Micro Credit: “What Development Should Be”, or “Making the Impoverished Look A Little Less So, Sometimes”?

In 2006, Mohammad Younus was awarded the Nobel Peace Prize for his work in starting the Grameen Bank – a Bank devoted to microfinance, or small loans to the impoverished – in the 1970s in Bangladesh. Since its inception, the Grameen Bank has disbursed over $6.5 billion in loans to impoverished creditors – over 97% of whom are women.
 Nearly $6 billion of that amount has been repaid.
 In addition, the success of the Grameen Bank (which has enabled Younus to start a host of other organizations including Grameen Phone – Bangladesh’s largest cell phone operator) has inspired a host of other organizations to join the microcredit business in Bangladesh. Big Bangladeshi NGOs such as BRAC, as well as smaller initiatives and international NGOs, have seen microfinance as a means not only to expand their operations in rural and urban areas, but also to make their operations – which historically relied on external or private financing – self-sufficient. 

While the microfinance project has generally been met with roaring applause, a few have begun to ask questions about the motivation of some of the organizations involved. In this regard, consider the words of Fazle Abed, the founder and Executive Director of the Bangladeshi NGO BRAC (Bangladesh Rural Advancement Committee): “A soft-hearted patronage approach of welfare organizations must give way to [a] hard-headed professional approach if the microfinance approach is to be sustainable and effective.”
 In other words, the traditional charitable organization mentality of philanthropy – or even solidarity – should give way to a more business-soriented mindset. 

Though microfinance may often be seen and operated as a business, where high interest rates and strict collection rules are part and parcel of the operation, its commercial nature is not in itself a criticism of microfinance. There may be a lot of good done by these operations if, as indeed many of its practitioners and admirers claim, it is more or less self-sustaining and is also an effective means of promoting economic development. However, claims about the benefits of microfinance are often not backed up by the evidence. Even the most detailed studies done as yet on microfinance are ambiguous about its results. That a method with such impassioned proponents should fail to have much empirical evidence in its favor is a cause for some concern. An even greater cause for concern is that none of these studies asks some of the basic questions behind the microfinance project, including the following: What could be done with all this money were it not going to microfinance? Has any country meaningfully improved its poverty related social indicators (literacy, life expectancy, infant morality, etc.) through microfinance? What have been the strategies of countries that have been doing well in development and poverty reduction, and how has microfinance been a part of those strategies (if at all)? 

Learning from History: A Brief History of Microfinance, and How Did the West Grow a Middle Class?

Lending money to those who need it – including the very poor – is hardly a new phenomenon. While usurious loan schemes of all kinds can be found in slum areas and impoverished villages the world over, even the basic principles of microfinance are not a 20th century invention. In the early 18th century, satirist Jonathon Swift helped establish the Irish Loan Fund system, which provided short-term loans to those who could not provide collateral, often without charging interest. At its height, these Funds provided loans to some 20% of the Irish population.

While the principle of microfinance is not new, the notion that it can be a path out of poverty is. Though the Irish Loan Fund system was at its height in 1845, it was unable to provide safety or generate wealth during the Irish Great Famine which began in that year. In other places, credit extended to the extremely poor is often usurious, and is understood to be part of a system which keeps the impoverished poor. 

In many developed countries, lending – and by extension, debt – has historically been a tool of coercion and control. To give perhaps the most dramatic example, after the emancipation proclamation in the United States gave formal freedom to former slaves of African decent, the share-cropper system ensured that they remained in effective bondage while they repaid debts to their former masters.
 In this instance and many others, indebtedness was used as a means to control workers and to ensure that their labor was used for the benefit of others. 

But there is no doubt that in Europe, Japan and much of the U.S., a middle class has developed and poverty is far less pervasive (if not altogether extinct) than it was even a century ago. While a detailed discussion of the rise of the middle class in industrialized societies is beyond the scope of this paper, there are some key points to be aware of. First, obviously (and not trivially) the story of the wealth of Europe cannot be told without telling the story of colonialism. Whether the somewhat primitive early colonialism of the Portugese and the Spanish (where natural resources were stolen by elites in the colonial countries) or the slightly more sophisticated colonialism of the l8th and 19th centuries (which depended on the exploitation of cheap resources and cheap agricultural labor to export raw materials to Europe, and then their re-import for consumption by colonized populations after being processed in Europe), there is no doubt that the colonial period generated enormous wealth for some in Europe.
 In the Americas, wage-free labor in the form of slavery and the obscene wealth generated by the transatlantic slave trade can be added to this brutal picture.

