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ABSTRACT

When and under what conditions has microfinance been most successful? Microfinance
institutions have been widely credited as an important tool for alleviating poverty, but what is it
that affects them, their success and survival, their ability to reach the poorest clients? This
project addresses an untapped area of political economy by bridging the gap between grassroots
development and the broader macro-level political environment. Going beyond gender
discussions, economic explanations, and normative policy prescriptions which have dominated
the microfinance literature, this research argues that the regulatory framework and democratic
institutions have a key role to play through empirical testing of these relationships. Microfinance
can only do so much to assist the poor and support entrepreneurs if legal structures do not create
an enabling environment. Cross-national regression models, institution-level microfinance data
and detailed case studies of Sri Lanka and Nepal confirm that it is indeed the institutional
environment that shapes microfinance and its ability to reach the poor population. Alternative
explanations of gender equality and the presence of international and local microfinance
networks fail to sufficiently explain differences across states. In some ways, microfinance has
achieved much in bringing financial services to the poor in spite of adverse political conditions
with inefficient markets and ineffective governments. However, it is also positively influenced
by political freedoms, stability and policies that create more opportunities for funding and protect
borrower and lender rights.

Key Words: microfinance, microcredit, entrepreneurship, economic development, political
economy, finance, regulation, governance, political institutions, gender, networks
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I. INTRODUCTION: CREATING OPPORTUNITIES FOR THE POOR
"Credit is of fundamental importance if we are to build a just society where all human
beings can live with dignity. I am convinced that credit is a basic human right. All other
basic rights - food, shelter, education, health - are denied when a person is poor.
Credit unlocks the door." (Yunus 1997)

One of the most puzzling problems faced by social scientists is why some countries
remain underdeveloped and so much of the world’s population mired in poverty. The question
of what spurs development or perpetuates underdevelopment remains important not least of all
because of the large numbers of people who still live in poverty and the levels of inequality
which have only increased both within and between countries. This is the broad question: why
has development here failed? Explanations in the political science literature run the gamut from
cultural determinations to theories which focus on exploitative dependency relationships, but
have as yet proven insufficient.
This research seeks to add to the broader academic debate on development by assessing
the relationship between grassroots development efforts and those made at the national level. In
the development industry, there remains a schism between those that seek to promote
development from the top-down and those that emphasize a bottom-up approach. According to
Dichter (2003), during the early 1960s, there was a transition from a consensus for “trickledown” development to a push for more grassroots efforts, in which “the two parts of the
development endeavor ignored each other and rarely came into contact” (61). Even now the two
approaches seem to coexist, with little attempt to reconcile them. Thus the consideration of
development as a dependent variable remains incomplete.
To answer this question, this research will focus on a more specific dependent variable,
microfinance. The idea of providing credit at the grassroots level brings opportunities for
development directly to the people. Despite its modest means and local focus, at its core
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microfinance is a response to the problem of poverty and is therefore very much concerned with
the larger question of development. The microfinance industry throughout the world has been
widely praised for its potential to alleviate poverty and contribute to development. Microfinance
Institutions (MFIs) are more frequently being considered one of many important means of
encouraging entrepreneurship and economic development at the grassroots level. Today there
are over 3,000 MFIs serving over 100 million clients in some of the most impoverished countries
of the world (Daley-Harris 2006). When viewed in terms of assets, these organizations may not
seem like significant players in most countries. However, as Robert Peck Christen (2004),
currently Director of Financial Services for the Poor at the Bill & Melinda Gates Foundation,
points out, “the picture is much different when one counts citizens rather than money” as they
may in some cases account for the majority of financial system clients. No less important is the
fact that these institutions are part of and embedded in a larger context.
Addressing the question of microfinance from a political science perspective can offer
insight into the nature of the relationship between grassroots practices and development. Yet
political studies of microfinance are rare. To date, much of the literature on microfinance has
come from sociology, economics or the industry itself (Brau and Woller 2004; Morduch and
Haley 2002; Sebstad and Chen 1996). The focus has primarily been on how these institutions
operate, how credit services impact their clients, and whether they are reaching the poorest of the
poor. In other words, these microcredit institutions are an interesting independent variable in
assessments of poverty-alleviation efforts. If it can be established that microfinance is indeed a
useful tool for development, then the next step is to analyze microfinance success as a dependent
variable made up of three factors: outreach, sustainability and impact. Which are the most
important factors in determining microfinance success, its survival and its ability to reach the
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poorest of the poor? Furthermore, why have some developing countries been more successful
than others in meeting demand for microfinance services?
This question speaks to an untapped area of political economy and to answer it, there is a
need to expand the literature, to reconcile the question of microfinance as a grassroots level tool
for development with the larger macro-level political environment. This is an opportunity to
bring the question of microfinance into the political realm, to step back from normative policy
prescriptions and really consider the complex politics of grassroots development efforts. To do
this, the research must go beyond gender discussions and economic interest-based explanations
which do not sufficiently explain the relationship between microfinance and the larger political
context. Rather, I argue that while gender and interests may have a role to play, it is primarily
the institutional environment which shapes the political economy of microfinance. In particular,
this research seeks to illustrate that the success of microfinance as a tool for development is
primarily determined by a market-enhancing institutional environment where effective state
institutions provide an appropriate regulatory framework.

Background: What is Microfinance?
Microfinance refers to small scale financial services offered to the poorest populations, often in
areas where banking options may be limited or not available at all. MFIs can be banks,
cooperatives, credit unions, non-governmental organizations (NGOs), or non-bank financial
institutions (NBFIs) (Helms 2006). Typically, microcredit services aim to provide working
capital which can help the recipient to start or improve a small-scale business and thus improve
the livelihood of themselves and their family. It is based on the premise that providing small
loans to those living in poverty can provide them with the capital they need to become selfsufficient. Microfinance also refers to a broader range of financial services, with some MFIs
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also offering savings and insurance (Helms 2006). While small-scale financial institutions
operate throughout the world, the microfinance movement is most often associated with the
developing world, where arguably these services have a much more profound significance.
Although there are certainly poor and unbanked populations in the developed world, they make
up a much smaller portion of the population, whereas in the case of low and middle-income
countries, microfinance can play an important role in bringing financial services to an
underserved majority (Honohan 2004b).
Microcredit has actually existed in various forms throughout economic history, usually as
part the informal sector itself, as is the case of local money lenders. Credit unions and rotating
credit associations (ROSCAs) have a long history. Very broadly defined, microcredit might
even include informal loans from friends or family members (Helms 2006). In the 1960s, the
usurious rates charged by moneylenders led many involved in development efforts to think that
the only way to get credit to the poor was to provide it cheaply, through subsidized, state-led
rural credit programs. However, these efforts have had a disappointing track record. In their
assessment, for example, Hoff and Stiglitz (1990) point out that the creation of these institutional
alternatives failed to either drive out the moneylenders or reduce the interest rates they charged.
These subsidized credit programs not only damaged the financial sector by distorting incentives,
but often times ended up subsidizing the nonpoor (Holt and Ribe 1991). Besides making these
banks “flabby,” government subsidies have also been thought to have resulted in loan allocation
based on politics or social concerns, rather than the credit-worthiness or productivity of the
recipient (deAghion and Morduch 2005).
Modern microfinance institutions emerged as part of a wider trend toward grassroots
development efforts that were critical of the state-led, top-down approaches which had
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dominated until the 1960s. Advocates of grassroots projects generally pointed to the inability of
“trickle-down” economics to reach the poorest populations and instead focused on small-scale,
local community-driven approaches (Friedman 1992; Kingsbury 2004; Schumacher 1973).
More recent critics argue that the main failure of development policy has been to ignore the
informal sector and thus has done little to increase the productivity of the poor (DeSoto 2000;
Woller and Woodworth 2001). From these arguments, microfinance emerged from the “vacuum
created by the failure of the old models of development finance” (Rhyne 2001). The ineffective
initial attempts of state-subsidized rural credit have given way to a microfinance sector
dominated by NGOs and private operation, with far less state involvement (Woolcock 1998).
Since the 1970s, efforts to formalize small-scale lending have taken off. They drew particular
attention in the last few decades with the emphasis on neoliberal policies and hands-off
approaches to the economy. The UN declared 2005 to be the “international year of microcredit,”
with more than 100 countries participating in activities including more than 350 conferences
("International Year of Microcredit 2005: Final Report" 2006). In 2006, the Grameen Bank, the
establishment which is often likened with the start of the current microcredit movement, received
the Nobel Peace Prize for its development efforts and consequently brought much attention to the
industry as a whole (Nobel Foundation 2006).
By lending to the poor, often to people working in the informal sector, in rural areas or
urban slums, MFIs take on exceptional risks, risks often deemed too high by regular commercial
banks. The poor lack collateral and in many cases, even official documentation. Yet the success
of microfinance efforts has overturned several long-held assumptions about the poor. The poor
are indeed credit worthy. Clients have shown a willingness to pay high market rates of interest
on their loans in order to invest in their businesses and their family’s well-being. What is more,
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they show a remarkable consistency in repayment (Arsyad 2006; Patten et al. 2001). In fact,
Grameen Bank has reported repayment rates as high as 98 percent, compared to the average for
other Bangladeshi banks of only 27 percent! (Yunus 1997) Additionally, it has been found that
when given the opportunity, the poor do save and would greatly benefit from having a safe place
to keep their savings. As Rhyne writes in her case study of Bolivia, “The poor participate
actively in their betterment. They are not passive recipients of assistance, not simply refugees
from a failed formal sector, but economic actors out to improve the quality of their lives, and as
such, they are potential contributors to economic growth” (Rhyne 2001).
In order to address the unique financial needs of the poor, MFIs have tended to be
characterized by group lending models and mobile and decentralized structures. These
institutional features are designed to address some of the fundamental difficulties of lending to
the poor – namely that there is no documentation to assess credit-worthiness or likelihood of
default and that very poor clients lack the typical kinds of collateral which can be used to insure
the loan. While group lending structures are not utilized in all MFI organizations, they have
been shown to be a reliable alternative. In the widely replicated Grameen Bank’s model for
example, lending groups consist of five people who meet once a week and work to mutually
reinforce the discipline of the members. The design of this group system is such that no
collateral is necessary from the borrowers. As Yunus (1997) explains, “Social collateral replaces
material collateral. Individual greed is suppressed by collective responsibility” (14). Group
lending has been found to reduce transaction costs and allows the organization to build upon
existing social groupings. Most importantly, for areas where credit information is lacking and
contract enforcement mechanisms tend to be weak, mutual group reinforcement provides a
reliable alternative to the lack of sufficient legal mechanisms (Woolcock 2001).
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Another lesson from the Grameen model and a central aim of microfinance worldwide is
the idea of taking banking directly to the poor. As Yunus has explained, one of the problems
with the formal financial sector is that bankers are “unwilling to step out of their offices.”
(Yunus 1997). In practice, this means small local organizations, or in the case of larger
microfinance organizations like Grameen, highly decentralized management systems. By quite
literally bringing services to the poor (the Grameen Bank is noted for its idea of “bankers on
bikes” for example), banking can be made available even in areas considered risky due to lack of
infrastructure and physical distance from a head office or even other financial institutions. In
this way, microfinance is designed to bring credit and other services to areas previously thought
to be too challenging an environment for such developments. Additionally, one study even
found that the “greater physical and financial proximity of microfinance institutions to their
clients” was a major contributing factor in their ability to withstand economic crises (Muriel et
al. 2006).
Another important feature of many MFIs is the focus on women borrowers. In some
cases this is part of an effort to correct a neglect of women in development policy. In other
cases, such as in Muslim societies like Bangladesh, lending to self-employed women challenges
traditional social roles. Yet often it is the poorest women who need credit most but are unlikely
to get it for both financial reasons and as a result of gender bias. Not only have microfinance
programs been said to have a positive impact on women’s empowerment, but women have often
proven to be the better customer. Several studies found that women faithfully repay while the
delinquency rate is much higher among the men who borrow (Panjaitan-Drioadisuryo and Cloud
1999; Wahid 1994). Another reported that female branches were more efficient, as women
tended to be more risk-averse and to use their loans more effectively (Hassan and Tufte 2001).
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Even with these efforts, the majority of the world’s population does not have regular
access to formal financial services (Helms 2006). This represents a substantial barrier to
conducting everyday economic transactions, which others take for granted. Without formal
access to credit they have few opportunities to seek capital to start or expand their businesses, or
to cover the costs of unexpected misfortune; the death of livestock, or even home repairs.
Without a safe institution in which to keep their earnings, there is little motivation or opportunity
to save.

A Political Science Perspective
This is where political science becomes critical to our understanding of microfinance. How can
the safety of these institutions be guaranteed? How can countries create an environment in
which microcredit markets can thrive and provide financial access to more people? Despite
social agendas and often non-profit status, MFIs are very much economic actors and will respond
to the legal and regulatory framework in which they operate. Consideration of microfinance as a
dependent variable thus holds important lessons about the role of the state. The legitimacy of
microfinance institutions is influenced by their legal context. Where they can obtain their funds
and the extent to which they can control their operating costs can also be limited by state
interventions. Much of the literature on microfinance contains normative policy prescriptions,
but this analysis seeks to test these relationships more closely. The lessons to be learned can tell
us the extent to which the same policies can promote grassroots improvements in financial
services as well as more efficient markets and broader economic development. It can also
determine the extent to which governments in the developing world have the capacity to
implement these policies effectively. More broadly, while microfinance has proven to be
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successful in even the most adverse conditions, to what extent can MFIs benefit from greater
political freedom and stability?
A more thorough understanding of microfinance, and by extension grassroots
development and entrepreneurship, stems from a consideration at multiple levels of analysis. At
the level of the institutions themselves, we can take a closer look at their outreach, sustainability
and impact on clients, as influenced by the political environment. At the national level, we can
consider strides achieved in financial access by national microfinance industries. The extent to
which increased and improved financial services can facilitate entrepreneurship and small
business development has implications for broader economic development. Moreover,
microfinance continues to be become increasingly globalized, with multi-national networks of
MFIs and flows of international capital both from the developed world and across the developing
world itself. Thus the implications extend to even the international level of analysis and provide
important lessons for international development.
As microfinance increasingly becomes an accepted tool for development worldwide, it is
critical at this juncture to step back and consider these questions. This research tackles the
timely question of microfinance and analyzes these factors systematically through review of the
literature, quantitative analysis and case studies. The merits of microfinance must first be
established by sketching the relationship between it and the broader dependent variable of
development. That is, rather than assuming that microfinance is a useful tool for development,
this will first be established through systematic assessment of the available literature. Once this
is established, it provides a stronger basis for analysis of the political economy of microfinance.
Thus the remainder of this chapter will provide a comprehensive review of the microfinance
literature. Chapter two will then explore the political economy of microfinance, drawing from
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the political economic literature on development, finance and entrepreneurship, thus building the
theoretical perspective. Chapter three begins with a quantitative analysis of institution-level
data. Expanding then to a national level of analysis, chapter four provides an analysis of the
microfinance industry across countries. Chapters five and six are a detailed, qualitative
exploration of the cases of Sri Lanka and Nepal, respectively, followed by a comparison of the
two to gain insight into critical differences between their microfinance industries. Finally,
chapter six concludes with the lessons learned and potential policy implications.

Microcredit: A Grassroots Level Tool for Development
It is important to note that microfinance should not be viewed as a panacea. There is a tendency,
as Boudreaux and Cowen (2008) put it, to overestimate the “micromagic of microcredit.” For
one thing, deAghion and Morduch (2005) warn that rigorous impact studies have been few and
have had mixed results. Microfinance is also simply not appropriate for every situation and
every individual. What it can do is help to take control over rural credit out of the hands of
moneylenders. It may not be able to single-handedly reduce poverty, but it can contribute to
poverty reduction by increasing the productivity of self-employment in the informal sector
(McGuire et al. 1998). It may not make substantial changes to individual income but it may
allow a family to keep a child in school, pay for medical expenses or build up more secure
savings (Boudreaux and Cowen 2008). In other words, what it can do is put resources in the
hands of the poor and provide them the opportunity to make those everyday decisions (Helms
2006).
Most in the industry acknowledge that microfinance is not a magic bullet and do not seek
to promote microfinance in this way at all. According to the Consultative Group to Assist the
Poor (CGAP), the central goal is to make permanent access to high-quality financial services a
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real possibility for as many poor and near-poor households as possible. To that end, they name
the following four dimensions of achieving that goal:





Breadth of outreach: Providing access to as many people as possible
Depth of outreach: Reaching as far down the income scale as practical
Service quality: Offering a suitable variety of financial products (savings, loans,
remittances, and insurance) that are well-matched with the real needs of clients
Financial sustainability: Pricing financial services so that their costs are covered
and they do not disappear when donors or governments are no longer willing or
able to subsidize them (Helms 2006)

How effective have these strategies been? Rather than assuming that microfinance (while
not a panacea) is still a useful tool for development, what kind of evidence is available to
illustrate this? As indicated earlier, much of the available literature focuses on microfinance as
the independent variable. That is, it examines the question of how the institution affects its
clients, what kind of clients it is reaching, and the nature of its operations – in particular whether
or not it has achieved sustainability. These studies typically cross a number of academic fields
and include a vast number of studies commissioned within the microfinance field itself. Several
large-scale literature reviews have been published previously (Brau and Woller 2004; Morduch
and Haley 2002; Sebstad and Chen 1996). In order to first establish the merits of microfinance,
this research also undertook a comprehensive review of the literature which considers the
effectiveness of microfinance as a tool for development.
Over 120 studies were reviewed. Over 80 of these appeared in peer reviewed journals,
while the rest included studies done by the World Bank and various NGOs. Notably, even the
journal articles cross a number of disciplines. While there are some economic journals
represented, very few studies have appeared in political science journals. The majority appeared
in entrepreneurship oriented or development studies journals, such as World Development (23 of
the studies reviewed appeared here). In terms of methodology, most results were based on either
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detailed case studies of a particular MFI or surveys of clients and practitioners. Additionally,
while this review includes studies from Asia, Latin America, Africa and Eastern Europe, there is
a heavy concentration of assessment on Bangladesh. In particular, successful MFIs there, like
Grameen Bank and BRAC, tend to receive a great deal of attention. It should also be noted here
that while the following discussion speaks to microfinance generally, most of the studies
reviewed focus primarily on credit-based programs. This is most likely due to the fact that
despite a lot of attention, few institutions (and therefore fewer studies) have expanded to
additional financial services.

Outreach
Recent efforts to measure the level of microcredit outreach represent an important
starting point. One of the most notable studies is a recent report produced by CGAP. The
authors of this study identified over 750 million savings and loan accounts in what they
considered to be “alternative financial institutions” (Christen et al. 2004). These included
accounts from a number of other types of state-owned and member-owned financial institutions
in addition to those which are typically referred to as MFIs, though all maintain a focus to reach
those who typically do not have access to financial services. The MIX Market, another CGAP
effort collects self reported financial data from microfinance institutions throughout the world.
According to their data, there were over 28 million active borrowers in 2004 (Rhyne and Otero
2006). Other efforts include the Global Microcredit Summit Campaign’s annual survey of
microfinance institutions. Using this data, Honohan (2004b) finds that there is an apparent
threshold to MFI penetration which is difficult to surpass. He finds that in only eight countries
has microfinance manage to reach more than two percent of the population, with Bangladesh
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being the most notable at 13.1 percent. These patterns also persist even when using the larger
dataset developed by Christen and his fellow authors.
Besides the impressive breadth of outreach that has been achieved, there is also the
question of depth: whether the institutions are actually reaching the poorest people. Quite a
number of studies have actually found that despite broad outreach in terms of numbers, there is
not as much of a focus on reaching the poorest, or a tendency for the very poor to still be
excluded (Chowdhury and Alam 1997; Gulli and Berger 1999; Marcus 1999; Mosley 1996;
Servon 1997; Todd 1996). One study of the PULSE program in Zambia for example is
consistent with these other studies which suggest that recipients of microcredit tend to be
“bunched around the poverty line,” though with more above than below it (Copestake et al.
2001). One study suggests the problem is an emphasis on quantity over quality (Wright 1999),
while another finds that some MFIs tend to approach less poor clients in order to achieve better
repayment rates (Ahmad 2003).
Still, others have found that outreach to the poorest has in fact been successful (Alamgir
2000; Evans 1999; Yaron et al. 1998). Hashemi (1997) argues that the poorest can be reached,
but not all; microcredit is simply not a solution for everyone. Several others have found that
depth of outreach can still be achieved, even if not all clients are among the poorest (Matin 2005;
Seibel and Torres 1999). Although it has also been argued that depth of outreach may be
achieved only at the price of breadth (Cull et al. 2006), others point out that new practices or
additional services can lead to better outreach (Matin and Hulme 2003; Richardson 2000).
On the other hand, a distinction must be made between reaching the poor and reaching
the poor who are actually interested in obtaining credit. A study by Navajas and co-authors
(2000) also finds that clients tend to be closer to, or just above the poverty line, but point out that
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this should not necessarily imply that they are doing a bad job. Group lending has been effective
at reaching the poorest and there is deeper outreach in urban areas. Yet they also acknowledge
that the poorest are less likely to be creditworthy, or to even demand loans, and the non-poor can
borrow elsewhere. The key is in ensuring that they are lending to the poorest of those
demanding loans and who are creditworthy, a far more difficult thing to measure. Joanne Fairley
(1998) argues that outreach is often a problem of not only the organization being unable or
unwilling to reach the poorest, but also a problem of the poor being discouraged from seeking
microcredit services. Sometimes the poorest individuals simply do not want to assume the risks
involved. Opportunities for productive use of the loans may be limited, and the task of
repayment may involve too high a risk for some potential clients (Wright et al. 1997). Thus
failures to reach the poorest might be explained by a “self-selection bias” with some of the very
poor choosing not to seek out credit services if the risks are deemed too high (Barnes et al.
1999). Jeffrey Sachs (2008) agrees, arguing that microcredit is perhaps most suitable for those a
few steps above the bottom of the pyramid, rather than those at the very bottom whose most
basic needs must be met first. Best practices encourage increasing understanding of the market,
and it would seem microfinance is well within its capability to reach this target market.

Sustainability
One of the central reasons why MFIs have gained so much attention is because of their
self-sustainability. Despite some early pessimism (Adams and VonPischke 1992), MFIs have
generally flourished and studies more often than not report how these institutions have
maintained their financial self-sufficiency (for example Mosley 1996; Rashid 1997; Schreiner
1997, 2003; Seibel and Torres 1999). One point of contention is whether this sustainability is
compatible with successful depth of outreach to the poorest clients. Those who argue that the
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two are incompatible have found that targeting the extreme poor is not financially effective for
the MFI (Ahmad 2003; Lucarelli 2005; Rogaly 1996). DeAghion and Morduch (2005) have
warned that even where financial self-sufficiency of the institution can be attained while
achieving depth of outreach, this may not be possible everywhere, particularly in areas where it
is more costly to work. Hulme and Mosley (1997) argue that as credit programs are expanded
and professionalized, the incentive structure does detract from depth of outreach. Yet they also
indicate that certain practices, like tapered interest rates (charging smaller borrowers higher
interest rates), may help to offset those tendencies. Other studies support this idea, finding that
the ability to profitably reach large numbers of poor clients could be attributed to organizational
design (Chaves and Gonzalez-Vega 1996). Gibbons and Meehan (2000) argue that it can be
achieved through detailed business planning, accurate monitoring and maintenance of loan
portfolio quality. In fact a number of others have argued that outreach and sustainability need
not be mutually exclusive and have actually found a positive relationship (Fruman and Paxton
1998; Paxton 2003; Woller 2003).
The question of subsidies is also at the heart of the debate about sustainability. Certainly
some studies have found institutions capable of successful operation without subsidies (Yaron et
al. 1998 for example). A 2006 World Bank study argues that profitability “is at the heart of the
promise that microfinance can deliver poverty reduction while not relying on ongoing subsidy”
(Cull et al. 2006). The study finds that over half of the institutions surveyed were indeed
profitable while others had nearly achieved financial self-sufficiency. In fact, though, many if
not most MFIs rely on donor subsidies to cover costs (Chamlee-Wright 2005). In fact, there is
somewhat a polarization between those who advocate commercialization and complete financial
self-sufficiency and those who are more willing to accept subsidies in order to achieve the social
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mission of the organization. Certainly inappropriate donor subsidies have been found to be a
central challenge to building a commercial microfinance industry (Campion 2002). Yet
subsidies do not necessarily hurt the prospects of the MFIs, which in some cases may even be
dependent on their use to maintain sustainability (Fruman and Paxton 1998). The notable
Grameen Bank has been found to owe much of its success to subsidies (Morduch 1999).
Important examples, like Grameen, may illustrate that such funds can be put to good use, but
there is still the risk for wasteful use of public funds (Schreiner 1997). While Pollinger et al
(2007) do find that subsidies make it difficult to maintain long-term sustainability, they also
argue that once a subsidy is justified, the responsibility is on the organization to ensure
operational efficiency. The success of so many MFIs seems to suggest that effective use of
subsidies may be possible and does not have to detract from the sustainability of the institution.
This is also demonstrated in more detail and placed in the political context in the case studies
presented in chapters five and six.
Subsidized or not, the vast number of microfinance institutions are notable for their
sustainability. A wide assortment of explanations is present in the heavy emphasis of the
microfinance literature on establishing best practices. Institutions with superior business
practices have certainly been found to be more sustainable than others (Tucker 2001). Among
the important business practices which have been identified are maintaining loan portfolio
quality, maximizing institutional and staff efficiency through formal business planning, and
providing both customized financial products and long-term banking relationships with clients
(Gibbons and Meehan 2000; Patten et al. 2001). Others have suggested that the degree to which
the MFI is embedded with other local organizations (Snow 1999) or has integrated other
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developmental activities is a factor in the ultimate success of the organization (Hassan 2002;
Woller 2000).

