Poor People? A Note on the Dark side of
Microfinance, Small Enterprise Developmert, Vol. 11, No. 1, March2000, pp. 26-28.

19 See for example, Marconi, R. & Mosley, P. (2005), Bolivia during the global crisis 1998-
2004: Towards a OMaroeconomicsOof Microfinarnce, Sheffield Economic Research Paper
Series No. 2005007, Universty of Sheffield, UK. And Roesch, M., Fouillet, C. & GuZrin, I.
(2006), Delt, delt burden ard interes rates has the OMcrafinance machineOgone mad?
Crisisin Andhra Pracksh (India), Working Paper, French Institute of Pondicherry.

2 Sen A. (1999), Devebpmert as Freedm, Anchor Books, New Y ork, 366p.

2l gSee Woller, G., Dunford, C. & Woodwarth W. (1999), Where to Microfinarce,
International Journal of Economic Devebpment, Vol. 1, No. 1, pp. 29-64.

2 Karlan, D. & Valdivia, M. (2007), Teaching Entreprereurship: Impact of Business
Training on Microfinance Clierts ard Institutions, Working Paper, No. 107, Center for
Global Developmert.
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gain asrepaymert ratesincreag due to increagd business profits. Other researchhasshown
that educaional servicesnot only influence the level of humancagtal of the clients but also
of their children?® It is therefae temping to conclude that Omerofi nance plusOprogrammes
have the ahility to increa® the level of humancagtal.

Maldonado et al.?* also provide some preliminary evidence that increased financial income
leads to better educaion. Through increasng income, microfinance might help to improve
educaion levels. However, asmertioned above, among the Omored of the poorOeecially,
the increa® in income realting from microcredt may not be sufficient to make a real
difference.

|SMICROFINANCE CREATING SOCIAL CAPITAL?

Many microfinance institutions use commitmerts of groups as a substitute for collateral
Peerpressure from groups is seenasone of the main rea®ns why microfinance works.? By
using social relations as callateral an important kind of market failure is resolved Critics
argue that micrafi nance exploits social relationships to obtain higher repaymert ratesand to
reduce administrative costs.?® This is eecially true in the minimalist approach, where cost-
effective measires are used to became finarcially sustainable. Rarkin?’ argues that under
these circumgancesthe heath of the financial system rather than the welfare of the poor
becamesthe main objective of microfinarce.

A recert study shows that social relationships indeeddeteriorate in cas of default: trusting
friends and neighbours can sudderly turn into mistrust.?® This mears that microfinance
tramsacions can actually reduce social captal. The quedion then becanes wherever
finarcial cagtal is gererated at the experse of social captal - typically the only form of
captal that the poor have beenable to accunulate - what is the net wealth effect? More
importartly: how should we weigh such an increag of finarcial cagtal versus the cost it
ertailsin termsof social cagtal from anormatve pergpectve?

% Maldonado, JH. GonzilezVegs, C. & Romero, V. (2002), The Influerce of
Microfinance on Human Captal Formaion: Evidence from Bolivia, Contributed paper
Sewenth Annual Meeing Latin America and Carribean Economic Association, Madrid,
Spain.

2 bid.

% Armendariz, B. & Morduch, J. (2005), The Economics of Microfinance, MIT Pres, 346p.
% Guzrin, 1. & Paler, J, (2005). CMicrofinance Challenges Empowermert or
Disempowermert of the poor ? E, Institut Frareais de PondichZry, 384p.

2 Rarkin, K. (2007), Sccial captal and Microfinance, in Microfinance: Perils and
Prospects, ed Fernando, J., Routledge, London, 242p.

% Karlan, D. (2005), Sacial Conneciions and Group Barking, Certer Discussion Paper, No.
913, Yale Universty.
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Same studies that show that microfi nance programmes can rehuild social cagtal, t00.% In
particular, this is true for programmes that use a village bark metodology, a programme
inspired by the cooperaive movemen. The auhors claim, though, that finarcial
intermedaries ought to recagnize the importance of building social cagtal in their overal
programmesrather than consider it asanindirect benefit.

More recerly, a trend away from group-based lerding has beenobserved More and more

microfinance institutions start to work with the individual approach as experience shows
that the poor are reliable clients*®. This way social cafital canneither be built, nor exploited

CONCLUDING REMARKS

Mi crofi nance institutions can be seenas an arswer to market failure, which created ethical
concerrs. Micrafinance ingtitutions claim to fight poverty by providing finarcial services
Implicitly, this entails that giving acces to finarcial sewvicesis the main objecive. However,
the major rea®n for the promation of the movemert is poverty reduction. It is unclearhow
poverty is defined here.The article proposesa broad meagire of poverty. As | have shown, it
is far from obvious how microfi nance impacts the threedifferent formsof cagital discussed

The trarsformation of the microfinance movemert has brought these quedions to the fore.
When microfinance organizaions turn into finarcial institutions, becaming finarcially
sustainade or even maximizing profit becanes the main objectve, whereas poverty
reduction becanesa side-effect and not a goal assuch. If thisis the cas, the whole purpose
of the movemert changes An ethical approachwould then entail that this objectve is macde
explicit so asnot to deceive the peple involved

% Bebbington, D.H. & Gomez, A. (2006), Rehuilding Sccial Cagital, in Microfinance: Perils
and Prospects, ed. Fernardo, J., Routledge, London, 242p.

% Karlan, D. & GinZ X. (2007), Group Veras Individual Liakility, Working Paper, No.
111, Center for Global Developmert.
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