Secondly, the industrialized powers – without exception – broke all the rules of the globalized free-market in order to generate wealth. The best documentation on this issue can be found in the work of Ha-Joon Chang, whose 2003 Kicking Away the Ladder: Development Strategy in Historical Perspective should be required reading in every development economics program. In it, he demonstrates that every country used tariffs, subsidies, massive government investment and the development of public institutions in order to develop a competitive economy. 

Lastly, and most importantly, wealth generation and the creation of a middle class are two distinct but related issues. At the height of the British colonial period in the 19th century, although Britain was home to a number of extremely wealthy people because of money being made in India and the Carribean, most people were worse off in terms of access to services and in terms of basic development indicators (child mortality rates, life expectancy rates, etc.) than they were a century before. It was not until the rise of trade union movements towards the end of the 19th century, and ultimately their codification in post-World War II Europe, that the standard of living began to significantly improve for the majority. The movements demands – minimum wages, fewer working hours, paid holidays, universal education, universal healthcare, etc. – may have been met in part due to the increased wealth that colonization had brought, but they were conditioned on political shifts with Europe. The fulfillment of these demands required – and still requires today – massive public investment in infrastructure, which was paid for through the imposition of a system of progressive taxation. In places where this system is highly advanced, such as in the Nordic countries, a relative equality exists – no one is incredibly poor and no one is incredibly rich, in a scenario that Adam Smith might have deemed the perfect form of capitalism.
 

The story of how the developed world developed is a complicated one, involving colonialism, slavery, protectionist trade policies, industrialization, the rise of trade union movements, and ultimately the social compromise that is the modern welfare state. Nowhere in this picture does credit come into the story. Nor is this a history of millions of impoverished people who climb out of poverty through the discovery of their “inner entrepreneur”. It is rather a story of the generation of wealth (sometimes through illegal and immoral practices) and the redistribution of that wealth through class struggle.

Micro Credit’s Macro Effects

One of the most wide-ranging and in-depth analyses of the impact of microfinance is Nathanael Goldberg’s 2005 paper (commissioned by the Grameen Foundation) entitled “Measuring the Impact of Microfinance: Taking Stock of What we Know”. The paper, which considers a variety of microfinance models, analyzes the previous research on microfinance effectiveness, and considers a variety of indicators against which to measure success, begins its conclusion as follows:

Does microfinance work?  This review of the literature provides a wide range of evidence that microfinance programs can increase incomes and lift families out of poverty.  Access to microfinance can improve children’s nutrition and increase their school enrollment rates, among many other outcomes.  Yet it would be imprudent to issue a blanket statement that “microfinance works,” for the simple reason that there is no one “microfinance” to test.  The MFIs [microfinance instruments] examined in this paper serve different types of clients with a variety of services, and they operate in extremely heterogeneous regions.  None, no matter how effective, can be said to definite answer the question of whether microfinance works as a poverty-reduction strategy on a global basis.  Someone especially concerned with the effect of microfinance on family planning, or women in Eastern Europe, for example, might have a different take on the (limited) evidence.  Where an impact assessment finds a microfinance program to work especially well, or not at all, it is important to consider what exactly was being  tested—credit in urban or rural settings; for women or for men; for the very poor, or the not-so- poor; and so on.

This is extremely cautious and measured praise. On the whole, it should be said that this report, and others like it, are usually far more glowing about the microfinance project. Thus, “Everyone who has supported or participated in [the microfinance] movement deserves high appreciation.” While there may be problems, the largest among them are that “lack of funding is still considered a major obstacle”.
 

That even the most ardent supporters of the microfinance project are hesitant to advocate it as a development strategy should be cause for concern. Furthermore, there are methodological issues with all of these studies that often do not receive enough attention. The methodological problem that they reviewers are aware of concerns the ability to talk with enough beneficiaries and non-beneficiaries to obtain a sample size large enough to make the results meaningful. In other words, to do this kind of evaluation properly, one needs a lot of resources, and most groups are not willing to spend that kind of money on an evaluation.