Impact
The ability of microfinance institutions to reach the poor in a sustainable business model
is only meaningful if it has a positive impact on the clients that they purport to help. There have
been studies that question the ability of microcredit to lift people out of poverty or even suggest
that it traps people in debt. Yet most researchers and those in the industry seem to agree that it
has an overall positive impact on client and household well-being and income. Critics argue that
credit services could actually be creating dependency among borrowers or increasing the debtliability of households (Adams and VonPischke 1992; Ahmad 2003; Rahman 1999). Dichter
(2007) argues that most microcredit is used for consumption, rather than investment, thus wiping
out any long-term affects. Rogaly (1996) holds that microfinance overemphasizes a singlesector approach to alleviating poverty while Ahmad (2003) argues that too much emphasis on
microcredit could lead to the neglect of other important social services such as education and
health. This is not the argument presented here and many other studies do confirm a positive
impact on clients.
Many found that those households starting out with a higher income simply benefited
more than the poorest (Copestake 2002; Matin and Hulme 2003; Montgomery et al. 1996; Shaw
2004; MkNelly and Lippold 1998; Zaman 2000). While the findings are indeed mixed, over
forty of the reviewed studies found a positive impact on clients or at least mixed results, while
only seven noted a negative impact on clients. Kaboski and Townsend’s (2005) study of
Thailand qualifies the positive impact of MFIs by illustrating that institutions with better policies
tend to be the ones that have better impact on clients. Generally, though, there were findings of
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substantial improvements in the socio-economic conditions of borrowers (Chowdhury 2008;
Wahid 1994) or a higher per capita income among clients vs. non-clients (Dunn 1999; Kamal
1996), even improvements in health, education and housing (MkNelly and Lippold 1998).
Other criticism has argued that even where income may be improved, the loans do not
necessarily help protect vulnerability; that is, the client’s ability to withstand emergencies and
sudden financial problems. Mosley (2001) warns that credit might actually increase
vulnerability if borrowers are overleveraged, while Rahman (1999) points out that there is a need
to specifically address vulnerability if poverty alleviation is to work. More often than not,
though microcredit was found to decrease vulnerability as well as improve incomes (see
Holcombe 1995; Marcus 1999; Matin et al. 2002; MkNelly and Lippold 1998; Patten et al. 2001;
Walker and Matin 2006). Others have even found that vulnerability of bank members was
reduced even if there was no clear evidence that poverty in general was being reduced (Develtere
and Huybrechts 2005; Zaman 2000). Differences in findings might vary on the basis of the
individual client. As Copestake (2002) found, while vulnerability could in some case be
reduced, it could also make those who struggled with the loan worse off. Wright (1999) argues
that part of the variation in findings might be attributed to measurement, arguing that impact
assessments do not always properly asses vulnerability.
Much microcredit is specifically aimed at small-business generation and ownership.
Studies which have considered the impact of microcredit on client business, in terms of income
generation, profits and employment, have been overwhelmingly positive (for example, see
Buckley 1996; Copestake et al. 2001; MkNelly and Lippold 1998; Barnes et al. 1999; Khandker
et al. 1998; McKernon 1996). Of those studies reviewed, only two had mixed results when it
came to improvements in the client’s business (Bolnick and Nelson 1990; Wydick 2002). The
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most important impact observed is simply alleviating the financial constraints of
microenterprises, allowing them to better invest in their business (Hartarska and Nadolnyak
2008). Results of impact assessments have also found improved business skills (sometimes
linked to training programs included as part of the loan), as well as improved business
sustainability (Fairley 1998) and even employment creation (Mosley 1996).
The practice of MFIs to lend primarily to women has also been promised as a means to
empower them to help not only themselves but also their families. Critical studies caution that
female clients are still subject to male dominant social norms (Rahman 1999) and money from
loans may actually still be controlled by male relatives (Goetz and Gupta 1996; Johnson and
Kidder 1999). Either that or microcredit tends to encourage women to focus on small-scale
businesses, thus perpetuating gender roles (Ehlers and Main 1998; Johnson 2004). Other studies
argue that for microcredit to truly empower, it must be matched by broader social empowerment
efforts and changes in gender relations (Hedrick-Wong et al. 1997; Hunt and Kasynathan 2001;
Rankin 2002). Despite this, the results of most studies are positive: over twenty of the reviewed
studies found a positive impact on female clients’ positions, while only six found a negative
impact on women (studies finding a positive impact on women's empowerment include Hashemi
et al. 1996; Fairley 1998; MkNelly et al. 2001; Mwenda and Muuka 2004; Naved 1994). By
providing direct resources to women, Kabeer (2001) argues, microcredit can help to overcome
past barriers to entrepreneurial potential and lay the groundwork for women to tackle other
injustices. Studies like Honohan’s (2004a) point out positive impacts in terms of self-esteem.
One study that considered violence against women, also found microcredit to have an
empowering effect (Moodie 2008). Others, like Bernasek and Stanfield (1997) and Moodie
(2008) focus on the positive impact the group-lending format has on empowerment through
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women’s relations with each other. According to Bernasek and Stanfield, “As contrasted to a
conventional individually based credit system, the group lending practice therefore operates to
counteract the negative feedback effects of social discrimination by creating alternative sources
of social placement and self esteem for women.”
A general consensus also seems to be that women tend to use the loans better (Schuler et
al. 1998). Not only do they repay the loans and put them to efficient use, but the focus on
women has potential for long-term development as women are the “main brokers” of children’s
health and education (Pitt and Khandker 1998). In fact, a number of case studies found a
positive impact from the loans on children’s health and education (Chowdhury and Bhuiya 2004;
Panjaitan-Drioadisuryo and Cloud 1999; Todd 1996; UNICEF 1997), though Wydick’s (1999)
results on schooling were mixed. Several studies even found a link between participation in
microfinance programs and increased contraceptive use (Panjaitan-Drioadisuryo and Cloud
1999; Schuler and Hashemi 1994; Schuler et al. 1997; Steele et al. 2001).
At a broader level, microcredit programs have also been found to have a positive impact
on overall development and economic growth (Gulli and Berger 1999; Weijland 1999; Woller
and Parsons 2002). Wahid (1994) cites the impact on job creation as a potential factor.
Khandker has found that not only is there a positive impact at the village level (Khandker 2003),
but that there are implications at the national level as well. He finds a five percent annual
poverty reduction for program participants and argues:
About half of the poor people in Bangladesh are eligible to participate in microcredit
programs. Of those eligible about 45 percent participate. This means that microcredit
programs effectively benefit only 20 percent of the population, and about 1 percent of the
population (5 percent of 45 percent of 50 percent) can lift itself from poverty each year
through such programs (Khandker 1998).
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On the other hand, some authors actually point to the increasing inequality between clients and
non-clients (Hashemi 1997). Similarly, Copestake’s (2002) study of Zambia pointed to a
growing inequality between a few clients who have done particularly well and those who have
not, or worse, have actually become financially worse-off. A crucial problem with measuring
the macro-impact of microcredit programs is of course methodological. For example, Honohan
(2004a) points out that access to financial services may even have results positive for
development that are simply not evident in the limited timeframe of most impact studies.
Similarly, Sobhan (1997) argues that it is methodologically difficult to address the relationship
between micro level interventions on the macro economy and thus there is a gap in the literature.

Making Connections: Where the Twain DO Meet
A consideration of the political economy of microfinance will help to fill this gap. If
development efforts are to succeed, this schism must be addressed. Grassroots development
stemmed from the perceived failures of the state. Meanwhile grassroots projects like microcredit
have been criticized for detracting from efforts to improve legal and regulatory capacity and
promoting small-scale employment and informal work at the expense of modern enterprises that
would provide employment opportunities (Karnani 2008). Both arguments show a fundamental
disregard for the relationship between grassroots development and improvements to the efficacy
and capacity of the state. What if one cannot be successful without the other? They certainly
need not be mutually exclusive. How can the state possibly address all of the immediate needs
of the poor without deferring to markets and local level initiatives? How long can grassroots
developments hope to succeed without improvements in the environment in which they operate?
I have shown that the literature on the impact of microcredit is mixed, though generally
positive. Even if microcredit is at the very least a stop gap for those living in extreme poverty,
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this does not invalidate it. Microfinance may not solve all of the problems of the poor, but it can
offer opportunities where there were once very limited options or none at all. From the larger
perspective, these opportunities and everyday economic decisions drive growth. This is why
expanding the outreach of formalized, reliable financial institutions is such an important element
of development. It is by no means that simple, however. Financial institutions throughout the
world, as well as the clients they serve, face barriers to entry and regulatory quagmires.
Microfinance does not become irrelevant as a result of or detract from improvements to the
broader political economic context. This is evidenced by the existence of small scale credit
programs in even the most developed countries in the world. Likewise, improvements to
regulatory frameworks and simplification of business policies only make it easier for MFIs to
conduct business and reach those with a demand for financial services. So while microfinance
may serve as an important counter strategy at the grassroots level, macro-level policies remain
necessary for development, not least of all because of the dynamic that exists between the two.
What is needed is a theory of microfinance that can incorporate political, systemic and
institutional factors that place these efforts in a broader political economic context. This study
provides such a theory.
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II. A POLITICAL ECONOMIC THEORY OF MICROFINANCE
“Every human being has enormous capacity, enormous potential. Many people never get
a chance to discover what capacity they have and how far they can go. This is not the
fault of the poor person - he or she has to exert great effort and develop skills merely to
survive. The fault lies instead with the societal arrangements that we have made,
with the institutional designs we have introduced...” (Yunus 1997)

There seems to be little place in the current political science literature on development for
explaining small-scale grassroots efforts like microfinance. At the same time, the literature
currently available on microfinance does not address the question either. As illustrated, in most
of the available policy literature, it is assessed as an independent variable to determine the degree
to which microfinance institutions (MFIs) do in fact target the poorest communities, the impact
microcredit loans have on clients, and the way in which the organizations are structured and
operated. There is far less available that considers the factors which affect the MFIs themselves,
and even less which takes a distinctly political approach to the analysis.
For example, sociologists have explored the nature of group-lending schemes that
characterize many MFIs from the perspective of groups and individuals (Anthony 2005;
Woolcock 1999). Others have concerned themselves with the social impact of microcredit
efforts, and particularly the empowerment of female clients (Anthony and Horne 2003; Bernasek
and Stanfield 1997; Hunt and Kasynathan 2001). Likewise, economic assessments tend to focus
on the economic impact on clients (Armendariz de Aghion and Morduch 2005; Develtere and
Huybrechts 2005; Wahid 1994) or the efficiency and sustainability of the institution (Hassan
2002; Khandker et al. 1994; Rai and Sjostrom 2004). Moreover, although the literature on
microfinance has grown among academics and practitioners, they seem to be separate dialogues
(deAghion and Morduch 2005). Even the growing literature on whether and how to regulate
microfinance tends to be normative in nature, offering more recommendations than analysis of
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how things are done presently. Considering the political economy of microfinance presents an
opportunity to both shift perspective and expand the larger political science literature on
development. Such a venture must start by situating microfinance in the larger framework of
comparative political economy.
I first seek to draw a theoretical connection between microfinance and development by
exploring the factors which impact not only the organizations themselves, but also the
entrepreneurs and small businesses they fund and the broader financial industry within the
country. As Baumol (1968) states in his famous piece on entrepreneurship, it is difficult to
consider the differences between developed and developing countries “without taking into
consideration differences in the availability of entrepreneurial talent and in the motivational
mechanism which drives them on” (66). Entrepreneurship has been called the “missing link”
between economic freedom and economic growth (Kreft and Sobel 2005). Daniels (1999) study
of Kenya for example found that micro and small enterprises had a considerable contribution to
employment and national income, employing one-third of all workers and contributing thirteen
percent to GDP. Put another way, "Small business is big business in less developed countries"
(Remenyi 1991, 36). Thus the business environment, particularly for small and medium
enterprises (SMEs), is necessary for understanding the political economy of microfinance as
MFIs not only assist these businesses but often fall into this category themselves.
Further, it would be neglectful to consider microfinance without placing it in the context
of what goes on in broader financial markets. World Bank studies have found that financial
intermediaries have been shown to have a positive impact on GDP, and even in reducing income
inequality (Beck et al. 2000; Beck et al. 2004). Financial development reduces income
inequality by disproportionately boosting the income of the poor. A developed and competitive
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market of financial intermediaries also encourages entry of new enterprises and reduces
dependence of those new entrants on personal capital. A political economic theory of
microfinance can thus be built by identifying the common factors which drive development,
finance, and small business development.

The Framework
The microfinance industry is a response to the failure of larger financial systems to reach the
poor and is based on the notion of “small is beautiful” (Schumacher 1973). So to consider the
political economy of microfinance might seem oxymoronic. But even for the small-scale nature
of microfinance, the larger picture is important. While microcredit efforts may have their roots in
practices that skirt markets, they do not operate in isolation. And as these institutions become
more and more mainstream – even as they remain small and focused – the larger institutional
context in which they operate becomes more and more important.
It is here we will find the connection between grassroots development and the top-down
political environment. Small NGOs and local grassroots efforts have a role to play, but they can
only go so far on their own: as Snow and Buss (2001) point out, “NGOs cannot make national
policy.” Even in Friedman’s look at alternative development (1992), he acknowledges that
“local empowering action requires a strong state” (7), going on to specify that a strong state “is
not top heavy with an arrogant and cumbersome bureaucracy; it is, rather an agile and responsive
state, accountable to its citizens” (35). Governments most definitely have an important role to
play in facilitating a favorable policy environment for microfinance, and therefore there are
strong normative implications to this kind of study. Unfortunately, too little has been done up to
this point to step back and assess the affects of the institutional environment.
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To do this, this research project will consider microfinance as a dependent variable. For
the purpose of an empirical research design, the conceptualization utilized here is the extent to
which microfinance institutions are successfully providing financial services to their target
clients. “Success” can be understood according to the three indicators discussed in the previous
chapter: outreach, sustainability and impact. Indicators for each of these are increasingly being
made available for MFIs around the world. Most importantly for our interests here, we can
consider aggregated outreach at the national level as an indicator of the extent to which the
industry as a whole is meeting demand. That is, conceptually, this provides a comparison of the
relative operation and success of national microfinance industries.
My argument is grounded in the research tradition of new institutionalism (Ethington and
McDonagh 1995; Hall 1997; Katznelson and Weingast 2005; March and Olsen 1984; Moe 1990;
Olsen 2001). The theoretical framework applied throughout blends rational-choice
institutionalism, which allows us to consider the grassroots efforts of MFIs within the context of
the institutional environment, combined with a more historical consideration for the capacity and
effectiveness of those institutions. From this perspective, the demand and provision of
microcredit services is shaped by a rational need to secure credit and improve livelihoods, but
constrained or influenced by government institutions and policies which impact that industry.
The following will illustrate too that, although often more normative in nature, most of the
literature on microfinance falls into this category. Yet there are few studies which systematically
address the institutional constraints on MFIs. In fact, there is little available which discuss the
constraints on small-businesses and entrepreneurial efforts generally. The contributions here
then is to further explore the intersection of the various branches of new institutionalism, by
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showing that the historical and rational-choice views are both compatible and necessary for a
more complete understanding.
I conceptualize the very broad independent variable of “institutions” according to three
components: the regime itself, the degree of state intervention, and the capacity of government
institutions. First, despite the ability of microfinance institutions to adapt to adverse
environments, it is hypothesized that both political freedom and stability will have a positive
impact on microfinance success. Furthermore, the extent to which a government has the capacity
to effectively implement policies that might affect that industry will also have a positive impact.
Finally, achieving an optimum balance of state intervention is perhaps most important.
Specifically, while regulation and supervision can have a positive effect on MFIs, excessive
government ownership and controls (over interest rates for example) and policies that limit
sources of funds available to MFIs can have a negative effect.
Against this framework, the analysis also tests major alternative explanations which can
also be said to influence microfinance. First, given the emphasis on women as clients, and the
prevalence of gender discussions in the microfinance literature, this cannot be ignored. The
subsequent analysis therefore considers the possibility that broader trends of gender equality
might also have a positive effect on microfinance. In addition, the presence of international,
regional and local networks of MFIs should be taken into consideration. The interests of
international networks and other involved aid agencies and NGOs often manifest themselves in
capital flows and transference of best practices, and can therefore have a positive impact on
microfinance. Likewise, the presence of local networks and practitioner associations allow MFIs
to organize and promote their interests at the national level. The model below provides a visual
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representation of the more specific operationalizations of each variable and the hypothesized
relationship to microfinance success.
Figure 2.1 - Theoretical Model
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While gender equality and the pressures of organized interest might indeed have a direct
impact on the success of microfinance, they must also operate through the institutional
environment themselves. Thus the central research hypothesis is that it is primarily the
institutional environment which shapes the political economy of microfinance. I further argue
that the success of microfinance as a tool for development is primarily determined by a marketenhancing institutional environment where effective state institutions provide an appropriate
regulatory framework. To test this, the analysis utilizes both quantitative and qualitative
assessment to consider the relationship between the measures of microfinance success and each
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of operationalized components of regime, state interventions, and capacity against the
relationships between interests and gender equality. A review of the political economic literature
provides the foundation for this theoretical framework and the hypotheses that have been
presented here.

Alternative Explanations

Gender
Of the many constructivist approaches which might be applied to a political economic
theory of microfinance, the most relevant is the gender-based perspective. Indeed, there are
countless examples of feminist literature which addresses the phenomenon of microfinance.
While other approaches are considered below, such as cultural explanations and the role of
international norms, these do much less to provide strong explanations for how grassroots level
microfinance efforts are tied to the national political environment.
Culturally deterministic explanations for underdevelopment have long persisted (Weber
1930; Landes 1998; Pye and Verba 1965; Hofstede 1980; Inglehart 1997). In fact the culturalist
arguments were perhaps among the first to link entrepreneurship with development. Most
notably are those, following Weber’s lead, who argue that some cultures are predisposed to a
particular work ethic and entrepreneurial traits (Hofstede 1980; Landes 1998; McClelland 1961;
Weber 1930). Yet this approach is not particularly helpful in developing a political economic
theory of microfinance, particularly when one considers that microfinance has succeeded across
a wide range of culturally disparate areas. Furthermore, as Hernando de Soto (2000) has
insisted, despite long-held popular beliefs, the poor everywhere are quite capable of
entrepreneurial skill – an idea upon which the microfinance movement around the world has
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been founded. Carl Scramm (2004) has argued against fatalistic cultural arguments, asserting
that culture can change as incentives and conditions change and that developing countries would
do well to follow the U.S. system which actively encourages entrepreneurship through proactive
policies. If we are to be equitable and assume that there is no shortage of creativity and
enterprising spirit in any group of people, then the usefulness of this approach for our purposes
here is questionable. Likewise, though some have pointed to cultural practices and social norms,
such as the involvement of village leaders or agents, to explain high rates of repayment in
microfinance organizations (Arsyad 2006; Fuentes 1996), repayment rates are notably high for
microfinance throughout the world. Even this fails to provide a complete picture.
Microfinance might even be considered to be influenced by the development of
international norms. For example, such constructivist approaches have explained support for
development efforts in terms of broader notions of humanitarian conviction and altruism
(Lumsdaine 1993; Monroe 1996). The role of international organizations also becomes
important for spreading ideas about sustainable development norms (Park 2007) or global
financial regulation (Porter 2002). Microfinance has also been placed by some into this context.
Heloise Weber (2004) for example, has argued the push for microfinance is “strategically
embedded” in the push for neoliberal restructuring. Likewise, Rankin (2001) holds that the
microfinance industry can be seen in light of a shift in “development rationality”, from statecentric to self-help ideas. Hossain (2007) sees a norm shift from a view of women as “destitute
mothers in need of public support to grassroots entrepreneurs” (9). All of these help to explain
the growth and spread of microfinance, but not necessarily its success. Another constructivist
view might be found by applying Finnemore and Sikkink’s (1998) framework in which figures
like Muhammad Yunus, founder of Bangladesh’s Grameen Bank, might be viewed as a “Norm
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Entrepreneur” whose “platform” of microfinance as a tool for development has gained support
from both international governmental and non-governmental organizations and thus evolved as
an international norm. This might then explain microfinance success in terms of the degree to
which states have embraced and encouraged microfinance as an international norm. Even this
approach, however, does not fully explain the links between the success of microfinance
institutions and the larger political environment.
The cultural practices and norms that are perhaps most relevant to a political economic
theory of microfinance would be the influence of gender norms or ideas. Given its emphasis on
providing credit to women, gender related studies may provide unique insight. Feminist studies
have considered the unique contributions of women to development and therefore development
efforts must correct for gender biases (Boserup 1970). Others have argued that attention to the
role of women in local community development projects much be matched with changes in
policy which correct for discrimination (Hunt 2004; Moser 1993). VanStaveran (2001) has
found that gender biases in financial systems reinforce inequalities and can even have a negative
impact on the larger economy. Lending credence to microfinance’s focus on women, Marlow
and Patton (2005) found that even in developed countries such as the United States and Britain,
female entrepreneurs are negatively impacted by discrimination in terms of initial financing for
their ventures.
Since microfinance efforts generally have targeted women, it could be argued from this
perspective then that the most successful efforts have been matched with gender-focused reforms
which come from the top-down. Thus, those who are critical of the ability of microfinance to
automatically empower women will be justified in a more feminist explanation of its success.
Perhaps MFIs will be most successful at empowering women if they truly operate as alternative
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financial institutions, incorporating feminist economic theories rather than replicating existing
banking systems (as argued by Kidder 1999). That is, microfinance will only be successful in
empowering female clients if there are sufficient norms or practices in place that provide for
empowerment in a broader socio-economic and political context. However, this explains only a
very specific aspect of the link between grassroots development and the macro political
environment.

Interests
As economic institutions, there is an easy tendency to consider MFIs as purely rational
economic actors seeking to maximize their interests. The rational choice literature is dominated
by economists but has also found much application in political science (Becker 1978; Downs
1957; Dunleavy 1991; Tsebelis 1990). Certainly the rational-choice literature has played an
important role in explaining efficiency of markets and larger trends of development, disparities
in wealth and even the decision-making of the poor. However, the context for microfinance is
much more complex. Were it simply a matter of supply and demand, there would not be
widespread, unbanked populations. Nor do Marxist explanations of financial exclusion help to
explain disparities across the periphery. The interests that do matter for this framework are the
organized interests of microfinance and related groups. That is, the extent to which national
microfinance industries are shaped by international pressures and organized local interest groups.
Classical and neoliberal economics explain growth in terms of open markets (Hayek
1944; Lal 2008). Likewise, this logic is often applied to financial markets1 and the efficiency of
markets for creating new businesses. Rational-choice approaches have also been used to
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Though in light of the recent global financial crisis, it is likely that these ideas will be increasingly questioned.
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highlight the unique situation of the “optimizing peasant.”2 However, if it were simply rational
MFIs seeking to meet demand, one would expect microcredit to be available anywhere it was
needed, and this is certainly not the case. Often, too MFIs are not in fact considered to be purely
rational actors; indeed it can actually be irrational and even unprofitable to lend to the poor
(Arun 2005; Christen et al. 2004; Khandker et al. 1994; Morduch 1999). So while money should
flow from rich investors to poor consumers, this is not the case because of the risks involved
(deAghion and Morduch 2005). The assumption about rational economic actors and individual
optimization is important, but as Mancur Olsen (1996) has pointed out, “it is not enough by
itself” (22). More to the point of the larger question, this kind of rational choice model based on
personal interests does not account for the larger macro-political environment at all and therefore
does little toward reconciling this with grassroots development efforts.
Marxist and Dependency Theory frameworks which place primacy on the role of
competing interest and class groups are helpful in explaining why the poor are excluded from
financial systems, but still do not provide a complete picture. Dependency theorists take their
cue from Lenin’s notions of imperialism and view the problems of underdevelopment as the
result of dependency on the already industrialized world (Cardoso and Faletto 1979; DosSantos
1970; Lenin 1920). Yet it is not particularly constructive to our theory to simply blame the
problems of the developing world on the industrialized, wealthier nations. It does little to
explain important variations between developing countries and it becomes difficult to place
microfinance into this framework. The matter of who controls wealth and capital however does
become relevant to the structure and dynamics of the larger financial system. A Marxist

2

According to Lipton’s thesis, without the prospect of new factors of production (i.e. irrigation, education), poor
farmers will tend to be risk-averse, maintaining traditional methods that have worked (Lipton 1968). Popkin (1979)
later expands on the idea of the “rational peasant” by pointing out that, although risk-averse, they are capable and
likely to make investments.
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perspective views the SME sector as handicapped compared to larger, more powerful
concentrations of wealth and, as Friedman (1992) argues, local grassroots development is
constrained by “global economic forces, structures of unequal wealth, and hostile class alliances”
(vii). It would follow that the need for microfinance as a correction for wealth concentrations
inherent in capitalist economic systems. Still, while this approach may be useful in helping to
explain why the poor are excluded from financial systems, it is reasonable to acknowledge that
there must be other factors besides simply the oppressive interests of big capital at work.
Moreover, microfinance institutions have by no means saturated the financial markets for the
poor and do not present a serious threat to larger financial or industrial interests.
Most relevant to the framework utilized here, then, are not just the rational interests of
microfinance institutions as economic actors, but how those interests are being organized.
Drawing from Olsen’s logic of collective action (Olsen 1965), it is valuable to consider how the
dialogue between microfinance institutions or groups and the national government have shaped
the environment in which these organizations operate, as Titus (2000) explored in the case of
India. Within this framework, for example, the regulations which impact financial institutions
and small businesses have been viewed as being determined by pressure groups (Berry 1982).
Interest group theories also explain the relative success of development efforts as the balance of
international donor pressures and the national government’s efforts to meet local interests
(Hossain 2007). The growth of the microfinance industry throughout the world has led to the
creation of various local, regional and international microfinance association and networks.
Thus it also becomes important to distinguish between international and local interests, as
Frieden and Lake distinguished between societal influences at the domestic level verses those
present at the international level (Frieden and Lake 2000). That is, global factors such as
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technology, multinational corporations, and private international finance transactions can be
significant influences (Frieden and Lake 2000; Strange 2000). The attraction of foreign direct
investment is an important element not only to both international economic relations and
development, but even to microfinance operations. Other international organizations which offer
technical assistance and support also present potential influence, particularly in so far as they are
located in the more developed countries (Obanyan 2007). With the microfinance movement’s
growing voice in a globalizing world, it is easy to see how the influence of international capital
and the support of both local and international NGOs and businesses might be critical to its
success.

Why Institutions Matter
As discussed in the previous sections, gender certainly remains important to our understanding of
a political economic theory of microfinance, but it explains only a very specific part of the
picture. After all, the problem of financial access is common to poor men and women. In
addition, local and international organized interests play an important role in the field of
microfinance and cannot be ignored. Yet still the framework is incomplete. Most critically,
insofar as gender and interests matter, they must also operate through political institutions. The
state therefore remains most critical to explaining the success of microfinance because it shapes
the rules of the game in which these institutions operate.

Regime
A focus on institutions leads naturally to the analysis of the relationship between regime
type and economic development. As microfinance is a tool for development, it is quite relevant
to explore the connections. While much research has centered on the correlation between
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democracy and economic growth, the findings are quite mixed. There are the proponents of
Modernization Theory, who assert that economic development leads, or at the very least,
contributes to democratization (Barro 2000; Lipset 1981). Others hold that while economic
growth does not necessarily lead to democracy, it is necessary for its survival over time
(Przeworski and al 1996). Yet there is also a rich literature which consider the opposite causal
relationship, that the type of regime is a determinant of the level of growth achieved (Gupta et al.
1998; Quinn and Woolley 2001; Scully 1988). The case of China, which has achieved
remarkable strides in its economic development while continuing to limit political freedom
stands out as an important counterpoint however. This disparity, which has also been a question
regarding the Newly-Industrialized Countries of East Asia, led Chan to distinguish between
political and economic freedom in her conception of democracy (Chan 2002). Thus while
political freedom may be an important factors, it may be less important than other institutional
aspects.
Certainly when it comes to some development projects, it is not the straightforward
relationship one might expect. Hossain (2007) found that in the case of Bangladesh, the
authoritarian regime was in fact quite supportive of the Vulnerable Group Development
Programme, initiated in 1974 and targeted at the poorest women. The program benefited from
the regimes insulation from other competing demands, the regimes efforts to gain support, and a
need to pursue alternative development programs given a lack of international aid. Similarly and
especially given its propensity to exist in unfavorable environments, regime appears not to be of
vital concern for microfinance either. In one of the few mentions of this concern, Hulme and
Mosley (1996) simply warn in their book Finance Against Poverty:
…under both democratic and authoritarian conditions innovative financial institutions
have to consider not only the influence of (and their relationship with) those who hold
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state power, but also of those who, by fair or foul means, seek to hold power in the future
(the opposition). (143)

Perhaps more important to consider, then, is not just political freedom but also political
stability. That is, the stability of the regime itself as a separate consideration than the stability of
democracy. Bates (2001), for example, has argued that the taming of violence is critical to both
political and economic development. Others have qualified the relationship between democracy
and economic growth by considering the extent to which antidemocratic events tend to create
economic volatility, while democratic regimes tend to be more stable over time and are thus
more conducive to growth (Gupta et al. 1998; Quinn and Wolley 2001; Roll and Talbott 2003).
On the other hand, arguments that authoritarian regimes can be effective at promoting
development can be said to stem from the degree of stability they are capable of maintaining.
One might also consider discussions of strong states verses weak states and the
connection here to state capacity as well (Migdal 1988; Nordlinger 1987). Staudt (1991) has
argued that for development projects, a serious consideration of the state context must extend
beyond the regime itself to factors such as the strength of the state and its stability, citing a study
by Bossert (1983). Here it is argued that the ability of the government, regardless of regime
type, to maintain stability is an important consideration.

State Interventions & Market Control
Institutionalist views of economic growth and development also focus on the loaded
question of how and to what degree the state should be involved in the markets. On the one
hand, businesses flourish and stimulate growth in an environment of economic freedoms and
minimal government interference. On the other, they must be provided with some kind of
regulatory support system. As Lindblom has pointed out, even the most market-oriented private
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enterprise systems are not in fact predominantly based on market forces (Lindblom 1965). That
is, the state plays a large role as purchaser, coordinator and economic administrator. In fact,
Schonfield distinguished “modern” capitalism as being characterized by increased government
involvement in terms of economic planning, providing social welfare and taming the markets
through regulation and controls (Schonfield 1965).
Thus a political economic theory of microfinance must consider this question of the
balance of state involvement. The debate over how much involvement has been particularly
salient in the development literature for over a half century.3 Yet in the debate between a heavy
handed development state and a hands-off neoclassical approach, there is also a moderate view
which is helpful to the framework here. Gilpin has recommended that a “compromise must be
found somewhere between the two extremes of abandonment of neoliberalism and total reliance
on the market” (Gilpin 2001). According to Bates, economic development results when the state
creates incentives which make it in the private interest to behave in ways that enhance collective
welfare (Bates 2001). So while the development debate has traditionally set the state against the
market, the moderate view is that the two should actually complement one another (Rapley 2002;
Vogel 2008). State interventions may be necessary, but should enhance and not repress the
market.
How then to assess the balance between not enough involvement and too much? There is
certainly much in the literature to support the notion of maximizing economic freedom.
Economic freedom and openness often works to the advantage of entrepreneurs and even the
3

The post-World War II era saw considerable emphasis on state-led development, emphasizing policies like importsubstitution. Explanations of successful industrialization have also cited how financial systems and the organization
of capital have often been influenced by heavy-handed state efforts to direct industrialization such as the keiretsu
model in Japan (Gilpin 2001) or the close relationship between banks and major firms during Germany’s
industrialization (Hall 1986). The push for state-directed development gave way in the face of the economic woes
of the 1970s, responding with neoliberal calls for structural adjustment and government non-intervention. More
recently, the Asian Tigers were lauded for their successful model of state-directed development, only to be met with
more neoliberal reforms after the Asian Financial Crisis.
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day-to-day operation of general small businesses (Kreft and Sobel 2005). One study even found
that encouraging economic freedom was more effective than state attempts to specifically
encourage entrepreneurship, arguing that “the most effective activities for governments are to
facilitate dynamic markets, develop workforce skills, and stand back” (Begley et al. 2005, 51).
In finance too, freedom has its merits. Policies such as interest-rate ceilings, subsidized credit
and different tax structures are often designed to target certain industries and firms and provide
low-cost capital to spur development. However well-intentioned they may be, these policies also
created the equivalent of financial repression, distorting financial markets and creating
inefficiencies (Ledgerwood 1999). This is particularly hard on small scale entrepreneurs who are
more likely to lack collateral, credit history and connections and therefore find it even more
difficult to overcome the information asymmetries, high transaction costs and contract
enforcement deficiencies which characterize these countries (Beck et al. 2005).
For the microfinance industry, freedom from market controls has been more of a happy
accident. In many cases, MFIs have not been considered to be part of the mainstream financial
system and so are treated with a kind of “benign neglect” (Christen et al. 2004). Hatarska’s
(2005) study of microfinance in Eastern Europe for example found that audit, rating and
supervision by central bank authorities played a limited role. Rhyne and Otero’s (2006) study of
Bolivia points out that the state’s “main contribution to the industry was to stay out of the way by
closing state banks and avoiding directives” (206) as opposed to the alternative where efforts to
define regulations for microfinance risk stifling innovation. A 2008 study addresses this issue
more specifically, pointing out that although MFIs operate primarily in countries with a
relatively low degree of economic freedom, programs are more successful when there is a greater
level (Crabb 2008). Specifically, the author found that countries with high levels of government
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ownership and more intervention in the banking industry had less successful MFIs. They were
less efficient and less likely to reach sustainable levels.
Economic freedom is not simply the absence of state intervention in the economy
however; it includes the promotion of good policies and avoidance of bad ones. Well-designed
policies can encourage investors to take risks and support small businesses.4 Often in the
developing world, burdensome policies and regulations serve more to hinder than encourage
entrepreneurs and small businesses. A study of Ghanian entrepreneurs found that overall, the
regime at the time was perceived to be “intrinsically antagonistic” to private business, and even
displayed apprehensiveness toward private economic activity (Aponsah 2000). Throughout the
developing world, the biggest problem seems to be that policy is either lacking or too complex,
in many cases compounded by excessive, overworked or even corrupt bureaucracy. Property
rights, licensing, contract enforcement and taxation are recurring themes (Chu et al. 2007;
Fjeldstad et al. 2006; Kiggundu 2002; Ledgerwood 1999). The emphasis on well-protected
property rights in particular is part of a strong tradition in the literature on political economy
(Bryant 1998; DeSoto 2000; North 1990). The lack of sufficient legal frameworks can create a
challenging playing field for SMEs, not to mention the financial institutions that serve them. As
one article on microfinance put it: “We now understand that the entrepreneurs were there all
along. What they need is an institutional environment that will allow them to play their part in
the development process” (Chamlee-Wright 2005, 5).
In finance, even where structural adjustment policies have included the abandonment of
interest rate controls and selective credit allocation policies are discouraged, there remains an
emphasis on prudential regulation which focuses on stability and protecting depositors (Arun
4

Examples of policies which facilitate the environment for entrepreneurship and small businesses include
straightforward licensing regulations, bankruptcy laws which make it easy to shut down unsuccessful businesses and
open new ones (Peng et al. 2008), and policies which make it easier to both hire and fire employees.
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2004). Even the most successful economies still have highly regulated financial markets, but
these regulations are intended to “ensure fair competition, protect consumers, provide for the
safety and soundness of financial institutions, and ensure that underserved groups have access to
capital” (Stiglitz and Squire 2000, 389). In fact, it has been found that these same regulations:
1. force accurate information disclosure
2. empower private-sector corporate control of banks, and
3. foster incentives for private agents to exert corporate control

also serve best to promote bank development, performance and stability (Barth et al. 2004, 245).
The presence of credit bureaus and protection of borrower and investor/creditor rights are also
considered key elements of a highly developed and transparent financial system.5 Specifically,
the kinds of assurances associated with better developed financial intermediaries include
effective contract enforcement and comprehensive and accurate financial reporting (Levine
1999).
The right balance of regulation and freedom from excessive market controls in the
broader financial system has often been cited in the microfinance literature.6 Many of the policy
areas discussed above have direct applications to MFI operations. Brigit Helms of CGAP points
out that a favorable policy environment allows a range of financial service providers to compete
in offering high quality, low-cost services to poor clients (Helms 2006). A common assumption
is that the general independence of the financial industry from political influence ensures a
conducive environment for the development of the microfinance industry (Caracciolo and Buss
2001; Hassan and Renteria-Guerrero 1997; Mahajan and Ramola 1996). More specifically is the
5

Credit bureaus or registries offer a clearinghouse of information, which allow financial institutions to assess the
credit-worthiness of potential clients. In addition to the presence of private credit registries, better creditor rights are
associated with bother wealthier countries overall and a higher ratio of private credit to GDP (Djankov et al. 2007).
6
Many articles and reports offer very specific policy and regulation recommendations for the microfinance industry
(Barry 1995; Campion 2002; Caracciolo and Buss 2001; Chaves and Gonzalez-Vega 1994; Counts and Sobhan
2001; Hardy et al. 2003; Helms 2006; McGuire et al. 1998; Rock and Otero 1997), but most remains quite
normative in nature.
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reduction of interest rate controls (Caracciolo and Buss 2001; deAghion and Morduch 2005;
Helms 2006; Ledgerwood 1999). This is particularly important for microfinance organizations
which assume the risks associated with lending to the poor and must seek to cover costs.
Likewise, it has also been pointed out that improvements in the legal framework for
microfinance also help the performance of the wider financial system (Honohan 2004a). For
example, easier and cheaper access to reliable personal credit information and contract
enforcement also make it easier for financial institutions to extend outreach to the poor
(deAghion and Morduch 2005). It is from these themes specifically from which the
operationalization of market controls stems.
As mentioned earlier, many microfinance institutions continue to operate in the informal
sector, and have therefore not been subject to any regulations at all.7 While some hold that MFIs
should maintain their informal status if this allows them to avoid a repressive policy environment
(Seibel 2001), the consensus seems to be that microfinance would also benefit from prudential
regulation which seeks to protect both depositors and creditors. That is, while burdensome
regulation would certainly be a problem, it would be appropriate to maintain minimum
performance and reporting standards. Although microfinance might not seem to represent a
large enough segment of the financial sector (in terms of assets) to warrant regulator’s attention,
in many developing countries MFIs play a very substantial role in terms of the large number of
clients and the impact they may have on the larger financial system (Arun 2005; Christen et al.
2004; Gallardo 2002). A report by the Asian Development Bank observed that the central banks

7

The question is often posed whether MFIs cannot simply be placed under the jurisdiction of existing supervisory
structures. The consensus seems to be that the nature of the clientele and small-scale operations creates different
risks and therefore requires a unique regulatory framework (Counts and Sobhan 2001; Cuevas 1996; Jansson and
Wenner 1997; Kirkpatrick and Maimbo 2002; Ledgerwood 1999; McGuire et al. 1998; Vogel 1994). A tiered
approach has been recommended, allowing for MFIs to follow a lesser set of regulations rather than the full
regulatory requirements of banks (Gallardo 2002; Meagher 2002).
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of many developing countries have taken an interest in devising ways to encourage microfinance
and recommends that central banks take the lead in determining regulation practices (McGuire
and Conroy 2000).
Freedom from government interference, where it has meant a legally ambiguous
position,8 has actually proven detrimental for microfinance, namely in that it prevents MFIs from
collecting savings (and in some cases accessing foreign capital) and thus becoming more selfsustainable institutions. There is general agreement that financial institutions should only be
regulated if they accept deposits (Christen and Rosenberg 2000; Cracknell 2000; Kirkpatrick and
Maimbo 2002; Ledgerwood 1999). However, this has in many cases created a catch-22, wherein
MFIs are prevented from accepting deposits for the very reason that they are not considered to be
a regulated financial institution (Arun 2004). Because they are not considered financial
institutions, they tend to be more likely to be dependent on donor funds and find it difficult to
scale up operations (Yunus 2004; Arun 2005). Additionally, they fail to provide a very basic and
needed service: access to a safe, interest-bearing account to grow savings (Holt and Ribe 1991).
Access to better savings as well as credit are deemed equally important in providing access to
financial services to the poor (deAghion and Morduch 2005). Commercialization or
transformation from informal institution or NGO to a deposit-taking financial institution is often
impossible within the current framework (Campion 2002; Sriram and Upadhyayula 2004),
though the process has been facilitated in Ghana and the Phillipines for example (Gallardo
2002). Thus the literature presents a reasonable framework for assuming that while market

8

It should be noted that some states have in fact made efforts to legitimize the work of MFIs and to set up regulatory
schemes specific to their microfinance industry. For example, Nepal recently implemented a Microfinance Policy
and its regulatory framework includes licensing for microfinance specific institutions. In South Africa,
microfinance was legalized in 1992 under an exemption to the Usury Act (Daniels 2004). However, information on
existing microfinance regulation is still difficult to compare. CGAP has initiated efforts to this end, maintaining a
Comparative Database on Microfinance Regulation and Supervision with information on fifty different countries.
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freedoms limit undue costs and increase efficiency, some legal framework is necessary to ensure
the interests of clients are protected and financial standards are met.

Capacity
The consistent pursuit of any policy, even market friendly ones, requires effective
institutions. Increasingly in the literature, the capacity of the state is being recognized as a
critical factor in assessing the problems of underdevelopment (Chaudhry 2008; Kohli 2004;
Stiglitz and Squire 2000). Thus for the political economy of microfinance it is not enough to
assess the institutions which are in place, but also their effectiveness. As Evans has pointed out,
however, state capacity to perform administrative and other functions is a scarce good, often
growing more slowly than tasks expand. In fact, in the developing world, states are required to
do much more than they are really capable of doing (Evans 1992). The problem faced by many
developing countries is that neoliberal austerity recommendations have resulted in “emaciated
states with demoralized civil services, reduced political legitimacy and capacity, and encouraged
the brain drain to the North” (Mkandawire 2002). The governments of the lesser developed
countries are thus being asked to operate more effectively with even less resources. It would
seem then that there is a need to reconstruct these states so that they are capable of sufficiently
supporting market-based growth. In respect to the political economy of microfinance, the
effectiveness of the institutions that have to potential to impact MFIs (such as the Central Bank
and other regulatory bodies) are an important consideration.
Often the legal void in which microfinance operates is a result of this lack of capacity on
the part of government institutions. So while there is a strong argument in favor of regulating
microfinance, “The most carefully conceived regulations will be useless, or worse, if they can’t
be enforced by effective supervision” (Christen and Rosenberg 2000, 2). In his comparison of
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regulatory frameworks for microfinance in eleven countries, Staschen (2003) identified the
capacity, autonomy and accountability of regulators to be among the primary concerns. Limits
in state capacity have hampered efforts to bring MFIs more mainstream and push out
competition from informal moneylenders (Tsai 2004). In some cases, the lack of enforcement
has enabled “unscrupulous operators” to register as microfinance institutions, taking advantage
of clients and undermining the efforts of other MFIs which seek to operate legitimately
(McGuire et al. 1998, xvi). Since they are often classified differently than other financial
institutions, supervision is often less rigorous and inferior to that applied to commercial banks
(Christen et al. 2004). Many central banks do not have a microfinance-specific department in
their organization, and financial regulators may not have a proper understanding of the unique
qualities of microfinance institutions (Campion 2002; McGuire and Conroy 2000; McGuire et al.
1998). In the developing world, skilled regulators are a scarce resource as it is (Arun 2004;
Hardy et al. 2003). Additionally, the cost of supervising additional financial institutions may be
prohibitive, not least of all because MFIs tend to be small, numerous and remote (Hardy et al.
2003). Thus it may reasonable to argue, as one report puts it: “Don’t regulate what you can’t
supervise” (Hannig and Katimbo-Mugwanya 2000). Still, how effective a state is in regulating
the microfinance sector may have an important role in determining the success of the industry
there.

Applying the Theoretical Framework
The preceding review of the literature highlights the specific operationalization of the
independent variable by drawing connections from microfinance to the literature on
development, entrepreneurship and finance. The Political Economy of Microfinance thus places
central importance on institutions; specifically, a consideration for the nature and stability of the
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political regime, the presence of relevant policies and regulations (such as interest rate controls
and subsidies), and not least of all the capacity of the relevant institutions to implement them.
The analysis does not discount the possibility that gender and interests groups may also have a
role to play, but argues that the institutional framework is of greater importance to our
understanding of the dependent variable, microfinance success. The hypothesis than follows that
microfinance success is a function of the political regime, its policies and capacity.
To test this, I make use of both quantitative and qualitative analysis to test the relative
effects on indicators of outreach, sustainability and impact of microfinance. In chapter three, I
use regression models of cross-national data to test the relative effects of the institutional
variables and the alternative explanations of gender equality and the presence of microfinance
networks on aggregated outreach data. This cross-sectional look at the relative success of
industries in meeting demand presents important empirical results in support of the hypothesis.
This is supplemented with a descriptive look at success indicators at the institution level data in
chapter four. By comparing microfinance institutions according to their scale, legal and
regulatory status, further details on these relationships are fleshed out.
Finally, qualitative comparative analysis of the cases of Sri Lanka and Nepal and
interviews with practitioners, associations and regulators allow for a still more detailed look at
these connections. While countries like Bangladesh and India provide exceptional examples of
important microfinance innovations, Sri Lanka and Nepal are more typical examples of rural,
developing countries where microfinance services are in demand. Similarities in terms of
location, population, and experiences with conflict allow for a number of important factors to be
controlled for so that differences in the relative success of their microfinance industry can be
systematically explored.
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III. MODELS OF NATIONAL-LEVEL MICROFINANCE OUTREACH

Few cross-national studies have been done in regards to microfinance. Much of this has
to do with the lack of information, but with an increased focus on transparency and more data
becoming available, it is an exciting opportunity to test the political economic theory of
microfinance and to contribute to what we can know about the industry worldwide. Here, I have
constructed a cross-national dataset of 93 countries. Utilizing cross-sectional linear regression
analysis and correlations, the following considers the proportion of a country’s poor population
that has access to microfinance services and tests seven separate hypotheses on the specific role
of the political variables. In contrast to measures of gender equality and the presence of
microfinance networks, the analysis finds that in keeping with the theoretical framework, it is
political institutions which have the strongest influence on this measure of microfinance success.
However, the matter of which institutions leads to richer and more detailed conclusions than
originally hypothesized. Most notably, the level of political freedom and stability proved among
the most significant, while measures for market interventions provided a more complicated story.

Measuring Microfinance Success
As seen in the previous discussions, operationalizing the dependent variable, microfinance
success, ideally includes three components: outreach, sustainability and impact. This analysis
focuses primarily on outreach as it is difficult to measure sustainability and impact on clients at
an aggregate level and to find comparable data across countries. Consideration of these
components, then, can be addressed at a different level of analysis – that of the microfinance
institutions (MFIs) themselves, and qualitatively in the case studies of Sri Lanka and Nepal.
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Assessing the level of outreach, however, provides a particularly useful indicator of what can be
accomplished at the national level by a variety of microfinance providers working to meet
market demand.
Microfinance data is available through a CGAP initiative known as the MIX Market
(Microfinance Information Exchange), a publicly available online database designed to promote
transparency and peer review in the microfinance industry (MIX Market 2009b). These data are
self-reported by participating MFIs, but go through a comprehensive review process and
represent one of the largest sources of microfinance data available. Indeed, although more and
more data on microfinance are becoming available, most are self-reported. Therefore, there are a
potentially large number of institutions without the capacity or desire to report and which go
unaccounted for.9 Still, current efforts allow for excellent estimates on the number of clients
served in each country. When taken as a proportion of the poor population, this provides a
useful measure of the extent to which microfinance has been able to saturate the market.
As indicated, for this national-level analysis, the dependent variable ‘outreach’ considers
the extent to which the microfinance industry in a country is reaching the target population. That
is, the extent to which they are meeting demand. To estimate this, the total number of borrowers
and savers per country is derived from data available through the MIX Market (MIX Market
2009b). However, for this level of analysis, measurement of microfinance outreach must be
comparable across countries with disparate populations and levels of development – and, ideally,
indicate the extent to which these institutions are meeting demand. Since demand for these
services is difficult to measure, I will instead estimate the extent to which MFIs in each country

9

It should also be noted that similar information on commercial banks is often hard to come by, making
comparisons with the microfinance industry difficult (Christen et al. 2004).
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are reaching their targeted population by using the ratio of borrowers and savers to the poor
population.
The poor population is estimated in two ways utilizing data available from the United
Nations Development Program’s (UNDP) Human Development Report (2008): the population
living below the poverty line and below $1.25 per day. Depth of outreach will also be estimated
using the ratio of poor clients to total clients, as reported by the Global Microcredit Summit
Campaign (Daley-Harris 2006, 2007). That is, the extent to which the poorest of the poor are
being reached. The poverty line threshold provides a more general view of the population most
likely in demand of microfinance services. The $1.25 per day threshold refers to one of the
central goals of the Microfinance Summit Campaign: to lift the world’s poorest families above
the US$1/day threshold (Daley-Harris and Awimbo 2006). It is important to note, however, that
not all institutions report statistics on the income status of clients, or indeed are able to calculate
them. Results therefore may be affected by the selective nature of reporting.
Finally, to account for the focus on women as clients, the analysis will also consider
outreach to women. This is calculated as the total number of female borrowers reported per
country divided by the total number of borrowers (MIX Market 2009b).

The Political Economic Environment
The political economic environment for microfinance is operationalized according to variables
for the relative effects of the regime, market interventions, and government capacity on the one
hand, and the alternative explanations of gender and interests on the other. Estimating these
political variables is of course an inexact science. However, this study has brought together a
rich set of well known and widely used measures from leading studies and international
organizations. These represent some of the most reliable and accurate measures available.
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Institutions
In keeping with the theoretical framework, the institutional effects of the state are
operationalized into three components: the regime itself, market interventions, and capacity. The
regime component is broken down into political freedom and stability. The political freedom
rating comes from the score assigned by the Freedom House organization, recoded so that higher
valued scores represent more freedom (Freedom House 2007). Political stability is measured
utilizing the World Bank’s governance indicators (Kaufmann et al. 2008).10 This measure was
originally designed on a scale of -2.5 to 2.5, with higher scores indicating better governance. For
ease of interpretation, this measure has also been recoded to be on a scale of 0 to 5.
A number of specific market interventions are considered, including the degree of
government ownership and involvement in the financial sector, the degree to which funding
opportunities are limited, and the nature of regulation. Government involvement in financial
markets is measured using one of the Heritage Foundation’s Economic Freedom indicators,11
Financial Freedom, which rates countries on a 100 point scale, with higher scores indicating
higher levels of freedom (less government interference) (Miller and Holmes 2009). Likewise,
limitations on funding opportunities are measured according to the Investment Freedom
indicator, which rates countries on the same scale according to limitations placed on capital
flows, and particularly international investments.
The analysis takes into consideration not just freedom from government involvement but
also the presence of good policies and the quality of regulation generally applied to markets.

10

These indicators are based on compiled survey data from enterprise, citizen and expert respondents, as reported by
a series of survey institutes, think tanks, non-governmental organizations, and international organizations.
11
This conservative think tank’s report rates countries on a 100 point scale in ten different areas: business freedom,
trade freedom, fiscal freedom, government size, monetary freedom, investment freedom, financial freedom, property
rights, freedom from corruption, and labor freedom. While the source implies some possibility of bias, the ultimate
measure – of less government involvement in these areas – serves the purposes of this operationalization well.
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This is measured here using the Regulatory Quality governance indicator, again from the World
Bank’s study. This measures “the ability of the government to provide sound policies and
regulations that enable and promote private sector development” (Kaufmann et al. 2008). Like
the political stability measure, countries are given a score on a continuous scale of 0-5, with
higher scores indicating better quality regulation.
Expanding on the market interventions component, data from the World Bank’s Doing
Business Report (World Bank 2006, 2007)12 estimate the effect from specific policy areas,
namely: credit, starting a business, contract enforcement and taxes. Logically, one would expect
a strong relationship between the overall policy environment which determines access to credit
and success of microfinance. More broadly, policies which affect the ease of starting a new
business speak directly to the institutional environment for entrepreneurship – and one of the
goals of microfinance. By considering the effect of contract enforcement, we can the extent to
which the microfinance framework has successfully addressed issues in this area and test
assertions put forward in the literature. Finally, testing the relationship to tax policies will
provide a sense of the impact of the financial burden on these institutions, many of which are
NGOs and non-profits. Additionally, these measures also account for the amount of red tape
involved with different practices in terms of the number of procedures and time involved, and
therefore speak to government effectiveness also.
The final component, capacity, is operationalized using another measure from the
Worldwide Governance Indicators Project (Kaufmann et al. 2008). The government
effectiveness index provides a quantitative measure of the capacity and political independence of

12

This report provides quantitative measures of specific regulations and their enforcement, based on the applicable
laws, regulations, and fee schedules for each country in the study. It also makes use of written surveys of legal
practitioners and professionals.
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the civil service in each country. It has also been recoded to be on a scale of 0-5, with higher
values representing greater effectiveness.

Microfinance Networks
To capture the influence of organized microfinance interests, the country-level
assessment takes into consideration the presence of organized microfinance networks operating
in the country. Network activities can include financial and technical services, research and
development and policy advocacy. Two indicators are used. The first considers the number of
international networks operating in that country. The other is a dummy variable that indicates
whether or not there is a locally based microfinance network operating from that country. These
indicators were developed utilizing data from the MIX Market (MIX Market 2009c).

Gender Equality
The measure used to group institutions according to the degree of gender equality in the
country is the Gender Empowerment Measure (GEM) available through the UNDP’s Human
Development Report (UNDP 2008). This index is measured on a continuous scale of 0-1 and
based on a series of indicators measuring women’s relative economic and political participation.
For example, one component of this measure is the percent of female professionals in the
workforce. At first glance, this may actually seem to be a more specific and valid measure to
estimate the effect of gender equality on the dependent variable. However, this measure does not
necessarily account for women in the informal sector – the very segment which microfinance
serves. It should be noted that this index is not available for all countries and therefore not all
institutions in the dataset will have this variable available.
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Control
Because microfinance has been applied in a wide variety of countries of varying levels of
development, this will be controlled for in the analysis. Development is estimated utilizing the
country’s gross national income (GNI) per capita (World Bank 2009).

Modeling the Political Economy of Microfinance
These indicators have been compiled into a single dataset. The analysis utilizes data for year-end
2005 and year-end 2006, controlling for the year. This allowed for a larger sample size totaling
155, weighted for population. These years were selected based on the completeness of the
information available across variables. Valid samples for the different tests do vary, due to the
availability of data on each of the independent variables. In particular, availability of Gender
Equality Measures is limited. Thus the actual N for the models ranges from 72-78. Appendices
1 and 2 provide the list of countries in the dataset and descriptive information on each variable.
Linear regression analyses were used to test the relative effects of the institutional
variables against the alternative explanatory factors of gender equality and microfinance
networks. As the summary data in Appendix 3 attests, there is a great deal of variation in the
extent of outreach across countries, with some countries, like Bangladesh, having far more
microfinance clients than others. In order to account for this, the outreach measures used here
were transformed by taking the square root. Preliminary analysis of the individual variables then
suggested that the relationships observed could be expected to be direct. Bivariate relationships
between variables can be found in Appendix 4. The regression analyses included robustness
checks for collinearity and potential interactions among the independent variables. The model is
represented as follows:
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MF = B0 + B1 Political Rights + B2 Political Stability + B3 Financial Freedom + B4
Investment Freedom + B5 Regulatory Quality + B6 Govt. Effectiveness + B7 GEM + B8
Intl. Networks + B9 Local Networks + B10 GNI per capita + B11 Year Dummy + u

Based on the theoretical framework and utilizing these models, the central hypothesis
being tested is as follows:
H1: The institutional variables will prove to be of greater significance and strength than
the variables representing interests and gender equality.

More specifically, the analysis seeks to test the following:
H2: Countries with greater political freedom will have greater microfinance outreach
H3: Countries with greater political stability will have greater microfinance outreach
H4: Countries with greater financial freedom will have greater measures of outreach
H5: Countries with greater investment freedom will have greater measures of outreach
H6: Countries with greater regulatory quality will have greater measures of outreach
H7: Countries with greater government effectiveness will have greater measures of
outreach

By testing these hypotheses, the regression analysis demonstrates that the effect from political
institutions is stronger and more significant than from the alternative explanations offered.
Furthermore, it allows for more detailed consideration of institutional components relevant to the
microfinance industry. Finally, correlation analyses with the Doing Business indicators
considered the relationship of certain policy areas to microfinance outreach, in order to further
explore the government involvement and capacity variables.

Results
Overall, the results of the quantitative analysis confirmed the first hypothesis. In addition to
remarkably strong R-square values, the results indicate strong support for the central hypothesis.
Institution variables generally had the highest beta values and levels of significance. Political
rights and stability most consistently had the strongest and significant effects, followed closely
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by government effectiveness. Financial freedom and regulatory quality were surprisingly not
particularly significant across the three models and various indicators of the dependent variable.
Networks, both international and local, remain important and were often significant, though
rarely had the strongest effect. The results did not however consistently support all of the
supplementary hypotheses, and indeed some relationships were the reverse direction as
predicted.
GNI per capita was significant in some models, but not all, indicating that the level of
development of the country does matter. The dummy variable indicating year was also
significant in the majority of cases, suggesting that the results were affected by the year from
which the data happened to be drawn. However, where significant, this is likely due to changes
in reporting. That is, it may be capturing both an overall increase in the outreach measures as
well as additional MFIs reporting. Due to the interrelationships between the independent
variables, some degree of collinearity was to be expected. However, robustness checks for
collinearity indicated that this was not a significant problem.13
Table 3.1 presents the model results for general measures of microfinance outreach as
well as outreach among female clients.

13

VIF < 10 for all variables. The highest values were 8.57 for political rights and 9.62 for government
effectiveness.
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Table 3.1 - Modeling National Levels of Outreach

Institutional Variables
Political Rights
Political Stability
Financial Freedom
Investment Freedom
Regulatory Quality
Government Effectiveness

Alternative Explanations
Gender Empowerment Measure
Number of Intl. Networks
Local Network Present (Y/N)

Control Variables
GNI per capita
Year Dummy

Borrowers / Population
Below Poverty Line
b
β

Borrowers / Population
Below $1.25/day
b
β

Depositors / Population
Below Poverty Line
b
β

0.545 ***
(0.109)
1.109 ***
(0.229)
-0.006
(0.012)
-0.023
(0.013)
1.145
(0.749)
-3.141 ***
(0.747)

0.244
(0.178)
0.969 *
(0.374)
0.010
(0.020)
0.000
(0.022)
2.580 *
(1.223)
-6.626 ***
(1.220)

0.123
(0.016)
0.131
(0.034)
0.000
(0.002)
-0.013
(0.002)
0.260
(0.111)
-0.169
(0.111)

-0.609
(2.090)
-0.060
(0.051)
-1.295 **
(0.356)

-0.001 ***
(0.000)
0.629 **
(0.175)

0.724
0.498
-0.043
-0.142
0.190
-0.646

-0.026
-0.120
-0.265

-0.605
0.226

8.658 *
(3.412)
0.022
(0.084)
-2.094 **
(0.582)

0.000
(0.000)
0.975 **
(0.286)

0.244
0.327
0.055
-0.002
0.322
-1.025

0.278
0.034
-0.322

-0.185
0.264

***

1.015

***

0.364
0.023

***

-0.488

*

0.267
-0.215

-1.473 ***
(0.309)
-0.007
(0.008)
0.025
(0.053)

-0.390

0.000 ***
(0.000)
0.101 ***
(0.026)

-0.688

-0.087
0.032

0.225

Depositors / Population
Below $1.25/day
b
β
0.081
(0.019)
0.087
(0.040)
0.003
(0.002)
-0.011
(0.002)
0.366
(0.131)
-0.473
(0.131)

***

0.652

*

0.237
0.126

***

-0.402

**

0.367

**

-0.588

-0.366
(0.366)
0.000
(0.009)
-0.088
(0.062)

-9.17E-05 **
(0.000)
0.123 ***
(0.031)

-0.095
0.001
-0.109

-0.443
0.268

Female Clients / Total
Clients
b
β
-0.505 *
(0.193)
-1.744 ***
(0.404)
0.007
(0.021)
-0.054 *
(0.023)
-0.426
(1.322)
-0.809
(1.319)

1.208
(3.689)
0.269 **
(0.091)
-1.678 **
(0.629)

0.001 ***
(0.000)
-0.302
(0.310)

-0.661
-0.772
0.053
-0.327
-0.070
-0.164

0.051
0.532
-0.338

1.032
-0.107

R-Square
0.856
0.763
0.879
0.839
0.565
Adjusted R-Square
0.829
0.742
0.856
0.808
0.483
N
77
72
78
74
78
Notes: Each column presents unstandardized (b) and standardized coefficients (β) for separate OLS regression results. Standard errors are given in parentheses. Variables are
weighted by population. Dependent variable values reflect square-root transformation. * p < .05; ** p < .01; *** p < .001.
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Gender Equality & Networks
Confirming the central hypothesis, the alternative independent variables of gender
equality and the presence of microfinance networks had much weaker explanatory value across
multiple measures of outreach. Where significant, they were among the weaker partial effects as
measured by the standardized coefficients. The gender equality measure was significant in only
two instances. Interestingly, it did not have a significant effect even on female outreach. Where
it was significant, it had opposite effects: although it had a positive effect on the depth of
borrower outreach, it had a negative effect on general savings outreach. This makes it difficult to
draw solid conclusions as to the influence of the broader trends in gender equality on the
microfinance industry.
The presence of a local network had a significant effect on both measures of borrower
outreach as well as female outreach, though not deposits. However, contrary to expectations, the
relationship is actually negative. Countries with a local network actually had fewer borrowers on
average. Based on the coefficients, the difference in the transformed ratio of borrowers to poor
population was several percentage points. A more detailed look at the role of local microfinance
networks and associations are explored in the subsequent chapters, but based on this assessment,
they are certainly not a particularly helpful explanation for differences across states.
International networks, though generally not significant, did have a relatively strong effect on
female outreach. This suggests that membership in these networks may promote this particular
focus of microfinance services. Again, though it is not a sufficient explanation for differences
across states.
Neither gender equality nor microfinance networks should be ignored in assessing the
success of national levels of outreach. However, the analysis does suggest that it is the
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institutional framework which is the more important component in a political economic theory of
microfinance.