But there is a second and more troubling methodological worry. In all of these studies, beneficiary households (that is, those who are the beneficiaries of microfinance) are compared against non-beneficiaries (those who received no credit and no benefit at all). On a micro-level, one can be reasonably sure that the household receiving credit will do better than the one that is not receiving credit, other things being equal. The question that should be asked by these studies is not “is microfinance better than nothing,” but rather, “is spending money on providing microfinance better than spending money on something else.” Are there other options – whether other credit models or even public spending models such as investing in education, infrastructure or other public services – that may provide better results?

Here again, evidence would be hard to come by. The evidence that is available seems to indicate that microfinance is not working at a macro level. Bangladesh is often described as a “pioneer” in the microfinance sectors, and at times a place where micro-credit is so prevalent as to have reached a “saturation point”. But not only is Bangladesh among the most impoverished countries in the South Asian Region (competing with Nepal and Afghanistan and easily beating India, Pakistan and Sri Lanka for that stigma), many of its development indicators are stagnant or worsening. For example, infant mortality has been steady at a rate of 54 deaths per 1,000 births since 2000. In relative terms, Bangladesh has been going backward. In 2004 it was listed 138 out of 177 countries on the UNDP’s Human Development Index; today it is listed at number 140. 

Of course, microfinance is not the only program that is failing to deliver results in Bangladesh. As the 2002 Structural Adjustment Participatory Review Initiative (SAPRI) report on Bangladesh documents, IMF and World Bank conditions of the 1980s and 1990s have effectively crippled the capacity of the Bangladeshi state. Investment in social services and infrastructure decreased significantly from the period 1980-2000, and growth rates were stagnant as a result. Privatization measures have largely failed to generate private sector capacity (sometimes due to lack of competition), while they have eliminated the possibility of generating public sector capacity for anything other than regulation. Trade liberalization policies have damaged if not destroyed hopes of building up indigenous manufacturing, while also putting the squeeze on the export-oriented agricultural sector. The trade policies are also endanger Bangladesh’s already fragile ecosystem. The Sundarbans is the largest contiguous mangrove forest in the world, and offers Bangladesh some protection from floods and other natural disasters. The forest is being cut at an alarming rate to make room for shrimp farming and other commercial activities.

In light of this dire situation, is the rise of the microfinance industry a boon or a burden for Bangladesh? While there is probably not enough evidence to answer this question, an educated guess might be that it is neither. There is no doubt that some are benefiting from microfinance programs, but some would benefit from foreign aid no matter what form it may come in. Whether microfinance is a boon or a burden, this much is clear: it is not a development strategy.

What does a meaningful development strategy look like? 

In the discourse of Thomas Friedman and his The World Is Flat, India is the success story of our times. While the thought of dissecting Friedman’s “arguments” and logical errors may be tempting, let me merely say that it is very difficult to prove that India as a whole is a good example of development and poverty reduction. He certainly does not prove the point in his book, which is more a collection of anecdotes than a reasoned argument based on evidence.

However, as India has a relatively decentralized program of governance, some states may be said to be doing better than others. At the top of the list is the south Indian state of Kerala. 

Kerala has an interesting political history. Blocked off from the rest of India by mountains, Kerala was a post for Arab (and later European) traders from the 10th century onwards. Towards the beginning of the British rule in south India, Kerala’s queen declared a proclamation of universal education in 1817 and took steps towards carrying out this grand task. 

Kerala has had communist governments in and out of power since 1957, and from that time has successfully implemented three major reforms. The first was land reform, which established small farmer’s rights to land. Second, Kerala was able to achieve universal primary education and even universal literacy by 1990. Considering that the average illiteracy rates in India are more than 35%, this was quite an accomplishment.
 Lastly, Kerala invested heavily in healthcare, with 160 patient beds per 100,000 people, the highest rate in the country.

As a result of these developments, most of Kerala’s development indicators – infant mortality, maternal mortality, life expectancy, etc. – are on a par with those of the developed world. Though many Keralites have traditionally worked in other parts of India (because the increase in education was not coupled with an increase of jobs) today Kerala is the fastest growing state in India with the exception of the small tourist-oriented state of Goa. 

Though this is a rather cursory view of development in Kerala, a few things stand out. First, microfinance is not a significant part of the story. In times of crisis, when for example the price of coconut fell in the late 1990s, microfinance programs did move into Kerala, apparently with some success.
 But otherwise the need for microfinance programs seems not to have arisen in Kerala in the same way as it has in places such as Bangladesh.