The Political Regime
Perhaps the more interesting story lies in which institutional variables were most
significant and the direction these take. Contrary to what was expected, that the various market
interventions would be important to understand differences in outreach across countries, it is
political rights and stability which had the most consistent effects. Indeed, political rights
consistently had the largest beta value for measures of both borrower and depositor outreach. As
hypothesized, both these variables had a positive effect on outreach in terms of both borrowers
and depositors, general outreach and deeper outreach. The effect is sizable too. Given that
outreach in terms of borrowers as a percentage of the population below the poverty line ranges
only from 0-32 percent, a change of 1.1 percent in the transformed measure for a one point
increase on the political stability scale is considerable. The range for depositor outreach is even
smaller, only 0-0.88 percent, thus the coefficients for political rights and political stability (0.123
and 0.131, respectively) are no small effect. Phrased more simply, greater freedom and stability
means significantly more people with access to financial services.
On the other hand, although political rights and stability also have strong effects on
female outreach, the direction of the relationship is reversed. The negative coefficient indicates
that for every one point increase in political stability, for example, the (transformed) proportion
of female clients decreases by 1.744 percent. Rather than indicating that women have less access
to financial services in freer and more stable regimes, it is more likely that they then have
improved access to financial services in general and need not be targeted by MFIs. Under
adverse political conditions, it becomes that much more difficult for women to access formal
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financial services. Under these circumstances, microfinance institutions become that much more
important for targeting women specifically. By all measures of outreach, the strong, significant
effects from political rights and stability are impressive. Yet they are still not the whole story.

Capacity
Indeed, not all of the relationships supported the hypotheses in terms of direction. One in
particular which was particularly strong, but negative, is the relationship with government
effectiveness. On borrower outreach in particular, this has a very considerable impact. For
every less point on the government effectiveness scale, there is a 3 percentage point difference in
the transformed general outreach variable and over 6 percentage point difference for depth of
outreach. This may not be particularly surprising when one considers that it likely has to do with
the level of development of the countries under consideration. Developing countries generally
have less capacity and are also the same areas with more microfinance demand. Certainly, MFIs
are credited with being able to operate in very adverse conditions, including, perhaps, where
government institutions are lacking in capacity and effectiveness. However, when contrasted
with the positive effects from freedom and stability, it would seem that this is only true up to a
point. That is, even with this ability, they certainly can benefit from a stable and open political
environment.

Market Interventions
Quite contrary to what was originally theorized, the indicators of market interventions in
the regression model had the least explanatory value of the institutional variables. In spite of
this, interesting findings do emerge. Financial freedom did not prove at all significant. This
could be due to the wide mix of the extent and use of government subsidies – and even
67

government run programs – in the microfinance sector. Indeed, the fact that the relationship is
not significant indicates that there is no clear cut answer to the question of government-run or
subsidized programs being right or wrong.
Though not a factor for outreach in terms of borrowers, investment freedom had a
significant, but negative effect on the measures of depositor outreach as well as female outreach.
This particular indicator is meant to capture the extent to which microfinance funding options
might be limited. It might be concluded that to the extent that countries with greater investment
freedom have increased financial opportunities, there is less demand for microfinance specific
institutions. It might also be interpreted to illustrate the need for savings. If a MFI has access to
savings deposits, it would be less in need of other investment opportunities such that the
Investment Freedom index measure captures. Taken another way, institutions that face
restrictions in collecting savings are certainly at a disadvantage.
Regulatory quality also did not have a very strong relationship to outreach. Still the
effect is significant and positive. Thus in spite of free market arguments and the notion of
benign neglect in the microfinance industry, the industry can benefit from an improved
regulatory environment. It is especially interesting to note that greater regulatory quality has a
positive effect on depth of outreach in particular. The depth of borrower outreach for example
benefits 0.37 percentage point increase for every one point increase in regulatory quality.
While not as significant as the other institutional variables, these findings provide an
interesting starting point. It may be because these are very general indicators of market
interventions in the economy as a whole, and are therefore perhaps not specific enough to the
microfinance sector to have a strong, significant impact. The following section investigates the
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relationship to specific policies and practices. Subsequent chapters also provide additional
insight into the nature of these relationships.

Other Policy Areas
The World Bank’s Doing Business indicators help to further explore government
involvement and effectiveness in the economy. It also affords a better understanding of which
kinds of regulation are appropriate, namely by allowing us to discount the ones that did not prove
significant. This series of measures takes into account various aspects of policies which either
help or hinder business operations in each country. The following analysis looks at the strength
of correlations between specific policy areas and the various measures of microfinance success
(See Table 3.2).
The first aptly considers the relationship between access to credit and the success of
microfinance efforts, yet there is actually not as much correlation as one might expect. There is
a positive relationship between the strength of borrower and lender legal rights and the various
indicators of microfinance outreach, but it is generally weak. The strongest relationship
observed is between public credit registry coverage and the measure of poor clients to total
clients. Here the negative relationship may speak to the fundamental design aspect of many
MFIs to account for lack of credit information on their clients. Interestingly, there is a positive,
albeit weak, relationship between private credit bureau coverage and loan outreach. This could
indicate that despite their operational design, there is still some benefit to be had from having a
central source of credit information.
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Poor Clients /
Total Clients

Borrowers /
Population Living
Below $1.25/day

Depositors /
Population Living
Below $1.25/day

Female Clients /
Total Clients

Public Credit Registry Coverage

Depositors /
Population Below
Poverty Line

Depth of Credit Information Index

Borrowers /
Population Below
Poverty Line

Getting Credit
Strength of Borrower and Lender Legal
Rights

MFIs

Table 3.2 - Correlation Results

.395(**)
156

.180(*)
149

-0.019
152

.246(**)
134

0.127
135

0.013
141

.215(**)
156

-0.096

0.048

-0.052

-.293(**)

0.080

-0.061

-0.025

155

149

152

134

135

141

155

-.352(**)

-0.053

0.016

-.626(**)

0.051

0.019

-0.144

155

149

152

134

135

141

155

-0.095

.202(*)

-0.005

-0.167

.201(*)

-0.036

-0.048

154

148

151

132

134

140

154

-0.152
155

-.238(**)
149

-0.110
152

-0.116
141

-0.125
155

0.107

.296(**)

.425(**)

-.450(**)

.249(**)

.412(**)

0.007

Time Required to Start Business (days)

155

149

152

134

135

141

155

Cost to Start Business (% of income per
capita, excludes bribes)

.271(**)

.197(*)

.225(**)

0.130

0.075

.208(*)

.252(**)

155

149

Minimum Capital Requirement to Start
Business (% of income per capita)

-.359(**) -.316(**)

Private Credit Bureau Coverage

Starting a Business
Number of Procedures to Start Business

-.369(**) -.248(**)
134
135

152

134

135

141

155

-.192(*)

0.118

-.291(**)

-.201(*)

-.200(*)

155

149

152

134

135

141

155

.671(**)
155

.206(*)
149

-0.009
152

.349(**)
134

0.132
135

-0.013
141

.471(**)
155

.838(**)

.247(**)

0.018

.395(**)

0.133

0.027

.601(**)

155

149

152

134

135

141

155

.535(**)

.775(**)

-.251(**)

.337(**)

.714(**)

0.102

149

152

134

135

141

155

Taxes
Total Number of Tax Payments (annual) .484(**)
156

-0.091
149

0.070
152

.196(*)
134

-.192(*)
135

0.061
141

.177(*)
156

-.466(**)

-0.126

-0.132

-.455(**)

-0.024

-0.134

-.321(**)

156

149

152

134

135

141

156

Contract Enforcement
Number of Contract Enforcement
Procedures
Time Required for Contract
Enforcement (days)

Cost Required for Contract Enforcement .306(**)
(% of claim)
155

Time Required to Prepare, Pay Taxes
(hours per year)

0.026
-.533(**) -.441(**)
0.083
-.490(**) -.454(**)
0.129
Total Tax Rate (% of commercial
profits)
156
149
152
134
135
141
156
Notes: Pearson Correlation statistics and N are reported. Variables are weighted by population. Dependent variable
values (with the exception of MFIs) reflect square-root transformation. * Correlation is significant at the .05 level (2tailed); ** Correlation is significant at the .01 level (2-tailed).
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Another policy area salient to the political economy of microfinance would be those that
affect the ease of starting a business. As the goal in microfinance is often to support poor
entrepreneurs in starting and expanding business, this is a key component to understand. The
results here are quite mixed. The time and cost required to start a business are positively
associated (with one exception) with the different measures of microfinance outreach. This
would indicate that there is more microfinance in countries where it is more challenging to start a
business. This is perhaps not too surprising however, as these are the areas most likely to be in
demand of such services.
On the other hand, there is a consistently negative relationship with the number of
procedures it takes and the minimum capital requirements. Figure 3.1 below visually
demonstrates the relationship between general borrower outreach and the number of procedures
it takes to open a business. This seems to indicate that in some areas, beneficial changes for
entrepreneurs have also meant more successful microfinance efforts. Given studies which have
shown positive effects from microfinance on clients businesses,14 from income generation to
employment, it could be expected that these improvements would be far more difficult in
circumstances where the entrepreneur must struggle to start their business. Indeed, microfinance
can play an important role in providing minimum capital requirements, but only where those are
reasonable. Studies which have considered the impact of microcredit on client business, in terms
of income generation, profits and employment, have been overwhelmingly positive.

14

(for example, see Buckley 1996; Copestake et al. 2001; MkNelly and Lippold 1998; Barnes et al. 1999; Khandker
et al. 1998; McKernon 1996).
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Figure 3.1 - Simpler Procedures to Start a Business:
The effects on Microfinance Outreach

Number of Active Borrowers / Population Below Poverty Line
(sqrt)
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Notes: Scatterplot presents data from 2006. Variables are weighted by population.
The dependent variable values reflect square-root transformation.
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17.5

Given the operational design and practices of MFIs that allow them to circumvent poor
contract enforcement, it is interesting to test this relationship. Here we see especially strong
relationships to the microfinance measures. The positive relationship to factors which make
contract enforcement more difficult seem to confirm that their small scale and group lending
practices do indeed allow MFIs to circumvent a lack of contract enforcement practices. Figures
3.2 and 3.3 illustrate this well. In particular, there is additional targeting of women as clients in
areas where contract is most difficult. This stems well from arguments that the group lending
models for women work especially well at creating a social contract and making paper contracts
unnecessary. Interestingly, the one negative relationship, though not particularly strong, seems
to indicate that the cost of contract enforcement can make it difficult to reach the poorest clients.
Finally, while many MFIs maintain a non-profit status, their registration and status is
often ambiguous. How then might these small scale operations be impacted by a tax burden?
The following table presents the result of the correlations with the Doing Business Report’s
measures of this factor. There is a negative relationship observed between the time required to
prepare and pay taxes and two of the measures. Certainly, for small scale operations, with a
minimum number of employees, excessive procedures for filing tax payments can take away
from their operations. A moderate, negative relationship is also observed between the total tax
rate and measures of outreach, implying that the tax burden does hamper microfinance success in
a country.
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Figure 3.2 - Microfinance Services
Needed Where Contract Enforcement is Most Difficult

Number of Active Borrowers / Population Below Poverty Line
(sqrt)
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Notes: Scatterplot presents data from 2006. Variables are weighted by population.
The dependent variable values reflect square-root transformation.
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Figure 3.3 - Targeting Women Where Contract Enforcement is Most Difficult
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Though most of the correlations observed are moderate, they do help to further illustrate
the importance of certain policy areas and government effectiveness. Policies and regulations, as
well as the amount of red tape involved, do matter. However, the differences in direction in the
various relationships again present a more complex puzzle. While in some areas, a more
conducive business environment is indeed associated with greater microfinance success, in
others, microfinance has succeeded in the worst business environments. As with the regression
model, then, there is more to the effect of institutions than originally hypothesized.

Conclusions
The above analysis represents a considerable contribution as one of the first such quantitative
cross-country assessments of microfinance. Moreover, by confirming a political economic
theory of microfinance that asserts that institutions indeed matter, it provides a greater
understanding for the kind of connections that exist between the larger macro-level environment
and grassroots development operations. As the framework suggests, it is not just a matter of
rational economic actors responding to institutional constraints on the part of the state. It is also
the historical development of those institutions, specifically in terms of their capacity, that is
important to our understanding of these connections. In contrast, gender empowerment rarely
proved to be a significant factor, even for female outreach. Both international and local
microfinance networks were significant, but had opposite effects. While international networks
generally had a positive effect, the presence of a local network actually had a negative influence.
These dynamics are explored in greater detail in the case studies on Sri Lanka and Nepal. The
evidence presented here however shows that while certainly worth addressing, the partial effects
from networks are not as strong as from key institutional variables.
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Not only do institutions matter, but which institutional factors are most significant is
particularly intriguing. The most consistently significant and strongest effects came from
political freedom and stability and government effectiveness. Thus even for grassroots projects
meant to operate in the direst of circumstances, not only stability, but democracy is an important
consideration. Yet MFIs are still capable of achieving much in terms of outreach in developing
countries where institutional capacity is lacking, as indicated by the significant, but negative
relationship with government effectiveness. Since the focus here is on developing countries, this
is a common problem. Moreover, the negative relationship with GNI per capita, indicates that
perhaps there is less demand for microfinance as a complement to the formal financial system as
a state becomes more developed. Still, no less importantly, we might predict that microfinance
will do particularly well in democratic, stable regimes, even where resource limitations and lack
of expertise mean less effectiveness from those institutions.
The role of market interventions is more complex. Investment freedom proved
significant to national levels of savings outreach, but contrary to the original hypothesis, it is a
negative relationship. So we see less microfinance depositors in countries with greater
investment freedoms. This indirectly speaks to the need for savings. If a MFI has access to
savings deposits, it would be less in need of other investment opportunities. This relationship
can be explored in further detail by considering the institutions themselves (this is addressed in
the next chapter). There is also the weakness of using such a broad measure. This index
measures ease of foreign investment for the economy as a whole. Though foreign capital flows
have become increasingly important to microfinance, small local institutions may not be seeking
large investments from abroad. .
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Finally, despite debates about government ownership, subsidies, and price controls, as
well as how and when to regulate microfinance, the evidence here may not be so clear. Financial
freedom was not a significant factor. Where regulatory quality was significant, it did have a
positive partial effect in keeping with the hypothesis. Still the relationship was not as common,
nor as strong, as the other institutional variables. It might be conjectured that there is room for
flexibility in these areas. That is, government ownership or the use of subsidies can be done
well. On the other hand, microfinance might still benefit from benign neglect. In these areas in
particular, it may be more important to consider the situation on a case by case basis. Thus the
case studies on Sri Lanka and Nepal can provide a better understanding. Additionally, a closer
look at which institutions are regulated and which are not, as the next chapter will demonstrate,
also help to shed light on this particular aspect.
A particularly interesting conclusion that stems from these mixed results is that there is a
duality between MFIs succeeding in spite of their circumstances, and MFIs succeeding because
of a positive environment. The analysis confirms the idea that microfinance successfully brings
services to clients who need it most; those who live in lesser developed countries, with limited
financial and investment freedom, and ineffective governments. It is penetrating markets where
there is demand, where contract enforcement is lacking and starting a business is time consuming
and expensive. Perhaps it serves a very specific purpose in creating access in adverse conditions.
Still, we see that microfinance success is also associated with general political freedoms,
greater stability, regulatory quality, stronger protection of borrower and lender rights, simpler
procedures and lower minimum capital requirements for starting a business, and simpler tax
preparation. There appears to be a disconnect between what microfinance has been able to
achieve in spite of a difficult political economic environment and what can be achieved with the
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application of good policies. Could microfinance be even more successful given improved
policies and regulations? If the microfinance industry is to succeed in bringing financial services
and opportunities to more of the poorest people, the emphasis should be on determining how to
create optimal institutional arrangements, state policies and incentive structures.
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IV. MICROFINANCE INSTITUTIONS IN CONTEXT

In order to further investigate the relationships identified in the previous chapter, we can
make use of the rich set of information available on the microfinance institutions themselves.
Using a dataset of 928 institutions in 99 countries, the following presents descriptive information
on which institutions are operating where, what their legal designations are, the extent of their
outreach and scale of operations. The analysis confirms findings from the previous chapter and
sheds additional light on the relationships that exist between political variables and microfinance
and suggests areas for future research. By considering the microfinance industry from a different
level of analysis, that of the institutions themselves, more nuanced variations are identified. It
particular, it allows for a more detailed look at the link between regulation and the availability of
funding for microfinance institutions.

Microfinance Institutions
The data on individual microfinance institutions once again is drawn from the MIX Market
online database(MIX Market 2009b). The following considers longer term trends available
through the website’s regularly released MicroBanking Bulletins, as well as more detailed
assessments of data as of 2006 in the context of the political economic environment. The
following descriptive analysis will consider information about these institutions’ outreach,
sustainability and impact.15 The microfinance institutions in this dataset can also be broken
down according to their legal status: Non-Bank Financial Institution (NBFI), Rural Bank, NonProfit (NGO), Cooperative and Credit Union, and Bank. Once again it is important to note that
15

A list of countries represented and descriptions of the variables used here are provided in Appendices 5 and 6,
respectively.
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these data are self-reported, but subject to independent review. However, the following does
present a comprehensive picture of microfinance institutions worldwide.

Outreach
In contrast to national levels of outreach, at this level of analysis, outreach refers to the
number of clients being served by each individual microfinance institutions. Each institution’s
outreach can be measured most simply in terms of the total number of active borrowers and
savers being served. This serves to illustrate how successful each institution is in developing
their client base. The following analysis also groups institutions according to outreach peer
groups developed by the MicroBanking Bulletin (MIX Market 2009a). These categories group
institutions as large, medium and small outreach according to their outreach in terms of the
number of borrowers.16
The graph below presents trends in outreach across regions. It should be noted that the
dip in 2005 observed across all regions is at least partly due to methodological changes in data
collection on the MIX Market website. Even with this irregularity a clear pattern emerges as far
as the median outreach levels. Asia’s MFIs have consistently led the way, while those in Eastern
Europe and Central Asia have typically been much smaller. Those in the Middle East and North
Africa have seen steady growth. Further assessment below will assess the political context for
varying levels of outreach.

16

The outreach peer groups are as follows: large institutions have greater than 30,000 borrowers, medium have
borrowers between 10-30,000 borrowers, and small have less than 10,000 borrowers.
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Figure 4.1 - Median Number of Borrowers by Region
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Source: MIX Market. 2010. The Microbanking Bulletin [cited 16 February 2010]. Available from http://www.themix.org/microbanking-bulletin.
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Sustainability
Much of the focus of the data reported to the MIX Market is on financial performance
information that can be utilized by investors and donors. There is therefore a wealth of
information in regards to the operational performance and sustainability of each institution.
Several are considered here. First, trends are shown comparing institutions which have achieved
financial sustainability and those that have not, that is, those that are over 100 percent selfsufficient verses those that are not. The MicroBanking Bulletin’s peer groups also allow us to
break down the institutions according to the scale of their operations in terms of the size of their
gross loan portfolio.17 Operating expenses for each institution were also considered as a ratio to
its loan portfolio.
The figure below presents trends in sustainability over the last decade according to the
institution’s scale of operations. It demonstrates that there does appear to be some benefit to
achieving economies of scale in the microfinance industry. Medium and large scale enterprises
(in terms of their gross loan portfolios) have generally been able to maintain financial selfsufficiency ratios above 100 percent. It is impressive to note that over time, though, even the
small scale operations have been able to achieve sustainable levels. This also demonstrates well
one of the reasons why microfinance has been so widely praised as a tool for development. That
is, these institutions are capable of achieving sustainability.

17

The scale peer groups are as follows: large institutions have portfolios greater than US$8 million, medium
institutions have portfolios between 2-8 million and small have portfolios less than 2 million. For Latin America,
the categories are slightly higher to reflect differences in income levels and are as follows: large is greater than 15
million, medium is between 4-15 million and small is less than 4 million.
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Figure 4.2 - Median Financial Self-Sufficiency, by Scale of Operations
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Source: MIX Market. 2010. The Microbanking Bulletin [cited 16 February 2010]. Available from http://www.themix.org/microbanking-bulletin.
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Impact
Measuring impact is perhaps the most challenging aspect of the dependent variable.
Much work is being done to develop reliable impact assessments that can be implemented for
microfinance clients. However, at present, these can vary considerably and there is no central
depository of such information. Two indicators are therefore used to estimate impact to the best
extent possible. The first of these is a financial measure, portfolio at risk.18 This measures how
many clients default or are at risk of defaulting on their loans. While situations may vary,
presumably these clients are not receiving a positive impact from the microfinance services if
they are unable to repay the loans. The figure below considers trends on this measures according
to the lending methodology used by the MFI. This confirms the ideas advocated in the industry
that the village banking and “solidarity” group models encourage repayment and as a result have
maintained the lowest default rates. In contrast individual lending models present the highest
risk to the MFI.
A second indicator attempts to estimate impact on women, certainly one of the central
goals of microfinance as described in Chapter 1. Again, due to the emerging nature of impact
assessments and inherent difficulties with this concept, it is difficult to quantitatively measure the
empowerment or independence achieved by female microfinance clients as a result of their loans.
This particular component of microfinance success is therefore simply measured as the
percentage of clients being served by the institution who are women. The following analysis
looks in particular at institutions for which 100 percent of the client base is women as well as
those serving over 75 percent women.

18

the percentage of the loan portfolio that is overdue more than 30 days (MIX Market 2010)
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Figure 4.3 - Portfolio at Risk (>30 days), by Lending Methodology
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The Political Economic Environment
In applying a political economic theory of microfinance to the institution-level data, a
methodological problem presents itself. Indeed it is the same difficulty that has been cited in
microfinance studies that attempts to measure the impact of these programs on broader economic
development (Sobhan 1997). That is, in considering the impact of political factors on individual
microfinance institutions that are not randomly distributed across countries, how can we account
for these disparate levels of analysis? Several countries, India and Peru for example, have far
greater numbers of MFIs reporting data. While recognizing this limitation, the analysis below
confirms several of the findings from the previous chapter, allowing in some cases for an even
deeper understanding Moreover, indicators which measure the funding sources and regulation
status of individual MFIs still allow us to draw valuable conclusions about the national level
context.

The Big Picture: Political Rights, Stability & Capacity
The regression models in the previous chapter revealed political rights, stability and
government effectiveness to be the most consistently strong and significant factors affecting
national levels of microfinance outreach. What can assessment of the individual institutions
themselves add to this? Well, for one it confirms that the relationship is still there. Moreover, it
shows that it affects institutions differently. The table below presents a cross-tabulation of the
scale and outreach peer groups by ordinal measures of political freedom, stability and
government effectiveness. These measures make use of the same indicators used in the previous
chapter (See Appendix 6 for more details). Chi-square statistics demonstrate that there are
indeed significant relationships with outreach across groups.
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Table 4.1 - Scale & Outreach of MFIs, by Regime & Capacity Measures
Political Freedom
Not
Partly
Free
Free
Free
Scale
Large
Medium
Small
N

17.6% 26.0% 26.4%
22.0% 27.5% 23.1%
60.4% 46.6% 50.5%
159
393
299
Chi-Square = 10.116*

Political Stability
very
low
25.3%
29.1%
45.6%
79

low

moderate

high

Government Effectiveness
very
low
low
moderate high

26.4%
21.3% 26.9%
25.1%
23.7% 19.2%
48.5%
55.1% 53.8%
458
287
26
Chi-Square = 5.057

12.5%
25.0%
62.5%
8

26.4%
22.2% 50.0%
25.9%
23.7% 30.0%
47.7%
54.1% 20.0%
432
401
10
Chi-Square = 8.916

12.6% 21.7% 21.5% 32.9% 20.6%
16.0% 13.8%
12.0% 26.9% 20.3% 29.3% 22.7%
19.3% 10.3%
75.4% 51.4% 58.2% 37.8% 56.8%
64.7% 75.9%
167
401
316
82
472
300
29
Chi-Square = 29.907***
Chi-Square = 24.480***
* Chi-Square is significant at the .05 level
** Chi-Square is significant at the 0.01 level
*** Chi-Square is significant at the 0.001 level

12.5%
0.0%
87.5%
8

20.6%
18.4% 54.5%
24.7%
19.6%
0.0%
54.8%
61.9% 45.5%
442
423
11
Chi-Square = 17.546**

Outreach
Large
Medium
Small
N

Based on this, it would appear that there is also a relationship between broad political
factors and the outreach levels of individual microfinance institutions as well. Indeed, the
relationship between each of these institutional variables and the outreach peer groups is
significant. What is interesting is how the relationship is different depending on the level of
outreach. As political freedom increases, the proportion of MFIs that have large levels of
outreach increases. On the other hand, the relative proportion of MFIs with small levels of
outreach decreases. It might be concluded that freer conditions make it easier for MFIs to
expand their client base. A similar pattern is apparent at levels of government effectiveness.
Greater effectiveness may then also make it easier to expand their client base.
In contrast, although political stability had a positive effect on national levels of outreach,
there is a greater concentration of small MFIs under more stable regimes. This does not
necessarily contradict the findings at the national-level however. Many small MFIs may indeed
cover a substantial market share of the total poor population. What can be said is that MFIs with
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different levels of outreach respond differently to the political environment. It may be that MFIs
that maintain smaller client bases find it easier to operate under conditions of less freedom and
government capacity.

The Link Between Savings and Regulation
While the above presentation provides some insight into the relationship between the
political environment and institution-level outreach, we are limited by the disparate levels of
analysis being investigated. In contrast, information on the legal status, whether or not it is
regulated, and funding sources is available for each of the MFIs in the dataset. This allows for
an important elaboration on the findings from the regression results. At the institution-level,
identifying how regulation and legal status affect operations is important to our understanding of
how national level political arrangements influence grassroots level organizations.
Table 4.2 presents a breakdown of the scale and outreach of the various types of
microfinance institutions. According to this snapshot of the microfinance industry worldwide,
several things are worth noting. First, although specific registration procedures might vary, the
majority of MFIs are considered either NGOs or NBFIs. Secondly, with the exception of banks
(and the “other” category), all types of MFIs tend toward small scale operations and low levels
of outreach. That is, they tend to maintain a small client base. This is even more apparent
among cooperatives and credit unions which tend to have specific membership guidelines.
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Table 4.2 - Legal Designations for MFIs, by Scale & Outreach

All MFIs

NBFI
32.8%

Rural
Bank
4.3%

NGO
37.9%

Coop/
CU
18.0%

Bank
4.8%

Other
2.2%

Scale of Operations
Large
Medium
Small
N

32.9%
25.7%
41.4%
292

12.5%
30.0%
57.5%
40

13.7%
25.1%
61.1%
342

17.1%
23.4%
59.5%
158

77.3%
15.9%
6.8%
44

33.3%
38.9%
27.8%
18

Outreach Level
Large
Medium
Small
N

19.7%
22.4%
57.9%
304

20.0%
15.0%
65.0%
40

17.3%
24.7%
58.0%
352

9.0%
10.8%
80.2%
167

62.2%
24.4%
13.3%
45

20.0%
35.0%
45.0%
20

Legal status in and of itself however, does not reveal much about the success of
microfinance. However, it is a key factor in determining whether or not a microfinance
institution is regulated. MFIs reporting to the MIX Market indicate whether or not they are
regulated. This indicator therefore allows for some consideration of the impact of operating
either legally or in a “grey area.” Using this information, Table 4.3 presents an overview of the
percentage of MFIs regulated per country. Table 4.4 looks at the percentage of institutions that
are regulated according to their legal designation and compares this across regions. The
relationship between legal status and regulation is significant for all MFIs in the dataset and in
several regions. Across the board, NGOs are the least likely to be regulated. It is significant
then, that NGOs make up such a large proportion of MFIs worldwide.
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Table 4.3 – Number of Regulated MFIs by Country
% Reg.

N

Latin America & the Caribbean
Argentina
Bolivia
Brazil
Chile
Colombia
Costa Rica
Dominican Republic
Ecuador
El Salvador
Guatemala
Haiti
Honduras
Hungary
Jamaica
Mexico
Nicaragua
Panama
Paraguay
Peru
Venezuela
Region Total

0.0%
37.5%
45.5%
50.0%
21.4%
0.0%
40.0%
30.0%
15.4%
0.0%
14.3%
30.8%
100.0%
0.0%
18.9%
14.3%
0.0%
60.0%
66.0%
100.0%
31.1%

7
24
11
4
14
11
5
40
13
15
7
13
1
1
37
21
3
5
50
1
283

Africa
Angola
Benin
Burkina Faso
Burundi
Cameroon
Central African Republic
Chad
Congo
Congo, Dem. Rep.
Cote D'Ivoire
Ethiopia
Gambia, The
Ghana
Guinea
Guinea-Bissau
Kenya
Liberia
Madagascar
Malawi
Mali
Mozambique
Niger
Nigeria
Rwanda
Senegal
Sierra Leone
South Africa
Swaziland
Tanzania
Togo
Uganda
Zambia
Region Total

50.0%
90.0%
100.0%
100.0%
85.7%
100.0%
100.0%
66.7%
85.7%
100.0%
100.0%
100.0%
71.4%
80.0%
100.0%
45.5%
0.0%
100.0%
66.7%
100.0%
57.1%
100.0%
75.0%
60.0%
100.0%
0.0%
66.7%
100.0%
16.7%
60.0%
60.0%
40.0%
75.0%

2
10
3
2
7
1
1
3
7
1
13
1
7
5
2
11
1
8
6
12
7
5
4
5
10
4
3
1
6
5
10
5
168

% Reg.

33.3% 6
0.0% 1
16.7% 6
50.0% 2
22.2% 9
50.0% 6
100.0% 1
0.0% 3
29.4% 34

East Europe & Central Asia
Albania
Armenia
Azerbaijan
Bosnia and Herzegovina
Bulgaria
Croatia (Hrvatska)
Georgia
Kazakhstan
Kosovo
Kyrgyzstan
Macedonia
Moldova
Mongolia
Montenegro
Poland
Romania
Russia
Serbia and Montenegro
Tajikistan
Turkey
Ukraine
Uzbekistan
Region Total

100.0%
83.3%
100.0%
100.0%
20.0%
100.0%
77.8%
26.3%
87.5%
100.0%
66.7%
100.0%
100.0%
100.0%
0.0%
66.7%
71.9%
100.0%
86.7%
0.0%
100.0%
25.0%
73.7%

2
6
12
12
5
2
9
19
8
20
3
1
3
1
2
6
32
2
15
1
2
8
171

Region Total

10.0%
28.6%
37.7%
76.9%
100.0%
42.9%
43.9%

10
14
61
13
9
7
114

East Asia & the Pacific
Cambodia
China
East Timor
Indonesia
Laos
Papua new Guinea
Philippines
Samoa
Thailand
Vietnam
Region Total

100.0%
40.0%
0.0%
69.4%
100.0%
100.0%
25.0%
0.0%
50.0%
16.7%
50.5%

12
5
1
36
1
1
32
1
2
12
103

South Asia
Afghanistan
Bangladesh
India
Nepal
Pakistan
Sri Lanka

91

N

Middle East & North Africa
Egypt
Iraq
Jordan
Lebanon
Morocco
Palestine
Tunisia
Yemen
Region Total

Table 4.4 - Regulation by Legal Designation & Region
Rural
NBFI Bank
All
% Reg.
72.2% 80.0%
N
284
40
Latin America &
% Reg.
63.2%
0.0%
the Caribbean
N
76
0
Africa
% Reg.
80.7% 50.0%
N
57
2
Middle East &
% Reg.
20.0%
0.0%
North Africa
N
5
0
74.0%
0.0%
Eastern Europe & % Reg.
N
96
0
Central Asia
South Asia
% Reg.
73.5% 77.8%
N
34
9
East Asia & the
% Reg.
87.5% 82.8%
Pacific
N
16
29
* Chi-Square is significant at the 0.001 level

NGO
17.7%
333
2.9%
139
40.0%
45
29.2%
24
58.3%
24
20.8%
53
10.4%
48

Coop
/ CU
68.4%
155
39.1%
46
94.2%
52
0.0%
0
76.7%
43
22.2%
9
80.0%
5

Bank
97.7%
44
100.0%
17
100.0%
11
0.0%
0
100.0%
7
75.0%
4
100.0%
5

Other
41.2%
17
20.0%
5
100.0%
1
40.0%
5
100.0%
1
40.0%
5
0.0%
0

Chi-Square
269.94 *
127.463

*

45.311

*

0.484
5.985
31.168

*

58.327

*

The link between the legal status of a microfinance institution and whether or not it is
regulated takes on particular importance when one considers the impact that regulation has on
operations. Table 4.5 compares the average number of borrowers and savers between regulated
and unregulated institutions according to their outreach peer groups. Those advocating benign
neglect may in some ways be vindicated by this. On average, unregulated institutions tend to
have more borrowers and significantly more among the small institutions. On the other hand,
unregulated institutions have far fewer savers. This is especially true for both medium and small
MFIs. This not only has statistical significance, but also important implications for the way
MFIs can do business. Savings deposits can be a critical source of funds for these institutions.
Generally financial institutions seek to collect deposits and lend them out in the form of loans.
In the absence of deposits as a funding source, MFIs are reliant on loans from other financial
institutions, subsidies and grants. This results in higher risk portfolios because their asset base is
not diversified. Indeed, regulated institutions even have significantly lower operating costs on
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average: 25.1 percent of the gross loan portfolio verses 34.1 percent for unregulated (t=4.362,
p=.000).
Table 4.5 - The Client Base in Regulated verses Unregulated MFIs,
by Level of Outreach
Outreach
Large
mean
N
s.e.

Average Borrowers
Regulated
Unregulated

Average Savers
Regulated
Unregulated

165,328.02
155

276,545.84
153

440,622.43
47

40,119.45
190,934.33
t = 1.41

321,443.15
46

202,094.50
202,887.97
t = 0.12

Medium
mean
N
s.e.

16,075.28
105

19,955.04
109

15,368.60
103

3,501.17
108

2,021.90
1,997.57
t = 1.36

3,492.74
1,025.85
t = 3.26*

2,890.18
182

2,639.05
176

Small
mean
N

5,063.56
243

s.e.

311.73
324.85
t = 4.83*
* Difference is significant at the 0.01 level

953.72
232

455.82
237.96
t = 3.28*

It is worth considering in further detail then this relationship between regulation and
savings. For example, Figure 4.4 compares trends in the median gross loan portfolio according
to the MicroBanking Bulletin’s financial intermediation peer groups. This indicator refers to the
extent to which a MFI funds loans through mobilized deposits based on the percentage of total
assets funded by savings. Those institutions with high levels of financial intermediation have
tended to have consistently larger loan portfolios. Even low levels of financial intermediation do
not allow for the same scale of operation. Figure 4.5 then considers trends in operating expenses
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Figure 4.4 - Median Gross Loan Portfolio (US$), by Financial Intermediation
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Source: MIX Market. 2010. The Microbanking Bulletin [cited 16 February 2010]. Available from http://www.themix.org/microbanking-bulletin.
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Figure 4.5 - Median Operating Expenses (as a percent of the Loan Portfolio),
by Financial Intermediation
35.0

30.0

25.0

20.0

15.0

10.0

5.0

1999

2000

2001

2002

2003

Non FI

Low FI

2004

2005

2006

2007

High FI

Source: MIX Market. 2010. The Microbanking Bulletin [cited 16 February 2010]. Available from http://www.themix.org/microbanking-bulletin.
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over time. Those microfinance institutions that intermediate between savers and borrowers have
consistently had lower operating expenses as well. Institutions using deposits also had a
significantly lower percentage of the loan portfolio at risk: 5.4 percent on average verses 7.7%
(t=2.357, p=.019).
So how strong is the link between regulation and savings? Based on information from
the MIX Market that gives each institution’s sources of funding (MIX Market 2009b), a dummy
variable was created based on whether or not this included savings deposits. Table 4.6 looks at
the percentage of regulated verses unregulated institutions which utilize savings deposits as a
source of funding. The results are broken down by the legal status and reveal quite a bit a
significant relationship between regulation and the utilization of deposits for all the MFIs in the
dataset.
Table 4.6 - Percentage of MFIs where Funding Includes Savings Deposits,
by Regulation and Legal Status
Unregulated
%
N
All
23.5%
383
NBFI
11.1%
72
Rural Bank
62.5%
8
Non-Profit (NGO)
15.5%
245
Coop
76.6%
47
Bank
100.0%
1
Other
20.0%
10
* Chi-Square is significant at the 0.001 level

Regulated
%
49.0%
31.3%
65.4%
22.6%
83.8%
73.0%
28.6%

Chi-square
N
404
182
26
53
99
37
7

55.147
11.063
0.022
1.587
1.109
0.367
0.168

*
*

Generally speaking, a larger percentage of regulated institutions are able to make use of savings
deposits as a source of funding. NBFIs and NGOs more often than not do not utilize savings
accounts, but for those that are unregulated, the percentages are considerably smaller than for
other types of institutions. Indeed the difference between unregulated and regulated NBFIs
specifically is significant. For NGOs, the vast majority remain unregulated and even those that
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are tend not to utilize savings. Once again, because these two types of institutions make up the
majority of MFIs around the world, this connection between regulation and savings becomes
quite critical to our understanding of the conditions under which microfinance can succeed.

The Gender Issue
With the focus on female clients an emphasis in the microfinance literature, it is worth
looking more closely at these patterns among the microfinance institutions in the dataset. Table
4.7 considers the number of institutions which focus exclusively on women, as well as those with
a predominant focus on women.
Table 4.7 - Which Institutions Focus on Women?
100% female clients
%
N
11.6%
928

> 75% female clients
%
N
34.2%
928

10.5%
266
18.8%
32
20.2%
327
3.6%
140
5.3%
38
5.6%
18
Chi-Square = 30.86**

28.9%
266
25.0%
32
57.2%
327
20.0%
140
23.7%
38
44.4%
18
Chi-Square = 84.87**

9.6%
198
14.2%
204
14.4%
410
Chi-Square = 2.94

27.8%
198
39.7%
204
43.2%
410
Chi-Square = 13.51*

18.0%
161
20.1%
184
8.8%
476
Chi-Square = 18.93**
* Chi-Square is significant at the .01 level
** Chi-Square is significant at the .001 level

49.7%
161
48.9%
184
30.9%
476
Chi-Square = 28.57**

All MFIs
Legal Status
Non-Bank Financial Institution
Rural Bank
Non-Profit (NGO)
Cooperative/Credit Union
Bank
Other

Scale of Operations
Large
Medium
Small

Outreach Level
Large
Medium
Small
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First, only about 11 percent of all the microfinance institutions in the dataset reported having a
client base made up entirely of women. Even those that have a majority of female clients make
up a minority of all the MFIs. By further breaking down the MFIs by their legal status, it would
seem that NGOs have tended to focus more exclusively on women. Interestingly, although the
MFIs which tend to focus on women have tended to be small in scale in terms of the size of the
gross loan portfolio, they have also tended to be the larger institutions in terms of outreach. The
chi-square statistical tests also indicate that all but one of the relationships is significant.
The fact that not as many institutions focus exclusively on women as much of the global
notion of microfinance would lead one to believe might also help explain why gender equality
does not prove to be a significant explanatory factor for national levels of outreach. Indeed,
Figure 4.6 shows that in some areas that the percentage of female clients has decreased
considerably over the last decade or so. The figure considers the median percent of female clients
by region over time. Asia is the only area which has consistently maintained close to 100
percent female outreach. African MFIs have maintained a consistent focus on women, at only
60 percent. The other three regions have shown consistent negative trends, though female clients
of MFIs in the MENA region and Latin America still represent over 60 percent of clients. The
proportion of female clients in Eastern Europe and Central Asia on the other hand has dipped
below 50 percent.
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Figure 4.6 - Median Percent of Female Clients, by Region
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Notes: ECA = Eastern Europe & Central Asia; LAC = Latin American & the Caribbean; MENA = Middle East & North Africa.
Source: MIX Market. 2010. The Microbanking Bulletin [cited 16 February 2010]. Available from http://www.themix.org/microbanking-bulletin.
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Microfinance Networks
Data on individual microfinance institutions worldwide also help to provide more detail
on the relationship to local and international microfinance networks. Again, based on the
information reported by the MFIs to the MIX Market, dummy variables were created to indicate
whether each institution in the dataset was a member of an international or local microfinance
network. The percentage of MFIs engaged in a network is presented below according to their
legal designation, scale and outreach level.
Table 4.8 - Network Membership
Local Network
Member
%
N
45.4
928

International
Network Member
%
N
25.4
928

67.3%
205
100.0%
7
65.7%
248
90.5%
105
39.1%
23
56.3%
16
Chi-Square = 38.46**

43.4%
205
0.0%
7
41.9%
248
15.2%
105
82.6%
23
50.0%
16
Chi-Square = 51.14**

54.5%
156
67.3%
162
78.3%
267
Chi-Square = 26.27**

56.4%
156
43.2%
162
28.8%
267
Chi-Square = 32.01**

58.9%
129
71.2%
139
73.2%
336
Chi-Square = 9.22*
* Chi-Square is significant at the 0.01 level
** Chi-Square is significant at the 0.001 level

60.5%
129
41.7%
139
29.8%
336
Chi-Square = 37.45**

Total
Legal Status
Non-Bank Financial Institution
Rural Bank
Non-Profit (NGO)
Cooperative/Credit Union
Bank
Other

Scale of Operations
Large
Medium
Small

Outreach Level
Large
Medium
Small
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For both, the relationship with the MFIs’ legal status, scale and outreach level are all significant.
We can observe the growing influence of these microfinance networks, with the total of 45
percent of all MFIs in the datasets members of a local network. Cooperatives and credit unions
are far more likely to be members of a local network, though the majority of NBFIs, NGOs and
even the small number of rural banks are also involved in local networks. The relationship
between the type of institution and involvement in international networks is even more
pronounced.
Interesting relationships with the scale and outreach of the institutions also emerge. In
general, it is smaller institutions in terms of both scale and outreach that are members of local
networks. In contrast, a greater proportion of large institutions are members of international
networks. It is impossible of course to draw a causal relationship here. However, it could very
well be that rather than membership influencing scale or outreach, it is actually the size of the
institution that might motivate a MFI to join a network.

Conclusions
This analysis represents an initial attempt at utilizing emerging international data to explore the
relationships identified at the national level at the level of the microfinance institutions
themselves. First, in keeping with the theoretical framework, we see that the same factors have
significant relationships at the institution-level as well. They also allow for additional light to be
shed on the nature of those relationships. The above assessment allowed for a snap shot of
which kinds of institutions have membership in local and international networks. Importantly, it
was also revealed that only a minority of MFIs worldwide focus exclusively on women.
By grouping institutions according to the levels of political rights, stability and
government effectiveness in which they are operating, significant relationships with individual
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institution outreach provided further confirmation for the analysis from the previous chapter.
The total client base of an individual MFI is of course a very different thing than national levels
of outreach. However, these significant relationships reveal that certain size institutions are
more likely to operate under different political contexts. Specifically, larger MFIs in terms of the
number of borrowers tend to be found under politically free and effective governments. On the
other hand, smaller institutions seem to have thrived in situations of political instability. Still,
even this descriptive analysis presents some problems with the disparate levels of analysis.
Future research will seek to apply more advanced statistical techniques to better test the
relationship between macro-level political factors and MFI-level indicators of success.
The above assessment does provide insight into a few critical relationships. Although the
relationship between national levels of outreach and investment freedom and regulatory quality
were nonexistent (in the first case) and weak (in the second), considering funding sources and
regulation at the institution level leads to some important conclusions. The institution level of
analysis reveals the importance of regulation and savings, as well as the relationship between the
two. Regulation has significant effects on the number of savers at an institution, as well as the
use of those savings deposits as a source of funding. Moreover, utilizing savings in terms of
financial intermediation has apparent effects on the scale achieved by the institution, operating
costs and even the percentage of loans at risk of default. As discussed in the first chapter, often
MFIs are prohibited from collecting savings because they fall into the gray area of unregulated
financial institutions. Indeed in this dataset, only 23.5% of unregulated institutions reported
savings as a funding source. This is especially true for the NBFIs and NGOs, which also happen
to be the most common legal designations for MFIs. Regulated institutions had even lower
operating expenses on average, likely due to this correlation between savings and regulation.
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Thus this chapter has shed additional light on the question of market interventions.
Limitations on funding have important consequences, and the connection to regulation should
therefore not be ignored. There is a need to address what to do – from a legal standpoint – with
NBFIs and NGOs in particular, not least because these are the most common types of MFIs
worldwide. The case studies in the following chapter continue to delve into these issues which
find further confirmation among practitioners.
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V. SRI LANKA: OUTREACH IN THE FACE OF WAR AND NATURAL DISASTER

While chapter four was able to provide a quantitative look at what is going on at the
institution-level for microfinance institutions worldwide, a more qualitative look can provide an
even better perspective on when and how microfinance institutions (MFIs) succeed on the
ground. Case studies of the industry in Sri Lanka and Nepal, including interviews with those
directly involved round out the analysis and provide further confirmation of the central
hypothesis. Once again, political stability, regulation and capacity become key factors in
explaining differences in microfinance success between the two countries.
Given their rural characters and the levels of development, there is a great deal of demand
for microfinance services in both Sri Lanka and Nepal. Both countries have a history of informal
credit systems and have in recent years seen impressive growth in this industry, with a wide
variety of players getting involved. This includes, in both cases, some involvement on the part
of the government. Generally though, microfinance is viewed as an important private sector tool
which contributes to national agendas that emphasize poverty alleviation and rural services. One
practitioner in Nepal even went so far as to call microfinance “the only successful program in the
country.” Yet, by several measures, Sri Lanka has done a better job at meeting demand. Why?
An in-depth qualitative analysis of the microfinance industries in Nepal and Sri Lanka
offers an opportunity to address some of the questions raised and left unanswered by a purely
quantitative analysis. Utilizing information from interviews with practitioners, central bankers
and other stakeholders,19 and supplemented with industry reports, the analysis follows the same

19

Information was gathered through elite interviews with chief executive officers or branch managers of MFIs who
could speak of the organization’s general business plan and performance as well as contacts with regulators and the
impact of the legal framework. Interviews were also conducted with officers of national microfinance associations,
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theoretical framework and finds that, once again, institutions do matter. Moreover, simply
having a regulatory framework is not helpful if it is not matched by sufficient capacity. The
cases of Nepal and Sri Lanka also shed additional light on the growing influence of local
microfinance interest groups, but this is a developing phenomenon and the domestic institutional
framework remains key to understanding the differences between their respective microfinance
industries. The end of chapter six concludes with a comparison of the key points in each case.
In the end we see practitioners actually calling for regulatory frameworks that can help to
legitimize their work and concerns expressed on the capacity of the government offices to
actually implement the frameworks. Practitioners are frustrated that the fuzzy legal gray area in
which they are operating frustrate efforts to offer savings accounts and thus expand their
operations. The following qualitative assessment thus serves to better tie together the
quantitative findings from chapter three which highlighted the significance of regime and
capacity with the important connections between regulation and savings found in chapter four.

Microfinance in South Asia: Why Sri Lanka & Nepal?
The South Asian region as a whole is notable for spearheading the microfinance movement,
thanks in part to Muhammad Yunus’ efforts in Bangladesh. Countries like Bangladesh and India
are certainly exceptional, Bangladesh because of exceptionally large and notable institutions like
BRAC, ASA and the Grameen Bank, and India for its sheer size. Nepal and Sri Lanka, on the
other hand, serve as more typical examples. These two states are similar not only in terms of
their South Asian location, varied cultural makeup, and population size, but also in terms of the
institutional components of interest here. They are similarly ranked in terms of economic

central bankers and officers of other related government agencies. Altogether, I met with 25 individuals in Sri
Lanka and 22 in Nepal. Refer to Appendix 7 for sample interview schedule.
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freedom as well as political rights (Although the table below represents data from 2006, the most
recent Freedom House report (2009) gives Sri Lanka and Nepal equal scores of four for Political
Rights). Even the countries’ experiences with violent and lengthy internal conflicts provide
another similarity. Yet poverty rates and microfinance outreach are dissimilar.
Thus by providing for a “most-similar” approach, these cases provide an important
opportunity to delve into the details of the macro-level context for microfinance. Sri Lanka
appears to be the obvious success case in terms of dependent variables. The following analysis
shows that it also has an advantage in terms of relative political stability, capacity and gender
equality. However, Nepal has the advantage of a formal regulatory framework for microfinance,
so the real story is more complicated.
Generally the existing literature on both Sri Lanka and Nepal is somewhat limited. The
focus of much of the political science literature is on their respective civil wars. Political
economic studies are rare and, where available, outdated. Studies which address microfinance in
these countries in particular are limited to case studies of particular institutions and assorted
industry and NGO reports. Comparisons of the two are also limited to assorted NGO and Asian
Development Bank (ADB) reports on the South Asian region. Thus these cases represent not
only an important component to establishing a political economic theory of microfinance, but
also an opportunity to contribute to the political science literature on these countries.
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Table 5.1 - South Asia: Case Comparison (2006)
Sri Lanka

Nepal

Bangladesh

India

Pakistan

Development & Microfinance
Population below poverty line (%)1
GNI per capita (US$)

1

Total Borrowers2
Microfinance Outreach (%)3

22.7

30.9

49.8
450

28.6

32.6

1350

320

682,879

418,316

15.3

5.23

29.52

0.7

1.92

4

3

4

6

2

0.88

0.41

1.05

1.56

0.52

40

30

20

30

40

30

30

30

40

50

2.4

1.88

1.63

2.31

2.06

20,848,587

820
2,244,618

800
974,179

Political Environment
Political Freedom Score4
5

Political Stability

Financial Freedom Score

6

6

Investment Freedom
5

Regulatory Quality

Government Effectiveness5
2.19
1.68
1.72
2.44
1.95
1
Source: UNDP. 2008. "Human Development Report 2008 Statistical Tables." UNDP.
2
as reported to the MIX Market. Source: MIX Market. Microfinance Institutions: Indicators 2009 [cited 15
September 2009]. Available from http://www.mixmarket.org/.
3
borrowers / population below poverty line. Source: MIX Market. Microfinance Institutions: Indicators 2009
[cited 15 September 2009]. Available from http://www.mixmarket.org/; UNDP. 2008. "Human Development
Report 2008 Statistical Tables." UNDP.
4
Source: Freedom House. 2007. "Freedom in the World: Comparative scores for all countries from 1973 to
2006." Freedom House.
5
Source: Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. 2008. "Governance Matters VII: Governance
Indicators for 1996-2007." Washington, DC: World Bank Policy Research.
6
Source: Heritage Foundation. 2009. "Index of Economic Freedom." Heritage Foundation & Wall Street
Journal.

Meeting Demand: The Relative Success of Microfinance
A key point of comparison between Sri Lanka and Nepal is the extent of outreach or
market saturation that has been achieved. By any measure, it is Sri Lanka’s microfinance sector
which has more successfully managed to meet demand. The following table approximates
growth of the microfinance sector in Sri Lanka and Nepal using the number of MFIs reporting to
the MIX Market from 2000 to 2007. It is interesting to note that even with more individual
institutions reporting from Nepal, the number of active borrowers and the gross loan portfolio in
Sri Lanka is considerably higher.
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Table 5.2 - Growth in Microfinance Outreach
Sri Lanka

Nepal

gross loan
portfolio
MFIs
active
active
(US$)
reporting
borrowers
borrowers
2000
234,143
6,745,772
1
27,215
2001
na
na
na
31,712
2002
306,890
45,039,329
8
43,754
2003
384,961
59,244,319
10
209,766
2004
430,106
78,774,933
10
252,316
2005
682,879 149,729,145
11
313,621
2006
786,718 183,369,984
12
420,728
2007
711,165 225,861,625
13
475,789
na: not available
Source: MIX Market online database by CGAP (MIX Market 2009b)

gross loan
portfolio
(US$)
1,770,901
2,418,936
3,661,485
23,824,238
28,545,208
40,519,362
54,205,648
79,385,276

MFIs
reporting
2
2
4
15
22
26
34
32

As far as other measures of microfinance success, in both Sri Lanka and Nepal, most
MFIs seem to have been able to achieve operational sustainability, but few are financially
sustainable. This means that while they are able to cover operating expenses, they are not
necessarily profitable. As one practitioner in Nepal put it, “microfinance is very common –
everybody is doing it if they’re sustainable or not.” Government-run programs in Sri Lanka are
considered supply-led and not commercially viable (Charitonenko and Silva 2002), while
Nepal’s government-owned Grameen Bikas Banks (GBBs) have also suffered from poor
financial performance(Shrestha 2008). Most of those interviewed attributed sustainability issues
to various concerns about funding arrangements. For financial institutions, the most readily
available source of funds comes from their clients’ savings, but MFIs in both countries are
limited by unclear rules and regulations. As a result, they are reliant on loans from other
financial institutions.20 However, the risk is that this makes it difficult for MFIs to diversify their
portfolios. Another sustainability issue noted in both countries was the difference between small
20

Both countries do also have access to apex organizations which provide wholesale loans: for example, the
National Development Trust Fund (NDTF) in Sri Lanka and Rural Microfinance Development Centre (RMDC) in
Nepal.
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and larger players in the market. Where there seemed to be a notable difference in sustainability
was in the area of business management, capacity building and professionalism; all prerequisites
for good financial performance. Indeed, professionalism and institutional capacity building
seemed to be far more of a concern among those interviewed in Nepal than in Sri Lanka, though
one practitioner in Sri Lanka warned that there has been a shift from focusing on the
sustainability of clients to the sustainability of the institutions.
Generally, microfinance impact studies tend to be limited, so a comparison on this
particular component of microfinance success is difficult. Individual institutions in both Sri
Lanka and Nepal were generally found not to have conducted full-scale impact assessments of
clients and did not necessarily have the available resources to do so. However, the need for
assessments was widely recognized. As one practitioner pointed out, there is a need to know
whether the impact is sufficient relative to the investment, while another pointed out that if they
are “not conducting a proper impact assessment, [we] don’t know if you have really helped the
poor or if you have left a legacy of indolence.” Attracting social investors and therefore
improving sustainability is also tied to the ability to conduct these assessments. A great deal of
reported success in terms of impact on clients comes from anecdotal evidence. Even if it is
sometimes difficult to assess how the loans are being used, practitioners generally seem to feel
that they are succeeding in “bringing banking to the unbankable.” Practitioners in both countries
also speak of a “credit plus” approach that seeks to help clients beyond financial services. Truly
building entrepreneurial ability through technology, access to markets and improved business
management have been observed as necessary for clients to break out of loan cycles and graduate
to greater investment opportunities. On balance, it would appear that microfinance in both
countries seeks and manages to achieve similar impacts on its clients.
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It should be noted, however, that while these issues are cited in both countries, Nepal also
faces a unique problem in reaching the “missing middle,” as several practitioners referred to it.
That is, while microfinance services exist for poor business operators and large commercial loans
are available for larger, more established business, financial services are lacking for the SME
sector. It is therefore difficult for poor entrepreneurs to grow their operations.
In comparing the relative success of the microfinance industries in Sri Lanka and Nepal,
then, both countries face similar difficulties in achieving depth of outreach, financial
sustainability and providing credit plus services to ensure positive impact on clients. The major
differences are in the extent of outreach, professionalism and capacity, and the problem of the
“missing middle.” In each of these areas, Sri Lanka seems to have the advantage. Thus here the
question can again be posed: why do we observe these differences in the success of microfinance
industries? As before, it is hypothesized that the answer lies more in the political institutional
framework than in the presence of international and local interests or differences in gender
equality. Drawing from the interviews conducted with key stakeholders in each country as well
as industry reports and documents, each of these alternative explanations are considered in turn.