Second, the story of Kerala starts and ends with state-led redistribution measures. Land reform is the first (and some would argue, the most important) of these. By attacking the feudal system at its root – private control of land and resources – development in Kerala was able to follow a more egalitarian path. Bangladesh and many parts of South Asia and Africa where microfinance is popular have never gone through the process of redistributing land, and therefore the rural economies there may be characterized as feudal or semi-feudal. In relationships of “serf” and “master” (jamindar in Bengali) there are few opportunities to escape poverty. 

And lastly, Kerala’s development strategy was long term and relied on building internal capacity instead of looking for “quick solutions”. One can imagine an IMF economist turning to a Kerala development planner in the 1960s and asking “Why all this investment in education? Your economy is based on coconut production. How well does one need to read and write to grow coconuts?” The fictitious economist would be missing the point, of course. Yes, by maximizing coconut production, Kerala would probably have made a lot more money in the 1960s than it did. But by investing in infrastructure and building capacity, Kerala will make a lot more money in the services and industry economies that are in place now than it ever would have in the coconut business.

What Micro-credit Is (And What It Is Not)

A lot of the problems that arise from microfinance are actually problems of perception. It is in the interest of those who are in the “business of microfinance” to claim that there is more to microfinance than what the evidence can prove. Such dissimulation is more than dishonest; it is counterproductive. 

In places where things are going terribly wrong – where there is no functioning state to speak of, where feudal, caste, class and gender inequities are pervasive, where most impoverished are at constant risk of hunger and death from preventable disease – microfinance may have a place. It may be able to offer those who effectively serve as bonded labor – whether in farms or factories – a way to sell their goods directly to market, and thereby to significantly improve their income and ultimately their social status, the education level of their children, and so on. In order for this to be effective, many other factors have to be in place as well.

But even when the stars do align themselves in such a way as to make the microfinance a small-scale success, that success is extremely unlikely to translate into long-term development. Nearly every country in the world that has developed has done so through the use of infant industry – that is building up indigenous manufacturing sectors through free trade distorting mechanisms. Every country in the world that has developed a sizable middle class has done so through popular movements demanding the creation of welfare state measures. These measures – and the meaningful long-term poverty reduction that they imply – are beyond the scope of microfinance.

The Danger of the Convenient Myth

In conclusion, the question arises of why microfinance is so popular despite mixed results. Why is this model, that at best delivers relatively modest rewards, touted by so many as the solution to chronic poverty?

In the historical narrative of European, North American, Japanese and other forms of economic development - so well documented by Ha-Joon Chang and others – the main player is the interventionist state. It is the state which sets out a policy of subsidies, tariffs, and other institutions, such as bond markets, central banks, and so on, which make industrialization possible. It is the also the state which is called upon by the working classes to deliver welfare measures, including universal education, universal healthcare, some kind of job security, and regulatory controls ensuring decent working conditions, and even clean air and water. In the cases of Bangladesh and Kerala, only government intervention can enforce a policy of just land redistribution. 

But according to the Structural Adjustment Policies of the International Monetary Fund and the World Bank, and the private sector interests that they largely represent, the state is the enemy. Tariffs, subsidies, limits on foreign direct investment, and other interventions, must be done away with in order to maximize comparative advantage. 

These free market fundamentalist theories probably make some sense in the economics textbooks from which they came. In the real world, protectionism and state patronage are the path to development even today. The fight over European and U.S. agricultural subsidies in the WTO and the huge role of the publicly financed Pentagon system within the U.S. economy are the two most obvious examples of this maxim. 

The microfinance project is dangerous therefore not merely because it is unproven. It is dangerous because it is a free-market myth. The idea that private entrepreneurs can lead the way out of poverty and toward development sounds very good to those who have no sense of history, or to those who serve the interest of large private scale actors including transnational capital. 

Those who believe in the mythological power of microfinance have no reason to consider meaningful paths out of poverty. These paths that would certainly begin by undoing some of the damage that has been done in the last three decades of market fundamentalist policies, and also including reinvesting in national industrialization policies, as well as in healthcare, education, housing and infrastructure. Until we as a global community of people committed to human rights and human dignity for all can overcome our ideologies and learn the lessons of history, there can be no meaningful reduction of poverty in the world, With our without microfinance.
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