Explaining the Differences: The Political Economic Framework
Following from the theoretical framework applied to the institution and national levels of
quantitative analysis, the same arguments can be applied to a qualitative comparison of these two
cases. The analysis takes into consideration the possibility of gender-based explanations and
considers the relative state of gender equality in Sri Lanka and Nepal. Conversations with
practitioners reveal possible explanations for why gender equality has not been a consistent or
particularly strong explanatory factor in the quantitative analysis. The emphasis is in fact far
more on the effect microfinance has on empowering women then on the reverse relationship.
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Observations of the Sri Lankan and Nepalese microfinance industries also shed additional light
on the role of both international and local interests. While the influence of foreign capital was
minimal, there was involvement on the part of international NGOs providing both grants and
technical support. Local influences that were highlighted by those interviewed included political
pressures and the budding role of national microfinance practitioner associations. These
associations function as both capacity-building, supportive institutions as well as lobbying
organizations for the industry. Their influence, though still emerging, was perhaps one of the
more interesting findings from the field research.
However, the key to understanding the differences between the microfinance industries in
Sri Lanka and Nepal once again lies in the institutional frameworks in which they operate. The
regime, and in particular, the stability of that regime has important consequences. Years of
violent conflict have had an impact on outreach in both cases, but the consequences for
microfinance have been quite different. Government involvement in financial markets affects
the microfinance industries in Sri Lanka and Nepal in a number of ways, ranging from how MFIs
are licensed to direct government ownership. Indeed in both countries a considerable number of
microfinance programs are offered by the government itself.21 In addition, policies such as
interest rate controls, debt forgiveness and tax rates have affected markets in both countries.
Interviewees in both countries also pointed to issues of obtaining funding for loans due to
confusing or non-existent policies. While it is interesting to note how many of the same
institutional issues affect MFIs in both countries, important differences are manifest in varying
degrees of government involvement, in the legal frameworks and in the capacity of regulatory
bodies.

21

It should also be noted that in both countries, this involvement in the financial sector is not limited to
microfinance; there are several publicly owned large commercial banks as well.
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To illustrate these important differences, this chapter first presents the case of Sri Lanka.
Beginning with an overview on the state of microfinance, the political and regulatory
environment in which they operate, gender equality and the representation of interests, this
overall context is followed by a more detailed discussion of the key issues. Chapter 6 similarly
presents the case of Nepal, followed by a comparison of the two cases.

The Case of Sri Lanka

Microfinance
As in many countries, contemporary microfinance in Sri Lanka has roots in traditional
informal credit structure and cooperative organizations. While the history of informal credit is
quite long, microfinance itself can be dated back to 1906, when the first Sanasa society was
formed (Conroy 2000). Microfinance in its present incarnation was recognizable in Sri Lanka by
the 1980s (Tilakaratna et al. 2005). The formal financial system in Sri Lanka is made up of
commercial and specialized banks, finance companies and leasing companies (Central Bank of
Sri Lanka 2009). Institutions relevant to microfinance include rural development banks, the
Sanasa Development Bank, Samurdhi Bank Societies, various rural cooperatives, the Thrift and
Credit Cooperatives of the Sanasa movement and assorted NGOs, altogether representing over
nine thousand separate outlets or branches (GTZ 2009). Though the government of Sri Lanka
remains a major provider of financial services, through the Samurdhi societies and state-owned
regional development banks, a recent country-level assessment by CGAP cited the diverse
institutions and services available as a key strength of the microfinance sector (Duflos et al.
2006). In addition, commercial banks, finance and leasing companies are increasingly getting
involved as well. For example, Hatton National Bank’s Gami Pubuduwa (“Village Awakening”)
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microfinance program, established in 1989, is a leading model of how large commercial banks
can scale down operations and incorporate a microfinance component into their business model;
an answer to criticism that commercial banks often do not have the expertise to do so (Vogel
2006). One practitioner pointed out that even with the largest banks paying attention to
microfinance, there is still a role for other types of institutions, like leasing companies.
The variety of institutions involved includes different microlending models and business
strategies and has contributed to the impressive degree of financial access in Sri Lanka. Key
findings of one particular survey of the Sri Lankan microfinance industry included note of its
broad based coverage of microfinance throughout the country, high levels of supply relative to
the overall population, high levels of savings mobilization (including an increase among the
poorest), increased competition and wide range of products (Gant et al. 2002). It has been
estimated that by 1999/2000, 70 percent of poor households had access to some form of savings
services and 26 percent borrowed from various formal, semi-formal and informal loans, the same
distribution as all other households (Alailima 2007). Increases in outreach have also been
impressive, with 51 percent growth in the number of deposit accounts from 2000 to 2004 (Duflos
et al. 2006). Though there has been mention of more limited outreach in rural areas (Tilakaratna
et al. 2005), even these areas are reported to have access to a range of services. As one
consultant pointed out, most villages have access to at least two service providers, though
perhaps not microfinance specifically. There are also lower levels of outreach in the north and
eastern regions of Sri Lanka, areas where the conflict has been concentrated, (Gant et al. 2002;
Tritschler and Bartocha 2007) though Jaffna is among districts with the highest coverage (Duflos
et al. 2006).
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Even where outreach has been successful, depth of outreach to the poorest has proven
more difficult. One officer with the Regional Development Department at the Central Bank of
Sri Lanka (CBSL) suspected “leakage,” with people trying to take advantage of lower interest
rates offered on micro-loans. She suggested that it might be possible that the poorest cannot be
helped by the loans if they do not have the kind of entrepreneurial activities microfinance
programs seek to fund; they may instead require a special model. A more critical opinion
expressed was that while the local organization is there, MFIs do not necessarily reach the
hardcore poor because they are operating a business, reflecting the widely held belief that depth
of outreach is incompatible with commercialization. On the other hand, Sri Lanka’s Institute of
Policy Studies found that MFIs were in fact reaching the poor and poorest groups, though a
significant portion of clients were non-poor (Tilakaratna et al. 2005). A more recent study by the
German Technical Corporation (GTZ) found that the Samurdhi Bank Societies and NGO-MFIs
appeared to have achieved the greatest depth of outreach, compared to other types of institutions
and that competition in the financial industry was also encouraging “financial deepening” to
lower income clients (GTZ 2009).
Though few Sri Lankan MFIs can be considered financially sustainable, they are in many
cases operationally sustainable. Concerns in this regard seem common to MFIs generally,
including concerns about funding sources and the competitiveness of smaller MFIs. One report
noted that the existence of many small MFIs in Sri Lanka diverts resources away from
sustainable microfinance(Duflos et al. 2006). Smaller institutions find it more difficult to
achieve scale and meet minimum capital adequacy requirements. They also have a tendency to
get stuck in a “chicken/egg situation” as it was put in one interview. That is, they do not have
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the experience or capacity to be eligible for a lot of funding, but without that funding it is
difficult to achieve those requirements.
Concerns about professionalism and the institutional capacity of MFIs were also a
particular concern. As one practitioner pointed out, where microfinance institutions are weak,
they do not necessarily have the funding or services to meet demand. Another pointed to a lack
of experts, with microfinance employees often having jumped from other fields in a relatively
short amount of time. A 2002 Asian Development Bank report noted that at least half of MFIs in
Sri Lanka had weak institutional capacity and aversion to commercial approaches. This was
attributed to negative perceptions about commercialization that prevented MFIs from sufficiently
balancing commercial and social missions as well as achieving sustainability (Charitonenko and
Silva 2002). Another report pointed to weaknesses like lack of transparency, fragile institutions,
and lack of specialization in financial services, but also indicated that there was increasing
transparency among a group of leading MFIs, such as the ones that are regularly reporting to the
MIX Market (Duflos et al. 2006). In fact, Sri Lanka is also seeing increased availability of
finance and microfinance training, such as that offered by the Centre for Banking Studies. The
availability of industry specific training has been listed as a strength in several reports on Sri
Lanka’s microfinance industry (GTZ 2009; Conroy 2000), and has been called a “key ingredient
to reducing MFIs fragility” (Duflos et al. 2006, 22).
The importance of impact assessments is also recognized by practitioners, though they
are often not feasible for MFIs to properly implement. Impact studies are being conducted by
the CBSL on their own loan programs and assessments of specific programs and regions by
various independent agencies generally found positive results (Hulme et al. 1996; Sear and
Simon 2001; Tilakaratna et al. 2005). One report noted that MFIs in Sri Lanka were particularly
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helpful in assisting clients affected by the tsunami, rescheduling loans and helping clients to
settle insurance claims and access savings (Duflos et al. 2006). Some caveats were given. For
example, one survey found that although the loans had a positive impacts on clients’ small
businesses, they were not creating new businesses and therefore substantial increases in income
were unlikely (Colombage 2004). Another pointed out that without access to skills, technology
and markets, self-employment and microcredit might actually perpetuate poverty for women
living in rural communities (ADB 2003). Certainly, there was emphasis among practitioners on
the more “credit plus” approach to meet the additional needs of their small business clients. For
example, a banking survey for the Small and Medium enterprise (SME) sector there found that
beyond difficulties in obtaining formal finance, these business are constrained by the absence of
technical and management skills, marketing constraints, inadequate infrastructure and outdated
technology ("Banking Survey" 2007).
Still, simply having access can help people to come out of poverty, even if it takes several
loan cycles. Success stories in Sri Lanka speak to improving savings habits, graduation of
clients to commercial banking, and general improvements in livelihood. A publication by
ProMiS, a local microfinance network coordinated by GTZ, highlights stories of individuals and
families for whom microfinance has succeeded in empowering, ensuring education, supporting
lives in conflict-affected areas, improving housing conditions, enhancing entrepreneurship, and
even strengthening families (ProMiS 2008). As one practitioner pointed out, just providing
financial access is important: “that single intervention is going to make a huge impact” in terms
of things like income, health, etc.
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Institutional Framework
Despite criticism for an increase in a more authoritarian style of rule on the part of
President Rajapaksa during the climax of the civil war (Freedom House 2009b), Sri Lanka has a
strong legacy of democracy, extending back to independence in 1948 and in keeping with the
1978 constitution. As University of Colombo Professor Laksiri Fernando put it, “Compared to
many post-colonial countries of similar age after independence, Sri Lanka today demonstrates a
considerable maturity in its democratic institutions and practices” (Fernando 2000, 77). Though
it has a strong executive and has fluctuated between Freedom House Scores of “free” and “partly
free,” it has maintained an impressively stable regime.
Now, with Sri Lanka’s long civil war declared over, there was a lot of talk of expanding
microfinance services in the North and East. People there, said one practitioner, would now be
in a position to go into new avenues of activities, and presumably would then be in demand of
increased financial services. One CEO spoke of banking in all 3 languages,22 emphasizing that
“communication is very important.” Up until very recently, in spite of obvious demand, many
had not expanded operations because of perceived barriers (Tritschler and Bartocha 2007), but
this seems to be changing. The prevailing view seems optimistic, with MFIs eager to contribute
to the recovery by providing a needed service. In addition to poverty alleviation, social and
community development, a broad range of microfinance organizations also see it as a “multifaceted intervention tool in areas affected by conflict” (Gant et al. 2002). The government has
already seen to it that basic banking services have been provided through mobile banking units,
though one central bank official did point out that immediate concerns, such as the clearing of
land mines, would have to be addressed before expansion of services could be started. President
Rajapaksa also reportedly announced that his government’s “Awakening North” package would
22

Sinhalese, Tamil and English
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include a $26 million microfinance loan program (Naaraayana 2009). As one branch manager
pointed out, because of the huge amounts of money that went to the war, the private sector will
have a particular role to play in providing these services. While the standard caution that
microfinance is no panacea still applies (Tritschler and Bartocha 2007), the microfinance
industry in Sri Lanka seems to have embraced the end of the conflict as an opportunity to
contribute to the recovery as part of a wider development strategy.
Indeed, microfinance does appear to be viewed as an important tool for development and
therefore often receives at least lip-service in national agendas. Several practitioners interviewed
in Sri Lanka were quick to reference the current President’s platform, which includes a
commitment to the sector. This agenda recognizes that the lack of a formal microfinance policy
has resulted in weak institutions and the absence of an institutionalized mechanism for
coordinating microfinance with other development efforts (GTZ 2009). Several practitioners
even pointed to the support received from local government offices, particularly in identifying
and supporting training programs for clients.
Still, at least in terms of the legal framework, the Microfinance Industry in Sri Lanka was
described by one practitioner as “no one’s baby.” Another indicated that there was neither
support nor prohibition from the government as far as microfinance; something typical of the
kind of benign neglect microfinance generally receives, and which often stems from a lack of
capacity. While there is no specific policy framework, there are no significant barriers to entry
either (Alailima 2007). Generally, organizations seeking to offer microfinance services are
encouraged to register under the non-bank division as a specialized bank or finance company
(see table below for applicable laws in both countries). However, institutions that fall under the
Department of Non-Bank Financial Supervision are still not subject to proper regulatory
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mechanisms. Still other MFIs are neither licensed nor regulated by the CBSL or Ministry of
Cooperatives and are instead registered as societies, companies or NGOs.
The result is diffused responsibility for microfinance, which as one report noted, makes it
difficult for the government to pursue a “common vision on microfinance” (Duflos et al. 2006).
The general approach is self-regulation in a free market environment. The arguments for this
approach are common for microfinance around the world: that MFIs are still seen as being early
in their development, that they constitute only a small part of the overall financial system, that a
hands-off approach has so far been adequate and that the larger MFIs must meet minimum
standards for support from donors (Wijewardena 2003).
While MFIs in Sri Lanka enjoy a range of registration choices and minimal supervision,
there are several concerns. For one, the choice of registration is often limited by minimum
capital requirements but may also determine the extent of services that can be offered or funding
sources available. For example, it may be beneficial for MFIs, once established, to switch
registration if they are able to meet the minimum capital requirements for a finance company, or
even a specialized bank (with even higher requirements). This would then allow those
institutions to collect savings and make it easier to obtain foreign loans. However, for many
small MFIs, the minimum requirements are too high. As one practitioner put it, “this is good for
the big boys” but too difficult for others. Supervision and regulatory requirements that are in
place vary based on the MFIs registration. While all registered companies and financial
institutions are subject to independent audit requirements, many MFIs however are not subject to
any kind of onsite supervision and do not necessarily have to submit any financial statements to
the Central Bank unless it is directly involved in the loan program. For most MFIs in Sri Lanka,
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contact with the Central Bank therefore appears to be in a more unofficial capacity, such as for
training programs or as specific issues arise.

Gender Equality
By most measures, gender inequality is less of a problem in Sri Lanka than anywhere else
in South Asia. The most recent Freedom House report does mention a lack of representation in
politics and civil service in Sri Lanka and discrimination in salary and promotions in the private
sector (Freedom House 2009b). An ADB report pointed out that female-headed households and
women in the conflict-affected areas have proven particularly vulnerable (ADB 2003). As one
practitioner pointed out, “among the poor, women are poorer.” Another, the female head of an
NGO, highlighted the traditional male-dominated family structure saying that “men feel
threatened if their wives are associated with me.” Still, Sri Lanka is notable in the region for
being more progressive in this area, with those interviewed eager to point this out (Appendix 11
highlights several indicators of gender equality).
In terms of the relationship between gender inequality and microfinance, it can certainly
be said that it does play an important role in creating demand for microfinance and inspiring
targeted outreach. Women often face limitations in accessing credit through commercial banks
due to collateral requirements. It was even suggested that going to one of the larger banks was a
scary prospect for women. Said one, “Taking a poor woman to a bank is not easy, but it is
possible here.” As a result, MFIs in their various forms play an important role in serving the
female market. A GTZ report found that the MFIs accounted for the majority of both female
borrowers and savers (GTZ 2009). From interviews, it was clear that widows in the north would
be a priority for CBSL sponsored microcredit programs. At the same time, practitioners were
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often unable to draw a direct connection between gender inequalities and the success of
microfinance to meet demand, focusing instead on successes in empowering their female clients.

Representation of Interests
The influence of international interests generally seemed to be benign, though Sri Lanka
has shown itself to be particularly wary of international influence. Practitioners considered
international contacts to be good for promoting best practices. International aid agencies and
NGOs seem to play more of a supportive role in terms of providing capital, training and capacity
building without undue pressure on the way the MFIs do business. As one manager in Sri Lanka
said, their international donors were “kept in their place.” Still, the microfinance industry in Sri
Lanka has benefited from the presence of ProMis for example, a microfinance network that is the
result of a collaboration between the Sri Lankan Ministry of Finance and the German Technical
Cooperation (GTZ) and which promotes training, best practices and capacity building, policy
advocacy, research, and networking (ProMiS 2009a). Organizations like the Asian Development
Bank (ADB) also seek to promote a conducive policy environment for microfinance. In Sri
Lanka though, this involvement has by some accounts been rejected. Specifically, the proposal
for a separate Microfinance Act had originally been connected to an ADB loan. It was suggested
by several of those interviewed that a general suspicion of international organizations23 and
desire on the part of the Sri Lankan government to do things their own way may be one of the
reasons the Act has stalled. One even indicated that once the money came in, the idea just got
shelved altogether, though another argued that the government deemed the original ADB
strategy for regulation “not as tough as we thought.” A few practitioners suspected that delays
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The Sri Lankan government was particularly suspicious of international aid agencies as the conflict came to
climax. In fact aid agencies, which had provided support for those displaced by the war, were asked to leave the
northern part of the country in September 2008 (Freedom House 2009b).
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with the Microfinance Act were due to a particular suspicion of international NGOs and negative
attitudes toward NGOs in general, who would be empowered by such legislation.
In addition, the microfinance industry in Sri Lanka was negatively affected by the influx
of donor funds following the 2005 tsunami. Besides the tragic loss of clients, as well as property
and records, the “distribution spree” that followed was seen as particularly damaging, a
“catastrophe” for the industry. While the increased availability of funding was beneficial for
many, it also led to the multiplication of many small microfinance programs which proved to be
unsustainable. A GTZ report on the impact of tsunami on microfinance noted that there was a
lack of coordination among multi-lateral and bi-lateral donors, International NGOs and the
government; unequal distribution of funds, with the Eastern areas most affected receiving less
support; and concerns that the flood of grants had created dependency at the client level
(Srinivasan 2008). Several programs imposed interest rate ceilings to limit what clients could be
charged but also made it difficult for MFIs to cover costs. Additional confusion stemmed from
the fact that post-tsunami aid included a mix of loans, grants and various combinations, which
led to misunderstandings and frustration among recipients (Duflos et al. 2006).
More locally based interests manifest themselves in terms of the political pressures and
conflicting opinions on the part of legislators and government officials. For example, the delays
on Sri Lanka’s microfinance act were attributed to a lack of urgency for legislators, who do not
see microfinance as a big enough issue or systematic danger to larger financial system. Between
criticism and a lack of priority on the part of the government, at least one stakeholder stated, “I
don’t believe it will come.” There were concerns that, particularly given the lack of policy, there
have been incidents reported of politically motivated enforcement. For example, despite the
widespread collection of savings by MFIs, one organization in particular was reportedly targeted

122

and instructed to return savings to the clients. Said one stakeholder: “this is the political risk
when there is no law.” Another indicated that for government officials, interest in microfinance
is more politicized than concerned with the sector as a means of development, saying “I firmly
believe that they are not serious and don’t have that much knowledge on how the microfinance
sector can improve the economic environment.”
As one practitioner in Sri Lanka put it, “We are in a bit of a funny state because the
government thinks we are extortionists and the banks think we are philanthropists, do-gooders.”
A similar comment pointed out that there are still some people at the central bank who view
microfinance as “fishy.” As the Democratic Socialist Republic of Sri Lanka, there are many who
are suspicious of leaving pro-poor, development activities to the private sector and instead
promote the use of subsidies and interest rate controls. The result is that the government “has
been supporting and critical of microfinance at the same time” and practitioners observe different
departments in the same building disagreeing on the legality of what they are doing. One area
where this has become particularly problematic is in the area of interest rate controls, with one
particular report indicating that credit is “too often politicized” through the various subsidies that
work to keep interest rates low (Duflos et al. 2006). Stakeholders report a perception among
some government officials that higher interest rates would have a negative affect on the poor,
and indeed may be considered morally wrong. This was apparent in one interview with an
official who held that it is a “crime to charge too much to the poorest.” Practitioners responded
by saying that the politicians “don’t understand” and point to their ignorance about how
microfinance is meant to work. Said one: “microfinance is not about interest rates but about
access,” while another argued that politicians “need to face the reality of higher rates because of
costs.” Even more problematic are politically motivated loan write-offs or debt forgiveness,
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something cited in several reports on Sri Lanka and by practitioners interviewed there
(Charitonenko and Silva 2002; Duflos et al. 2006; ProMiS 2009b). As one of these reports
pointed out, all instances of debt forgiveness have an adverse affect on general attitudes about
repayment (Charitonenko and Silva 2002).
Perhaps the most interesting phenomena, however, has been the recent formation of a
national microfinance practitioners association and its emerging role in articulating and
representing the interests of MFIs in Sri Lanka. Initiated in 2006, the Lanka Microfinance
Association promotes membership among all microfinance institutions throughout Sri Lanka. Its
mission is “To build the capacity of institutions engaged in microfinance to serve poor
communities in a viable and sustainable manner.” Among its stated objectives are “to advocate
for a policy environment that is conducive to the growth and development of the micro finance
sector” and “to mobilize resources and to network with Government, Donors, Funding Agencies,
Investors and Commercial Loan Providers in order to enhance the development of the
Microfinance Sector” (Lanka Microfinance Association 2009). When asked about the
association, practitioner responses included for example that the “main goal is to represent the
members” and “to be a voice to the industry.” Many mentioned the focus on policy and capacity
building and more generally that it was for, “the promotion of microfinance and to eradicate
poverty.”
The association has made progress in terms of bringing MFIs together. Prior to the
association, lobbying by individual institutions and small groups were reportedly not as
successful. As one practitioner pointed out, in 100 years of microfinance, while some were
“singing their own song,” there was no common voice until the association. Another precedent,
a UNDP organized network where “everything was given by the UNDP, even the cup of tea,”
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ultimately disintegrated because it was not home grown. Representatives from the association as
well as the Central Bank pointed to positive interaction between the two institutions. They report
meetings and appeals to particular departments, with the association playing a particularly
helpful role in facilitating an industry-wide survey of MFIs. In addition, the Association has
been particularly involved in promoting the passage of the Microfinance Act, seeking to improve
the image of microfinance by ensuring it is properly legalized. It contributed to drafting the Act,
seeking to ensure it is “friendly for all stakeholders.” Practitioners interviewed were generally
happy that the Association was able to provide input, though the Act has yet to pass. More
generally, the Association has been able to establish itself as the sector’s representative in the
country. In the short period it has been in operation, this was cited as an important achievement.
It has established “cordial relations” with legislators, developed “trust and friendship” among
practitioners, and its presence is according to some “strongly felt now.”

Key Issues
Given the context for microfinance in Sri Lanka, what are the key issues for the industry there?
Conversations with practitioners, stakeholders and officials revealed consistent themes,
discussed in more detail below. Moreover, these themes are in keeping with the hypothesis on
the relative importance of institutions.

Stability & Conflict
Interviews took place quite literally within weeks of the official end of Sri Lanka’s
lengthy and bloody civil war. The impact of the war, as well as its aftermath, are therefore an
important consideration. A GTZ report on Microfinance and Conflict in Sri Lanka points to
some of the immediate effects on the Sri Lankan microfinance industry. It maintains that the
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supply of microfinance in the North and East is not sufficient. Cooperatives, which have been
the most important providers in the conflict affected areas, are performing poorly. Those
national-level NGO-MFIs that have maintained operations in these areas still make a
comparatively small contribution, while commercial banks are “practically absent” though
Hatton National Bank, Seylan Bank as well as People’s Bank have maintained a presence
(Tritschler and Bartocha 2007). Based on interviews with practitioners, the conflict has also
reportedly resulted in some funding issues, with some donors scared off by the political situation.
The report also cites additional challenges faced by MFIs in post-conflict situations. These
include limited human resources, risk reduction, and higher costs. Additionally, there is a need
to ensure advocacy for strong sustainable microfinance operations to separate them from relief
operations and perhaps an influx of NGOs and aid. MFIs must also be cautious of being
involuntarily viewed as part of the problem, by ensuring transparency and accountability
(Tritschler and Bartocha 2007).

Government Ownership & Controls
Perhaps the most manifest occurrence of market interference in the microfinance sector is
direct involvement on the part of the government. An ADB report on the role of Central Banks
in microfinance notes that the CBSL has played a very direct role in terms of interest rate
controls and direction of credit (Conroy 2000). Government programs include the Samurdhi
program, a large scale microfinance operation which caters to those below the poverty line and is
widely praised for its outreach, though from discussions with stakeholders in the industry, it is
less clear that it is able to cover its costs. The publicly owned regional development banks
(RDB) have struggled in the past but are currently deemed to be doing well. One RDB manager
suggested that many MFIs are not necessarily “steady” while the RDB is because of the
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government control. There are also countless government-run microfinance schemes associated
with various ministries; as one interviewee put it “every ministry – you name it, they have it.”
These programs are generally regarded as unsustainable. Sri Lanka’s National Development
Trust Fund (NDTF) is a government-funded wholesale lender that highlights this country’s
emphasis on public provision of microfinance. Because of its government mandate, the NDTF
plays a very active role in ensuring cheap credit reaches the poorest. Indeed, the emphasis there
is on the inability to rely on the private sector to ensure that the poorest are reached in a
sustainable manner. A practitioner from a private MFI noted however that funding from NDTF
was “not enough.” Furthermore, it has been argued that the availability of cheap credit from
government programs is actually responsible for crowding out private microfinance NGOs and
other providers that may not have access to subsidies (Charitonenko and Silva 2002). Rather
than withdrawing from direct involvement in microfinance programs, the CBSL is expanding
outreach. International aid agencies cite these government managed programs and high
subsidies as among the key issues facing the microfinance sector in Sri Lanka (Gant et al. 2002)
and recommend minimizing direct interventions (Charitonenko and Silva 2002).
A separate issue that stems from subsidies and other government involvement is that they
effectively cap interest rates below market. In Sri Lanka, public microfinance institutions benefit
from either overt or hidden subsidies (Kneiding and Rosenberg 2008). In addition, private MFIs
and commercial banks with microfinance divisions can take advantage of central bank loan
programs or funding from the NDTF to offer cheap loans to clients as well. However with the
large number of government run or sponsored programs, it is difficult for private institutions
which are not receiving subsidies to compete. The result of these programs is, in effect, imposed
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interest rate ceilings on loans to the poor. This increases costs for MFIs and makes it that much
more difficult to achieve sustainability.

A Regulatory Framework
From the review of the literature (Chapter 2), it is apparent that the nature of prudential
supervision is critical to a consideration of how market interventions impact the success of the
microfinance industry. The process of auditing and monitoring the performance of financial
institutions ensures safety and soundness and protects the interests of public deposits. In Sri
Lanka, the lack of a formal regulatory framework and sufficient supervisory institutions means
that microfinance institutions find themselves in a gray area when it comes to collecting public
deposits. Without prudential supervision to ensure the protection of depositors’ savings,
technically Sri Lankan MFIs are prohibited24 from offering a much needed service to their
clients. Without savings, ensuring sustainability becomes much more difficult. MFIs without
deposits find themselves dependent on obtaining funds through loans from other financial
institutions. This creates a Catch-22 in that some institutions will not lend to the MFIs because
their liquidity is not sufficient. However, this has generally not been enforced and indeed the
government has previously encouraged the collection of savings through microfinance programs.
Many MFIs therefore continue to offer various compulsory or voluntary savings programs. The
consensus among practitioners seems to be that their savings programs should simply be limited
to existing members only. With no clear policy, though, there is the uncertainty of legal
sanctions. Many of those interviewed cited a need for more clarity on this issue and for a legal
way to mobilize existing savings in order to protect depositors.

24

According to the Central Bank, there are only three major categories of institutions that are subject to licensing,
regulation and supervision by the Central Bank and are therefore legally permitted to collect public deposits:
commercial banks, specialized banks and registered finance companies (Central Bank of Sri Lanka 2004).
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Sri Lankan MFIs also face difficulties in diversifying their portfolios because of
limitations on borrowing foreign capital. Because microfinance is classified as a money lending
business, it is presently restricted from obtaining offshore investments, a fact that has had a
negative impact on some of the larger but unregulated MFIs that might otherwise be able to scale
up operations (GTZ 2009). A proposed Microfinance Act would have exempted licensed MFIs
but this has not as yet been implemented. For now, approval for foreign capital is not typical
and, as one practitioner complained, can take “ages.” Streamlining the process has been
recommended by CGAP consultants (Duflos et al. 2006) and would as he hoped “let it come
sooner, faster, easier.”
As a result, there was a consistent call among practitioners for a clear and comprehensive
regulatory framework. The fact that they were “missing clear guidelines” was mentioned as a
main concern by many of those interviewed there and many spoke of the need to pass the
Microfinance Act, which was at that time still being revised. Not only has the lack of a clear
legal framework made it difficult to collect savings and obtain foreign funds, but it has also been
blamed for a fragmented rural finance sector, poor performance of MFIs and “strengthen[ing] the
tendency to operate on regulatory arbitrage” (ADB 2003). It also makes it difficult for
commercialization and transformation of microfinance institutions and limits the diversification
of services (Charitonenko and Silva 2002; ADB 2003). Moreover there is the danger that, with
microfinance playing an increasingly important role in the larger financial system, any major or
widespread failures of unregulated MFIs could result poor households losing their savings or
even more systemic failures (Charitonenko and Silva 2002; Wijewardena 2003; ProMiS 2009b).
This fear is echoed by practitioners who view regulation as a means of achieving greater
legitimacy. Particularly in light of recent scandals and cases of fraud involving Sri Lankan
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institutions ostensibly providing “microfinance” services, practitioners see it as an opportunity to
set themselves apart from these incidents. Regulation is viewed as the way to help free interest
rates, provide a legal framework for savings collection, increase opportunities for foreign
funding, and create greater transparency in the industry. As one practitioner pointed out “as the
situation in the west illustrates – deregulation can be bad, so some regulation is good.” Another
official indicated, “in my view, if we have any regulatory system, the benefit is going to the
institutions and the poor people.”

Regulatory Capacity
As mentioned, Sri Lanka has drafted a Microfinance Act. The need for a comprehensive
policy has already been noted, not least of all because of, as one practitioner called it, the “moral
obligation” to correct the gray area that characterizes savings mobilization. A central act would
also help to bring together disparate types of MFIs as well as what regulation is already present,
allowing established providers to register with the Central Bank as regulatory authority. Several
steps toward these goals have been taken including the drafting of the Act as well as the
establishment of a new department for development finance under the Ministry of Finance
(ProMiS 2009b). The CBSL Department of Non-Financial Supervision has also sought to reach
out and gather information on all the different types of organizations operating in the sector.
However, under the first draft of the Act, a large number of providers were excluded (GTZ 2009)
and it has been since delayed several times.
One of the reasons suggested for delays with Sri Lanka’s Microfinance Act was concern
about the large numbers of MFIs and whether it would be logistically feasible to regulate all of
them. Of regulation, one practitioner indicated “We welcome it, but the government is not
prepared.” Certainly regulating the large number of MFIs is “no easy task” and there have even
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been suggestions that small MFIs be encouraged to merge with larger ones so that there are
fewer to be supervised. In addition, hundreds of cooperatives fall under cooperative law and are
not monitored by the CBSL. Though many are sustainable, varied performance and a lack of
standard accounting and reporting practices have been reported (Charitonenko and Silva 2002).
There is concern that the level of expertise among coop inspectors is not in line with the central
bank. It was suggested that if the Microfinance Act were to pass, this would help to resolve
some issues, for example by potentially bringing greater supervision to the Samurdhi societies.
Yet this only adds to the problem of having too many MFIs to monitor.
One practitioner suggested that delays and talks of abandoning the Act are due to a
realization that there is simply not the capacity, calling it “typical third world bureaucracy.”
Critical assessment of the CBSL includes calls to strengthen management capabilities and ensure
independence from politicians and foreign agencies (Karunatilake 2004). A GTZ report on the
microfinance industry indicated that methods and standards of supervision vary widely and the
absence of a single regulatory and supervisory authority has resulted in a lack of uniform
standards and no common direction (GTZ 2009). Moreover, there are simply not enough
personnel at present. The CBSL’s supervisory capacities have been noted to be fully stretched
and any additional obligation to supervise MFIs difficult given resources (Conroy 2000). One
ADB report suggested that CBSL personnel should be redirected to the development or effective
supervision rather than direct implementation of microcredit projects (Charitonenko and Silva
2002). At present capacity concerns continue to be “maybe the biggest obstacle” according to
one consultant. As in Nepal, there is the suggestion that a separate supervisory division or
institution may be necessary. Of course, the question again is capacity. Thus encouraging a
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more self-governing system that would be less of a burden for the government remains a favored
option by many.

The National Association
Finally, there is the emerging role of the Lanka Microfinance Association. While this
organization is playing an important role in providing a voice to the industry and facilitating
discussions with the government, it is still establishing itself and does not, as yet, play a critical
role in the success of the microfinance in Sri Lanka. For example, some have reported that the
industry has not done enough to keep the government well-informed and that disagreements
among different segments of the industry were to blame for the Act stalling. Generally, the
Central Bank did not appear to face much pressure from the Association. One practitioner even
suggested that Sri Lankans are generally very passive and therefore “aggressively lobbying for
things is not in our nature.” One expert argued that the Association was “not yet recognized as
the body of the microfinance industry.” Indeed, at the branch level and in more remote areas,
there is less familiarity with the association at all. The variety of institutions involved in
microfinance and lack of common ground has made it difficult to speak with one voice and some
remain excluded from the association (namely large commercial banks and smaller NGOs).25
Still, there is much optimism and the Association “has a long way to go and a strong role to
play.” In particular, practitioners saw it as an important player for getting the Microfinance Act
to pass. Moreover, they have a role to play in increasing capacity: “to get members to a level
where they can be ready for regulations… [it] won’t help if we’re not ready.”

25

The association does not appear to exclude these organizations from involvement, however, and commercial
banks like Hatton National Bank have been involved while unable to maintain formal membership.
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The case of Sri Lanka has highlighted the need for a clear regulatory framework for
microfinance. With all of the success in the industry, this is still lacking, and moreover,
continues to frustrate practitioners. In the following chapter, we will see that Nepal has such a
framework, but has still not made the strides Sri Lanka’s industry has. The discussion of
capacity then, becomes much more critical.
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VI. NEPAL: A REGULATORY FRAMEWORK FOR MICROFINANCE

The salience of the key issues presented at the end of Chapter 5 becomes that much
clearer when contrasted with the picture in Nepal. This chapter presents the context for
microfinance in Nepal, and contrasts the important themes that emerged from research there with
that from Sri Lanka. The final section presents a comparative assessment and discusses the
lessons that can be learned from the contrasting cases of Sri Lanka and Nepal.

The Case of Nepal

Microfinance
Nepal’s formal financial system can be traced back to 1937 with the establishment of the
Nepal Bank Limited and the first credit cooperative in the 1950s (Sinha 2000). Microfinance has
its roots in the desla guthis, groups of artisans who maintained a credit fund for members, as well
as the dhikuri systems which are similar to other Rotating Savings and Credit societies (Zivetz
1992), but would not emerge in its present form until the 1990s with the emergence of a
democratic system. Nepal has a more limited range of institution types engaged in microfinance
than does Sri Lanka, but is unique in the region with specific regulatory designations for
microfinance institutions. In addition to cooperative societies, which are separately licensed,
there are financial intermediary NGOs (FINGOs), microcredit development banks (MCDBs) and
regional rural development banks (Sinha and Sagar 2007). Though commercial banks are not
directly involved as they are in Sri Lanka, they do provide wholesale lending to the various
MFIs. The Nepal Rastra Bank’s 2007 Annual Bank Supervision Report also reported that banks
are “gradually but surely” expanding networks to reach rural clients (Nepal Rastra Bank 2008).
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The following table compares relevant institutions in both countries based on information from
the Asian Development Bank’s report on the role of central banks in microfinance.
As noted in Chapter 5, Nepal’s microfinance sector continues to have trouble meeting
demand. A World Bank study of Nepal’s financial sector found inadequate banking services for
the poor, estimating outreach in 2002 as only 6.5 percent of the total poor, after a decade of
microfinance (World Bank 2002). Although the financial sector has expanded, institutional
credit is still meeting only about 20 percent of total demand, leaving the other 80 percent to come
from informal sources (Thapa 2008). There is concern that even an increase in the number of
cooperatives has not seen a resulting increase in clients. One person suggested that since these
institutions are member-based, their like-minded members are not necessarily seeking to expand
outreach. The CEO of the Rural Microfinance Development Centre (RMDC), an apex body, has
noted that “the outreach (in both depth and scale) of most MFIs is very low compared to what
needs to be done” (Shrestha 2008). Indeed mentions of unmet demand was far more common
among Nepalese stakeholders interviewed than Sri Lankan. Some optimistically saw this as an
opportunity – describing microfinance as having a “bright future” and “going to be a success.”
Geography certainly plays an important role and was mentioned as a particular concern in
about half of the interviews conducted there. There is considerably more access to finance in the
plains and accessible hills. So while there has been an increase in outreach, MFIs are not
necessarily moving to the hills. Operations there are considerably higher risk and more costly,
with several practitioners citing that it could take up to five years for offices there to be
considered viable. In fact, banking services in the rural areas have actually decreased as
commercial banks have withdrawn (Thapa 2008). Thus the question of how to expand services
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to more inaccessible areas to meet demand is a critical challenge to achieving outreach in Nepal.
Sri Lanka’s geography is varied, but does not nearly present the same challenge to outreach.
As in Sri Lanka, Nepal’s MFIs do face concerns about achieving depth of outreach, as
well as breadth. The World Bank’s report was particularly critical of Nepal’s “diffused focus,”
noting that “the overall focus of micro-credit by MFIs has not been the absolute poor” (World
Bank 2002). The intent of these programs to reach the poor was not lost on those interviewed
however and their interest in expanding to the more distant, hilly – and poorer – areas spoke to
this. As one put it: “reaching the poor makes us successful.”
Nepal also shares similar concerns regarding sustainability. Improving the
professionalism and quality of the microfinance institutions themselves was a particular concern,
and was highlighted in many of the interviews there. A recent World Bank report on Nepal was
also critical on this point, noting low profitability and weak technical capacity (in areas such as
accounting and auditing, strategic planning, financial analysis and human resource management)
among central concerns. It goes on to point out that the lack of commercial orientation and slow
professionalization may be due to a view of microfinance as primarily a charitable activity
(Ferrari et al. 2007).
Impact assessments of specific programs have found similar results to those conducted on
programs in Sri Lanka and are generally positive (Kerer 2008; Sharma et al. 2001; Sharma et al.
2005). In addition, The Centre for Microfinance (CMF) is conducting studies on the Grameen
model banks as well as clients from Nirdhan, one of the leading microfinance providers there. In
one report, positive impacts were said to be limited to the extent that expansion into the hilly
areas was insufficient (Bhatta 2001). Generally practitioners did note that clients are also more
empowered, organized and have more resources – with the more organized villages even less
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affected by Maoists during the conflict. RMDC reports that its microfinance partners have seen
clients become micro-entrepreneurs, women more respected and becoming involved in economic
activities and making household decisions, and children going to school (Shrestha 2008). MFIs
in Nepal also seek to provide services beyond the financial. Some organizations, like CCODER
in Nepal, specifically focus on a “holistic approach” and actively seek to look for income
generating activities for clients, such as CCODER’s tourism program. It has also been found
that microfinance projects have been more effective where there is a “packaged approach” with
linkages to capacity building and technical training. Despite these positive assessments, there
was concern among some practitioners there that it was difficult to provide services for medium
size enterprises. So while microfinance has been able to assist the poor with small business
operations, there lacks sufficient financial infrastructure to provide bigger loans and help these
businesses to grow, a problem dubbed as the “missing middle.”

Institutional Framework
The political situation in Nepal has improved from the state of emergency adopted by
King Gyanendra as a result of the Maoist insurgency, during which Parliament remained
dissolved from 2001 to 2006 (Freedom House 2009a). Still, Nepal’s regime has been much
more characterized by instability, with several periods of absolute monarchic rule and several
dismissals of Parliament. Its present interim constitution, which abolished the monarchy, was
adopted only in 2007. Resumed violence in late 2009, delays and political disputes threaten to
prevent the country from meeting the May 2010 deadline for a formal constitution (Jolly 2009).
Everyday life, and the day-to-day operations of microfinance institutions are very much
characterized by the legacy of the Maoist insurgency and persisting instability. Economic
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activity continues to be hampered by violence in rural areas and the widespread occurrence of
bandas or strikes.
Despite the conflict, however, it is important to note that the overall growth in credit and
deposits in the financial system of Nepal has remained positive throughout the conflict (Hansen
2008). One practitioner was able to point out that although there was a decrease in commercial
banks during the conflict, there was an increase in MFIs. Another pointed to good repayment
despite the conflict and strikes. Generally coping mechanisms have included information
campaigns at all levels and indirect dialogue with the Maoists, increased security arrangements
for cash and document management and immediate reconstruction and relaunch of services
(Wehnert and Shakya 2003).
Nepal is unique among many developing countries in that it has a regulatory framework
specifically for microfinance institutions. According to the Bank and Financial Institutions Act,
there are four categories of banks supervised by the central bank: Commercial Banks (Class A),
Development Banks (Class B), Finance Institutions (Class C) and Microfinance Development
Banks (Class D). There are also the FINGOs, which are registered differently. As in Sri Lanka,
then, there is a range of registration choices for MFIs. For example, bank status recognition –
specifically as a Class D Microfinance Development Bank – can make it easier to mobilize
resources and provide additional services. Yet, again, there are minimum capital requirements
that are difficult for those that start out as NGOs to reach.
In addition to formal designations for MFIs, the Nepalese Government successfully
passed a National Micro Finance Policy in 2007. The goal of the policy is “to reduce poverty
through sustainable, simple and accessible small financial policy,” with stated objectives that
include making microfinance services more reliable, to prepare microfinance legislations and to
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develop appropriate institutional arrangements (Nepal Rastra Bank 2007a).26 As for the general
regulatory environment, one practitioner commented: “so far, it is friendly.” One practitioner
simply noted “The government is neutral as far as microfinance is concerned – neither are they
blocking our movement, neither are they supporting it.” In Nepal, the country’s central bank,
known as the Nepal Rastra Bank (NRB) addressed the expansion of microfinance outreach as
one of its goals in its strategic plan for 2006-2010, also indicating general support of the sector
(Nepal Rastra Bank).

Gender Equality
Gender inequality is decidedly more of a problem in Nepal. Freedom House reports that
“women rarely receive the same educational and employment opportunities as men” (Freedom
House 2009a). The higher percentage of female representation in Nepal’s parliament can in fact
be attributed to quotas (Quota Project 2009). An ADB report on poverty alleviation indicated
that “Gender-based exclusion in Nepal is pervasive and deep-rooted, with discrimination against
women reducing their physical survival, health and educational opportunities, ownership of
assets, mobility, and overall status” (ADB 2002). Another report found that women
entrepreneurs are at a significant disadvantage due to lack of access to land and property, lack of
personal security, risk of sexual harassment, and not least of all social and cultural barriers that
for example leave exclusive responsibility for household work and place restrictions on mobility.
The report concludes that “Lack of access to, and control over, productive resources is one of the
major factors that hamper women's equal participation in economic activities and the decisionmaking process” (ADB 1999, 25). In interviews, practitioners echoed these issues, indicating
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that “In remote areas, women don’t decide their business, their activities” and that “women are
always deprived even within the household.”
Once again, although it is difficult to draw a direct relationship between gender inequality
and the success of microfinance, it plays an important role in creating demand. In addition to
exclusion from commercial banking due to collateral requirements, illiteracy and lack of
education are a particular problem for women. Consequently, in Nepal almost all MFIs
exclusively target women and RMDC was working on an initiative to specifically target single
women, with a focus on education and creating opportunities for them to stay in the country
rather than leaving for work elsewhere. Though practitioners were rightfully proud of their
efforts to target female clients and confident in microfinance’s positive impact on empowerment,
the reverse relationship is harder to detect.

Representation of Interests
Nepal seems to have been even less influenced by international interests than Sri Lanka.
Certainly, MFIs there have received less in foreign capital (due to cost) and have not been
subject to the kind of post-disaster influx as Sri Lanka. Involvement from international aid
agencies and NGOs is focused on the establishment and promotion of best practices, and serve
an important role in terms of providing capital, training and capacity building. At the same time,
MFIs do not appear to feel pressured to conduct business according to specific internationally
sanctioned models. As one practitioner indicated, they would simply not go with a donor that
tried to influence their homegrown business model. Like Sri Lanka, Nepal has also benefited
from international efforts to create or facilitate microfinance networks or support organizations,
namely the Center for Microfinance (CMF). CMF was originally implemented by the Canadian
Centre for International Studies and Cooperation (CECI) and funded by a USAID grant, but is
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now an autonomous, sustainable and privately owned Nepali company that promotes training,
capacity building, and advocacy, research, and networking services (Center for Microfinance).
Locally, microfinance in Nepal is similarly influenced by political pressures and
conflicting opinions among politicians and regulators. Practitioners were concerned that
microfinance was deemed too small a part of financial concerns and one spoke of a lack of
commitment from the government. Even where the potential for microfinance is recognized,
another argued that the government still needed to “make a linkage,” indicating that this needed
to be “translated into action.” Not only indifference, but concerns about political influence were
also expressed. At the 2008 Microfinance Summit in Nepal, one major player indicated “It
would be very difficult to find an organization in Nepal, which is free from political influence”
and this has affected some MFIs’ managerial and financial performance (Shrestha 2008).27
Practitioners there spoke of politicians operating on vested interests and too much political
interference at the local level. Indeed, one practitioner suggested that this was the most
important issue, saying “it’s not just structure, it’s people – it doesn’t matter what the legal
framework is if the people aren’t good.” He referenced a corrupt political culture and need for
human resource development and changes in attitude.
Suspicions and conflicts of opinion also concern practitioners in Nepal. For example,
while the NRB recognizes that it should be playing a more supervisory role, it is subject to
pressure from the government to play a more involved role. One consultant pointed out that
while the government sees the promise of private sector development, it is also hesitant to let go
of its own operations. There is less certainty on the part of the government on how things should
be, so there tends to be variation among individuals who feel differently on the question of what
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It also makes the important point that the RMDC has been able to remain autonomous, in contrast to the NDTF, a
semi-government institution.
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should be public and what should be private. This again influences the debate over interest rates.
According to a CGAP report which noted how low interest rates were in Sri Lanka and Nepal,
independent observers have reported “palpable pressure from the political arena” to keep interest
rates low (Kneiding and Rosenberg 2008). For example, there is reportedly pressure from the
Maoists to keep interest rates low because of the nature of their work with the poor. These kind
of perceptions have been partially attributed to the interest rate limitations stemming from the
Deprived Sector Credit Program (Sinha 2000). Politically motivated limitations and
interventions can be problematic, with some practitioners referring to a recent loan waiver as a
“disaster” to the microfinance sector. Still, one interviewee did point out that while positions can
vary by the range of political parties, they at least agree on reform, increased efficiency and the
ability for the MFIs to stand on their own.
The organization of microfinance interests by practitioner associations is also taking
place in Nepal. There, the interests of microfinance organizations are represented by a range of
networks that align the different types of institutions, including the Microfinance Development
Bank Association, the Microfinance Association of Nepal (MIFAN, which represents the
FINGOs), the Nepalese Federation of Savings and Credit Unions (NEFSCUN), and even the
Grameen Network Nepal which sought to bring together all those MFIs which were based on the
Grameen model. According to practitioners and other stakeholders who were interviewed, like
the Lanka Microfinance Association, the intent of these networks and associations is advocate
and lobby on behalf of members, provide sector support and capacity building, and promote
networking. As one expert put it, “If I go alone, they will not listen to me – if we go as group
they will listen.”
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Practitioners generally saw practitioner associations as facilitating more effective policy
dialogue with the NRB. It provides a more central contact point for the Central Bank and makes
it easier to disseminate information to the industry as well. It has also, as one practitioner found
in the case of the Microfinance Development Banks, “created a forum for microfinance banks to
meet in one place and share problems and solutions.” Lobbying efforts have focused on the
issue of tax rates, incentives for expansion to rural, hilly areas, and clarifying public deposit
issues. In some cases, practitioners reported that the government had been conducive to
proposals, listening to demands and adjusting laws, but not in all. According to some, the
Central Bank was reportedly more responsive than the government and specifically the Ministry
of Finance. One complained that on the tax issue in particular,28 change was promised by
multiple administrations with no results. Another consultant held that the focus should be less on
lobbying the government and more on joint consultations on important issues, something he
suggested may have helped the Microfinance Policy.

Key Issues
The themes that emerged from conversations with Nepalese practitioners, stakeholders and
officials were remarkably in line with those in Sri Lanka. From the details of these themes,
though, can be drawn the explanations for the differences in the two countries’ respective ability
to meet demand.
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MFIs are often required to pay the same tax rates as larger companies and banks, despite in many cases their
status as non-profit organizations. Because of their small scale and social agenda, this is viewed by practitioners as
not only unfair but with consequences for sustainability as it adds to operational costs. It should be noted that
Nepal’s recently passed Microfinance Policy includes an intention to “adopt flexible policy in the income tax earned
by the microfinance agencies and the tax rates on the interests earned by the disadvantaged groups from their
deposits” (Nepal Rastra Bank 2007a).
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Stability & Conflict
Having also spent decades engaged in a civil war, the conflict and resulting instability of
the regime has been important factor for microfinance operations. A USAID report on Nepal
argued that “the success of MFIs in conflict-affected countries often hinges on their willingness
and ability to adapt management systems, operations and products to respond effectively to
changing client needs and political evolutions” (Hansen 2008). Among the lessons learned from
the case of the Nirdhan Uttan Bank was that “staying put” increases client loyalty. In Nepal
however there was considerably more emphasis on how the conflict directly affected operations.
Nearly every practitioner interviewed spoke of this, in contrast to conversations held in Sri
Lanka. One leading practitioner reported that because of the Maoists, 10 years had been lost.
Another, whose organization relies on community-based organizations for its microfinance
services, indicated that ten years of conflict had “really destroyed the cohesiveness of
community.”
MFIs continue to face heightened operational risks and regular disruption of services. In
addition to being detrimental to outreach (Ferrari et al. 2007; Shrestha 2008), MFIs have in many
cases been directly targeted by the Maoist insurgents. The head of RMDC has reported that the
field staffs of MFIs “live and work under constant fear and pressure” and are “scared and
demoralized” (Shrestha 2008, 11). Branches have been burned, looted and threatened. A
leading MFI reported an employee killed as recently as November 2008. One report found that
six out of 34 attacked Small Farmers Agriculture Cooperatives Ltds. were completely destroyed
by the Maoists (Wehnert and Shakya 2003). With an estimated 20 to 30 percent of their branch
networks looted and vandalized, the three largest banks have withdrawn services from rural areas
(Hansen 2008). The microfinance providers that remain have had to spend a considerable
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amount of time explaining to the Maoists how their services benefit the population (Ferrari et al.
2007). While in some cases, they have been tolerant of NGOs and community-based credit
programs (Wehnert and Shakya 2003), MFIs that are viewed as having links to foreign donors or
the government are especially targeted. In those cases, the insurgents have threatened MFIs to
discontinue operations or reduce interest rates, and even encouraged clients to stop paying back
loans (Hansen 2008; Shrestha 2008).

Government Ownership & Controls
An ADB report on the role of central banks in microfinance points out that like many
developing country central banks, the mandate of the Nepal Rastra Bank (NRB) includes
providing for rural credit provision (Sinha 2000). Thus government-run programs have been a
part of, and indeed instrumental to, the development of the microfinance industry there. A 2002
World Bank report highlighted “excessive” government ownership in the financial sector and
estimated that at that time the public sector controlled 59% of microfinance outreach (World
Bank 2002). The government remains active in microfinance primarily through several of the
regional Grameen Bikas Banks (GBBs). 29 Publicly owned and among the first MFIs in Nepal,
these institutions are generally regarded to be suffering from weak financial performance and
management capacity. One report noted “It would be a disaster if the GBBs are not rehabilitated
soon, as they have already reached a large number of poor families,” going on to suggest that
“the concerned parties have not shown adequate seriousness in bringing them to track” (Shrestha
2008, 11).

29

These banks are modeled on the Grameen Bank business model, but are not directly affiliated with the
Bangladeshi company.
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However, the Nepalese government has increasingly been moving toward a more
supportive, rather than direct, role in microfinance. Of the original five GBBs, several are
seeking the option of privatization. Additionally, the establishment of the Rural Microfinance
Development Centre (RMDC), an apex body that provides wholesale lending, has provided an
opportunity for the NRB to focus less on direct promotion and more on providing for the overall
functioning of the financial system (Sinha 2000). A newly refocused emphasis on creating an
enabling environment is evident in the recently implemented Microfinance Policy and the NRB’s
stated mission for microfinance: to “make micro-finance services more accessible to the poor
and weaker section of the society in a sustainable and competitive way” (Nepal Rastra Bank
2007b).
Policy interventions do remain that result in pulling down interest rates. While at least
one practitioner in Nepal suggested that paying market rates would make it difficult for the MFIs
to stay sustainable, limitations on interest rates have led to inefficiencies and “unnecessary
expectations among market participants,” hindering efforts to increase outreach and the growth
of the microfinance sector in general (Uprety 2008). Even RMDC’s efforts to become a viable
funding source for MFIs in Nepal were initially hampered by fixed interest rate requirements
(Shrestha 2008). In fact, a recent CGAP Brief found that both Sri Lanka and Nepal were in the
bottom five of average microfinance interest rates worldwide due to various controls (see graph
below).
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Figure 6.1 - Variations in Microcredit Interest Rates

Source: “Variations in Microcredit Interest Rates” (Kneiding and Rosenberg 2008, 1)

A Regulatory Framework
Despite the formal designations and regulations for MFIs in Nepal, institutional
provisions for supervision of MFIs are lacking. The NRB maintains both on-site and off-site
supervision units, but the policy which has been adopted is for on-site examination specifically
for commercial banks once a year (Nepal Rastra Bank 2008). A FINGO director there also felt
that greater attention is paid to the Microfinance Development Banks and that the NRB had more
motivation to protect those institutions. In both countries, cooperatives are registered and report
to a separate government office, which has led to additional regulatory complications and lack of
supervision for those institutions.
Also in spite of the regulatory framework, funding has also been a problem in Nepal.
The Financial Intermediary Societies Act of 1998 which governs FINGOs has been criticized
because it did not provide guidance on either public or member deposits (Sinha 2000). Though
some clarification has since been offered, several MFIs have sought to transition to or create
sister institutions that are registered as Microfinance Development Banks. Under the Bank and
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Financial Institutions Act (BAFIA), they are then permitted to access public deposit with NRB
approval (Uprety 2008). In the recent Microfinance Policy, it indicates an intention to adopt
flexible policy on deposit collection based on the MFIs quality and extent of services and their
share capital. Meeting these criteria has continued to lead to stumbling blocks for MFIs. The
desire among practitioners interviewed was that if they meet certain criteria, this provision
should be activated. Indeed, one practitioner pointed out that in some cases B Class Banks with
less capital were being permitted to collect deposits, while microfinance institutions continued to
have to seek approval.
Nepal’s MFIs do benefit from a government mandated directed lending program. Due to
initial (and continuing) concern that commercial banks would be unwilling to lend to MFIs, the
NRB directed that three percent of commercial bank portfolios should be lent to the poor under
what is known as the “Deprived Sector Credit Program.” Banks that fail to meet the target are
assessed heavy penalties (Pradhan 2005). This program thus assures microfinance institutions of
a source for wholesale lending, as few commercial banks lend directly to the poorest. However,
there have been unintentional consequences of this policy as well. One particular concern is that
the loans from the commercial banks tend to go primarily in bulk to the larger MFIs they trust
and that have performed well. Smaller MFIs tend not to benefit from the policy and find it more
difficult to obtain funding and expand operations. It also contributes to keeping interest rates
artificially low by limiting rates charged to the end borrower. Another problem which has been
noted is that often these funds are directed not to the loan portfolios but to other safe investment
options on the part of the recipient MFIs. In some cases, this has resulted in FINGOs and
MCDBs having investments that exceed their loan portfolios (Sinha and Sagar 2007). A further
concern has now arisen that adjustments to the policy are diverting these funds away from
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microcredit. What has been called a “populist” policy move on the part of the Maoist
government has directed that part of this three percent be redistributed to other social programs
like hospitals, youth employment and housing programs. There was some concern expressed
among those interviewed that this would result in a resource problem for MFIs, which has
hastened efforts to push for clarification on the collection of public deposits and the possibility of
foreign investment. Generally, feelings about this policy from practitioners seemed mixed.
Though notable for its attention to providing a policy framework for microfinance, Nepal
also faces calls for a clearer regulations. For example, the RMDC has cited the “lack of
conducive policy and legal environment” as one of the reasons that outreach has been low
(Shrestha 2008). Another stakeholder pointed out that it is “still a very weak sector because it
doesn’t have a clear policy on how best to deliver finance to the poor.”

Regulatory Capacity
These concerns are closely tied to the issue of capacity. As one practitioner put it, it is
not a regulatory problem but an implementation problem. Though widely praised, Nepal’s
unique regulatory framework for microfinance has actually led to some confusion in the industry.
Concern was expressed by independent observers that its piecemeal introduction created a
“situation that is confusing for regulators, microfinance practitioners, and the public alike”
(Sinha and Sagar 2007, 7). A speaker at Nepal’s 2008 Microfinance Summit indicated that
“Some regulatory provisions, changed frequently by various regulators, has caused panic to
various categories of MFIs” going on to blame the “absence of clear cut policy” and “non
compliant behavior of some of the market participants” (Uprety 2008). The Microfinance Policy
just implemented speaks of a “need for a microfinance policy that provides credit to rural areas
by reforming institutional arrangements” (Nepal Rastra Bank 2007a). The document lays out a
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series of policy goals for the microfinance industry, but how it will be implemented remains a
question. Said one stakeholder: “In principle, the policy sounds fine, but in practice it is not
doable.” For example, there is a proposal to create a special, “second-tier” institution to regulate
MFIs but it is unclear how feasible this is. Another concern is that there are different
interpretations and even “dual messages” in the policy. That is, while there is an emphasis on
microfinance as the realm of the private sector, it also speaks of a “National Micro Finance
Development Fund” which would in effect be an apex fund that would channel all external
funds. The drafting of a separate Act, currently underway, is hoped to provide the coordination
mechanism deemed necessary by those in the sector to ensure the policy’s implementation.
Concerns about the capacity of regulatory agencies exist in Nepal as well, though here
the criticism is perhaps even more severe and the qualifications and expertise of officials more
frequently called into question. In terms of the regulatory framework for the microfinance sector
and even for BAFIA more generally, the “problem is the institutional capacity of the central bank
to actually enforce that law.” In 2002, a World Bank report pointed to weaknesses of the central
bank, indicating that “it has failed to perform adequately as a supervisor and regulator of the
system” and that supervision is “random and perfunctory at best” and “At worst, it is so lax as to
be virtually nonexistent (World Bank 2002, 30). A more recent report found supervision of
microfinance institutions to be inconsistent and prudential requirements not even necessarily
binding, calling into question the stability of the sector (Ferrari et al. 2007). The Microfinance
Association of Nepal recently indicated increased supervision, minimization of overlap and
upgrades in capacity of the regulatory authority among major areas needing improvement
(Microfinance Association of Nepal 2009). Yet, like the CBSL, the NRB is noted by both
independent reports and practitioners in the country to be overstretched, with much of its existing
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resources directed toward the commercial sector. In fact, this is just one of the reasons why the
implementation of a second tier institution to monitor microfinance would be problematic.
Limited staff capacity, in both numbers and expertise makes it difficult to ensure sufficient
supervision (Sinha 2000; Sinha and Sagar 2007). On-site inspections have fallen behind, taking
place only every 2-3 years, with one development bank indicating that it was more like every 3-5
years.30 Particularly of concern was the lack of microfinance-specific training and expertise of
government staff. Though heads of the microfinance department at the NRB have received
training and have specialized knowledge, the same cannot be said for the staff. Indeed one report
pointed to the culture of transferring supervisors which, though intended to stem corruption, also
prevents specialization and development of expertise (Sinha and Sagar 2007). In a recent
Annual Report, the NRB did recognize that among its challenges was enhancing supervisory
capacity and indicated that efforts are being made to ensure trainings at both the national and
international level (Nepal Rastra Bank 2008). However, it does not appear that the same level of
infrastructure exists to provide this training as it does in Sri Lanka (with the Centre for Banking
Studies).
The question of cooperatives also seemed to be causing even more concern in Nepal than
in Sri Lanka. The savings and cooperative societies there play an important role in microfinance
and NEFSCUN, the national federation for these organizations has been actively promoting
microfinance specific programs to be incorporated into existing activities. Reportedly nearly one
hundred cooperatives have been involved in incidents where the institution was dissolved and
member savings lost (Uprety 2008). There is concern that these programs are not being
sufficiently monitored. As in Sri Lanka, cooperatives fall under the authority of a different
30

Several practitioners did point to the role being played by the RMDC as “mini-regulator.” The wholesale lender
carefully monitors partners to protect its own interests and as a result more closely follows the operations of MFIs
than do the regulatory authorities.
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regulatory body, currently the Department of Cooperatives in the Ministry of Agriculture and
Cooperatives. The NRB holds some responsibility, only when financial support is provided. In
some cases, though, the requirements of the Cooperative Department and NRB are contradictory
(Sinha and Sagar 2007). More problematically, the capacity of the Cooperative Department to
actually play a monitoring role was often called into question. Practitioners and stakeholders
suggested that massive restructuring and capacity building was necessary if it were to fulfill its
mandate. There is no staffing for actually regulating the institutions under its authority. As one
NRB official said in reference to the coops, “no one knows what they’re doing, no one is
supervising,” so as the cooperative sector mushrooms, people’s savings are increasingly at risk.
One microfinance organization, registered as a cooperative because of its use of the savings and
cooperative model has been making a serious effort to create a new designation to set itself apart.
To resolve these issues, more effort needs to be placed on aligning standards and practices
between agencies, as has been suggested in the case of Sri Lanka (Conroy 2000).

The National Association
While once again, the representation of microfinance interests by national practitioner
associations is an important development, there are issues that should be considered here as well.
On balance, microfinance interests in Nepal actually appear even less institutionalized than in Sri
Lanka, particularly in light of the variety of practitioners associations that exist. Moreover, at
different times, a number of these have been inactive. Criticism there stems from the range of
associations, each trying to promote themselves as an apex organization while failing to cover all
MFIs. Some are discouraged by member fees, particularly without sufficient perceived benefits.
Another major problem is capacity and resources. Practitioners reported lack of resources and
staff as a problem for the relevant associations. One development bank operating outside of the
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Kathmandu valley pointed out that it is often difficult for members too, particularly operating in
the far eastern and western areas to attend meetings and actively participate in practitioners
associations. In one interview, it was even suggested that the main goal of the associations is
simply “carteling,” seeking to control the market and interest rates rather than protecting clients
and developing businesses. “It’s not their fault” he explained, “This is the environment in Nepal,
how all professional associations work.” As in Sri Lanka, these associations are a relatively new
development, but the outlook in Nepal is somewhat less optimistic. In fact, one practitioner
predicted that MIFAN, the association for FINGOs “is likely to die,” though this may have more
to do with the changes in registration to Microfinance Development Banks. Still, another
pointed out that it is still young, and “there is hope that they will do something to benefit MFIs
and play some advocacy role.”

Conclusions: Sri Lanka & Nepal Compared

Alternative Explanations
In both cases, it is difficult to trace a direct connection between the state of gender
equality and the relative success of the two countries’ respective microfinance industries. When
asked what effects gender inequality might have on their operations, practitioners were generally
unable to identify anything, focusing more instead on how their services have been beneficial to
their female clients.31 Practitioners in both Sri Lanka and Nepal were quite proud of their efforts
to target female clients and efforts to promote both economic and social empowerment, reporting
increased opportunities, awareness, skills, leadership, decision-making, changes in attitude and
benefits filtering down to their children. They suggested that women can “secure their equality”
31

It should perhaps be pointed out here that nearly all of those heads of microfinance institutions interviewed were
themselves men.
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by seeking out these loans, that women are the “key to change at the local level” and that their
clients were “sensitized now, more active and empowered in local society.” However, one
observer in Sri Lanka agreed with a number of reports that while microfinance does empower
women, it does so in their traditional roles, and that this may actually minimize broader social
change (ADB 1999; Kottegoda 2003; Rankin 2002). Many also liked to point out that women
were simply better clients, the “responsible channel” – more reliable, honest, likely to repay on
time and use the money for their family. A few industry leaders in Sri Lanka even suggested that
this has in some cases become the main justification for focusing on women, that it is simply
good business practice.
While these are important observations on the impact these MFIs have on women,
assessing how the MFIs are affected by gender is much more difficult. One possibility is in
shaping the operations of the organization. Many practitioners in both countries pointed out that
their female clients worked particularly well in the group lending system. While these group
lending systems have frequently been shown to have a positive effect on performance, it does not
necessarily follow that overall gender equality contributes to microfinance success. What can be
said is that gender inequalities play an important role in creating demand for microfinance. In
both countries, access to institutional credit through commercial banks is limited by collateral
requirements. Awareness of inequalities has inspired increased outreach in both countries.
Practitioners in both countries suggested that more empowerment could bring more
microfinance. One suggested that the process does indeed work both ways: not only the female
clients, but the NGOs themselves have been strengthened due to the contribution of women in
their community groups. A more interesting suggestion was that substantial increases in gender
equality could mean that “microfinance might actually find an end” becoming simply formalized
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banking. Based on these observations, microfinance institutions are indeed affected by gender
inequalities. However, increased demand does not necessary lead to success if that demand
cannot be met. The connection between gender inequalities appears to be much more indirect.

In terms of interests, where there does appear to be a significant difference between Sri
Lanka and Nepal is in the formation and articulation of local interests. On balance, international
influences cannot sufficiently explain the differences in outreach and overall success of their
respective national microfinance industries. Both benefit from foreign capital, training and
technical support. More practitioners in Sri Lanka than Nepal did report utilizing foreign funds
from international donors, yet the influx of donor funds following the tsunami actually became a
problem. The question of international influence also simply drew far less response from those
interviewed as other issues.
At the local level, however, differences are apparent in the growing capacity of national
practitioner associations to play an important role in the success of microfinance. With other
local pressures that stem from political interests and differences of opinion among legislators,
there is not enough variation between the two cases to provide a reasonable explanation for the
relative success of their respective microfinance industries. The practitioner associations
highlighted in the previous discussions represent not only the financial interests of microfinance
institutions, but also their efforts to alleviate poverty and create opportunities for poor
entrepreneurs. They also offer the possibility for organized local interests to have a critical role
in microfinance success. In fact, at least one practitioner suggested that the organized promotion
of these interests was indeed more important than the political and legal situation. In Nepal, he
argued, they more or less had the enabling environment from the government, but the important
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next step was for the microfinance association(s) to organize. A more independent observer
noted while the overall regulatory framework needs to be there, MFIs must also be capable of
building capacity to operate in that framework, saying that they “both need to go hand in hand.”
How effective are these associations then? Have they made a difference for their
respective microfinance markets? Based on assessments by those interviewed, the results are
mixed. A central problem seems to be one of institutionalization. These national practitioner
associations are still very much in their nascent stages. Having moved beyond informal
networks, they are still seeking legitimacy among members. Yet, as one interviewee put it,
“something is better than nothing – at least their voice has been raised.” Certainly the prospect
of organized interests in the microfinance industry would do much in the way of both building
that capacity and promoting a more suitable policy framework. At this stage, however, these
organizations are still too new to be attributed as a significant factor to success. For now,
institutions remain the important explanation for differences across states.

Institutions Matter
The themes that came up again and again in interviews with practitioners and other
stakeholders were matters of the institutional environment and its effect on the microfinance
industry. While those interviewed were rightfully proud of microfinance’s success in
empowering women and in bringing together interests under national practitioner associations,
these were not among the most important concerns. While many of these concerns were
common to both countries – the consequences of war, government ownership and subsidies,
funding limitations, the need for a clear regulatory framework and the capacity to implement it –
in these also lays the clues for the differences observed in the relative successes of outreach,
sustainability and impact.
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First, we can observe that despite both experiencing prolonged and bloody civil wars, the
effects on the microfinance industries in each country were quite different. Despite microfinance
growth and successes throughout the conflicts, regime instability and conflict-related challenges
faced by MFIs in Nepal seem to decidedly outweigh those in Sri Lanka. There, the concerns for
day-to-day operations were ever present in the minds of microfinance practitioners. To make an
ever starker comparison, we can consider the impact of the conflicts on overall economic
development. A look at the major events of the wars superimposed on overall economic
performance in each country illustrates that Sri Lanka’s overall success has been quite good in
spite of the war (see graph below).
Figure 6.2 - Economic Growth and Conflict
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Important differences are also noted in the degree and nature of market interventions. In
both Sri Lanka and Nepal, financial services are provided by a range of both regulated and
unregulated institutions. However, it is Nepal that has a formal regulatory framework for the
microfinance sector. Indeed, having incorporated microfinance into a formal regulatory
framework and increasingly withdrawn from overt involvement and direct support of the
industry, Nepal seems to have the advantage in this particular area.
Practitioners in both countries were careful to point out however that while regulation is
needed, they would prefer less direct government involvement in the sector. Said one director in
Sri Lanka: “we don’t want government to do anything but create a friendly, enabling
environment.” One person interviewed in Nepal went so far as to say that “whenever
government is involved it leads to failure,” going on to suggest that “government should just be a
facilitator, not an actor.” Where MFIs would like to see assistance is with training and technical
assistance. This was indicated by practitioners in both Sri Lanka and Nepal. Many in Nepal also
expressed an interest in the government assisting with outreach to rural, hilly areas. While the
NRB maintains that MFDBs operating in rural areas receive top priority (Nepal Rastra Bank
2007b), practitioners still appeared to view expansion to these areas as too expensive and risky,
estimating that achieving viability could take up to five years (or may indeed never be possible).
Thus there were several calls for incentives, training and infrastructure development to
encourage the private sector to expand operations there, a suggestion which has also been made
by the World Bank (World Bank 2002).
This leads to the final piece of the puzzle, however: that of the capacity of government
institutions. Although both countries face concerns regarding staffing and expertise, this
appeared to be much more of a concern in Nepal. Thus calls for training and infrastructure
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development are limited by the ability of the Nepal Rastra Bank and other offices to meet those
demands. Certainly capacity is a pervasive problem throughout the developing world. In this
particular assessment, however, it is a critical factor in terms of relative success between two
comparable cases. So although Nepal has a more formal regulatory system, it appears that
simply having the policy is not in itself enough. After all, Sri Lanka’s microfinance sector has
achieved much without one. On the one hand, this seems to support the free market principles of
microfinance, that less intervention is beneficial. On the other hand, calls from practitioners for
a more clearly laid out framework in both countries should not go unheeded. Particularly when
it comes to diversifying sources of funds, it may be necessary for continued growth and success.
This is why capacity is necessary for the success of microfinance related policy. As one report
on Nepal pointed out, “regulation is appropriate only in situations where it will be effective”
(Sinha and Sagar 2007, 10). In this regard, while both countries face difficulties in terms of
resources and staffing, Sri Lanka again has the advantage.
Among the lessons learned here then are that among the institutional variables, regime
and capacity play more of a role than do market interventions. This serves to confirm and
strengthen the findings of the quantitative analysis. The table below provides a brief comparison
of the key explanatory factors as they were found in both the quantitative analysis in chapter
three and the case studies presented here in chapters five and six. Indeed, the qualitative
comparison of these two cases sheds additional light on the complexity of assessing the impact
of market interventions. It is certainly not simply a matter of regulation or freedom from
excessive market controls. Sri Lanka’s microfinance sector has done well in spite of
government-run programs and a lack of regulatory structure. Yet practitioners express a desire
for a more clear regulatory framework, particularly as it relates to ensuring funding sources for
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their operations. Nepal has such a regulatory framework, but this too has received criticism. It is
not enough then to have a policy if there is not the capacity to support it. Once again, it might be
speculated that microfinance institutions are particularly adept at operating in a range of adverse
political environments, but to succeed and grow in the long term, the institutional framework
cannot be ignored.
Table 6.1 - Quantitative & Qualitative Analysis Comparison
Variable
Political Freedom
Political Stability
Financial Freedom
Investment Freedom
Regulation
Government Capacity
Gender Equality
Microfinance Networks

Data Analysis
Strong, positive
Strong, positive
No significance
Negative effect on savings outreach
Weak, positive
Strong, negative
mixed
mixed
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Case Study
Comparison




VII. CONCLUSIONS: CONNECTING TOP-DOWN AND BOTTOM-UP DEVELOPMENT
“We have to build a network of social-consciousness-driven entrepreneurs
through building supportive institutional arrangements, state policies, education systems
and incentive structures and through creating international support systems” (Yunus 1997).

The Economist magazine recently called microfinance “an increasingly bright light in the
gloom of the financial world” (Abruzzese 2008). While by no means a magic bullet for
development, microfinance institutions have been demonstrated to have a positive affect on
clients and to be a sustainable, cost-effective means of promoting entrepreneurship and
livelihoods in general. They have also made great strides in outreach, providing financial
services to millions of impoverished people who otherwise might not have any at all. The
institutions provide an example of grassroots development projects that target assistance where it
is needed most and strive for a "trickle up" rather than "trickle down" approach. In
underdeveloped countries with limited infrastructure, microfinance loans have found their way to
the rural and urban poor to start or improve businesses, and sustain families. Where property
rights and contract enforcement are lacking, the methods employed by MFIs find ways around
this to provide quality financial services to those denied access to the formal financial system.
Indeed, the simple solutions offered by small microfinance organizations are now being adopted
and integrated into the formal financial institutions that were once unattainable for the poor. For
all these reasons, microfinance provides important lessons for international development in terms
of what works, best practices, and making small changes that make a big difference.
Despite progress, though, microfinance has not saturated all markets where there is
demand among the poor for financial services. Some areas have better met demand than others.
Why? When and under what conditions have microfinance institutions been most successful at
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bringing financial services to the poorest populations? To answer this question, we have looked
to the state. What microfinance can teach us about the role of the state has larger implications
for better understanding the relationship between grassroots development projects and policies
directed from the top down. Why should the two be separate considerations? This analysis
shows clearly that they are very much connected. Microfinance can only do so much to assist
the poor if the policy and regulatory framework is limiting operations. The institutional
framework matters here.

Insufficient Explanations
For a political economic theory of microfinance, institutions matter relative to other political
explanations. The preceding analysis took into consideration the possibility that broader trends
of gender equality and the influence of organized microfinance interests may have an important
role to play. Neither explanation should be discounted altogether, but neither are they sufficient
to explain differences across states.
Gender equality ultimately proved to have weak explanatory value. However, it remains
an important outcome of microfinance practices. From conversations with practitioners, I found
that while gender inequality certainly creates demand for microfinance services and inspires their
work, it does not sufficiently explain differences in countries’ ability to meet that demand. That
is, gender empowerment still appears to be more a consequence than a cause of microfinance
success.
Organized microfinance interests in the form of networks and practitioner associations
had more apparent, but still not sufficient explanatory value. From the quantitative analysis, we
see a positive association between international networks and female outreach and a tendency for
the larger MFIs in both scale and outreach to be members. In addition, practitioners interviewed
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in Sri Lanka and Nepal generally felt their influence was fairly benign. They were regarded as
helpful in terms of sources of capital and best practices.
At the local level, we see a majority of MFIs of all sizes joining networks, particularly the
smallest institutions. Though the presence of a local network had a negative effect in the
regression models, conversations with practitioners in the field revealed the developing
importance of organized interests. These associations are relatively new and still building
influence, but playing an increasingly important role in seeking to influence policy and
regulatory practices. However, because they are such new developments, they are also lacking
organization and still working toward formalizing their operations. As a result, little can be
concluded about their influence at this point, though it will be interesting to see how their
development influences microfinance industries going forward.

Why Institutions Matter
While gender equality and organized interests are important considerations and cannot be
ignored, they do not provide enough of an explanation for differences observed across states.
Rather, it is institutions that matter here. As Snow and Buss write,
Sound bottom-up development policy requires a long-term increase in human
capabilities. People need education. Businesses need infrastructure, a regulatory
environment that will not stifle risk taking, and a financial sector that can meet the
needs of the smallest and the largest players in the market. Ultimately,
development must be sustainable on a national scale. Programs undertaken at the
village level are important, especially in a bottom-up development model. But
national policies determine the environment for local development.
(Snow and Buss 2001)
What this means is that we cannot neglect to consider the macro-level political institutions even
when considering very small scale grassroots development programs. The institutional context is
important for understanding the barriers that face the day-to-day operations of not only the
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microfinance institutions under study here, but also the small businesses they serve. It is the
legal and regulatory framework that determines how a MFI is registered, whether it is supervised
and whether it can collect public deposits. Moreover, government institutions have to have the
capacity to implement those legal and regulatory frameworks.

Political Freedom & Stability
In contrast to what was suggested in the literature, the nature of the regime itself proved
particularly important to the success of microfinance across countries. In the quantitative
national level analysis of chapter three, these two variables were among the strongest and most
frequently significant variables across multiple indicators of microfinance success. The more
freedom and stability, the more microfinance outreach. From chapter four, we see a greater
percentage of large MFIs operating under politically free regimes, though institutions that
maintain small client bases were dominant under politically unstable regimes. In the comparison
of Sri Lanka and Nepal – both recently emerging from extended and bloody civil wars – relative
political stability was one of the most important distinctions. While certainly MFIs operating in
the Northern areas of Sri Lanka have been affected by the conflict, they have continued
operations and the central bank has ensured that financial services have been set up for the
internally displaced refugees from the war. In contrast, Nepal’s MFIs are still very much
affected by the conflict; day to day operations continue to be interrupted by continued violence
and bandas or strikes. In fact, far more of the practitioners interviewed there reported this.
The debate over the connections between democracy and economic development is an
old one. This study makes its own contribution by suggesting that political freedom and stability
really do matter – for both microfinance and development in general. Perhaps this is an obvious
point in the end, but it is worth reemphasizing in the development literature. There have been
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studies that explore the contributions of grassroots organizations to democracy, but as the
preceding analysis shows, those organizations are also affected. This should provide fresh
insight to studies of democratization and political development more broadly.

Market Interventions
In terms of market interventions, the relationship is more complex than originally
supposed and far less typical of the kind of laissez-faire economics which are often seen in
microfinance discussions. It is not simply a matter of market friendly policies. Indeed in the
regression analysis, financial freedom proved not to be significant at all. Thus the question of
government ownership and subsidies may continue to be debated. Many MFIs worldwide are
still very much dependent on government subsidies. Despite criticism of heavy involvement in
the sector by the Sri Lankan government, it has received impressive outreach. There is of
course, the multiple dimensions of microfinance success however. While government subsidies
and programs may help to expand outreach, there is the question of how sustainable those
institutions are. This was a central criticism of Nepal’s Grameen Bikas Banks for example.
Perhaps one of the most important findings however highlighted the connections between
regulation and funding sources. The ability to hold public deposits creates opportunities for
greater loan outreach. The figures in chapter four showed that utilizing savings for financial
intermediation had positive affects on the gross loan portfolio, reduced operating expenses and
even a lower percentage of the loan portfolio at risk. In other words, savings has positive
consequences for outreach, sustainability and impact on clients. Not least of all, providing
savings accounts is a needed service and would provide the poor population of previously
“unbanked” a safe place to keep their savings.
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More often than not, however, MFIs are not utilizing savings as a source of funds.
Instead, they are reliant on subsidies, grants and loans from other financial institutions. In fact,
the negative effect from investment freedom on savings outreach in the regression analysis
speaks to the idea that where foreign capital is readily available, there are less microfinance
savers. Where this becomes a problem is when the microfinance institution is barred from
collecting savings by virtue of its ambiguous legal status. Only about half of all MFIs are
regulated, leaving the rest often operating in an ambiguous legal grey area. This is particularly a
problem for NBFIs and NGOs, the vast majority of microfinance institutions. Moreover, there is
a significant relationship between whether or not the institution is regulated and whether it is
utilizing savings for financial intermediation. This problem was made particularly clear by
practitioners in Sri Lanka, where microfinance is “no one’s baby” and lacks a clear regulatory
framework. As a result, it has not been clear whether MFIs should be collecting public deposits.
Without supervision, too, there is fear that those deposits would be at risk.
Proper regulation thus becomes central to microfinance achieving more. The trick of
course is to achieve proper balance while still allowing for that expansion. After all, although
weak, there was a positive relationship between regulatory quality and microfinance outreach.
To the extent that regulation would allow for some prudential supervision and allow the
collection of savings, it appears to be welcome. Certainly the biggest concern brought up with
practitioners in both Sri Lanka and Nepal was the need to have a consistent and clear regulatory
framework for microfinance. It should also be made clear, however, that while there is a need
for some degree of regulation, practitioners would still prefer less direct government
involvement in the sector. This relates back to the theoretical framework that while market
freedoms are helpful to an extent, an appropriate regulatory framework is indeed necessary here.
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Capacity
A lack of capacity on the part of government institutions is a major problem in the
developing world. We saw from the regression analysis in chapter three that there is a negative
relationship between government effectiveness and national levels of outreach. This indicates
that microfinance has indeed been able to reach large portions of the poor population in spite of
weaknesses in government capacity, perhaps the very places where it is needed most. Yet this is
not the whole story. A regulatory framework for example is meaningless if the government in
question does not have the capacity to properly implement it. From the case studies, we see that
increased capacity is a focus of proposed improvements. So while Nepal has a regulatory
framework in place, it is Sri Lanka that has achieved more microfinance outreach and overall
success. Much of this comes down to the capacity of the political bodies to actually implement
those policies. This confirms then the importance of capacity to the political economic theory of
microfinance.

Making Connections
A central theme throughout this study has been that there is a disconnect between what
microfinance has been able to achieve in spite of a difficult political economic environment and
what can be achieved with the application of good policies. On the one hand, negative
relationships with things like the overall development of the country and government capacity
indicate that microfinance has indeed lived up to its promise of bringing financial services to
those that need it most. Of course we see more microfinance in lesser developed countries, as
well as places where there is limited financial and investment freedom and ineffective
governments. Additionally, correlations with other business practice indicators shows that it
does well where contract enforcement is lacking and it is difficult to start a business. Thus in
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these situations, people can turn to microfinance institutions, where funds are available to start
small businesses without requiring collateral and the dynamics of the group lending systems
eliminate the need for contracts. From this we might even conclude that microfinance simply
serves a very specific purpose in creating access in adverse conditions. However, this is not the
whole story.
Although microfinance has done well in adverse conditions, it can be positively
influenced by political freedoms, greater stability and regulation. Other policies that had a
positive influence were things like stronger protection of borrower and lender rights, simpler
procedures and lower minimum capital requirements for starting businesses, even simpler tax
preparation. Although we see successful microfinance outreach in underdeveloped countries
with governments lacking capacity, increased capacity is certainly not going to hurt. We can
return here to the example of Nepal, which has the regulatory framework but not the capacity to
see it through to the satisfaction of practitioners there.
Microfinance has been shown to be what it purports to be, but it can do better with a
better policy framework. Thus a consideration of the institutional framework remains important
for understanding how to achieve long term growth and success for microfinance.

Implications
The results of this study find important lessons for both theory and practice. By connecting
grassroots level development to the macro-political context of the state, it not only provides
support for institutionalist approaches to political economy, but also take-away lessons for
policymakers in regards to not only microfinance in particular, but also business and economic
development generally.
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For Theory
The theme that has come up again and again throughout this study is that institutions do
indeed matter. While gender equality and the organized interests of microfinance institutions
provided interesting contexts and important considerations, they do not sufficiently explain
differences across states. Thus the institutional framework is critical to our understanding of
development. However, it is not just a matter of how economic actors respond to those
institutions, as the rational-choice approaches to institutionalism would argue, it is also the
context, in this case the relationship between underdevelopment and the capacity of those
governing institutions. We must continue to explore then, the connections between rationalchoice and historical institutionalism if we are to have a better understanding of how the state
influences economic actors.
Another important implication for theory is in drawing those connections between the
“trickle-down” theories of development and apparently discrete ideas of grassroots development.
They are not so separate after all. Theoretical approaches to development need to begin to repair
this schism. Local efforts to spur economic development from the base are just as important as
the macro-level actions taken at the state level. Development requires the interaction of both.
This study has brought together two seemingly disparate theoretical approaches to development
and has attempted to show that the two are very much connected. The state cannot address all of
the immediate needs of the poor without deferring to markets and local level initiatives. At the
same time, it is clear that grassroots development projects can do more in light of improvements
to the political environment in which they operate. While microfinance may serve as an
important role as a counter development strategy at the grassroots level, macro-level policies
remain necessary for development, not least of all because of the dynamic that exists between the

169

two. Exploring the linkages to political rights and stability, to government capacity and to the
balance of regulation and economic freedom is critical then to development which is spurred
from both the top-down and the bottom-up.

For Policy
The preceding analysis lends credence to many of the normative policy prescriptions that
have been advocated in the microfinance literature. For example, government run programs and
subsidies need not necessarily be bad; they can be done right. Policymakers should therefore
look to successful models for best practices. Where the attention should be is on creating a legal
framework for microfinance institutions without necessarily limiting their ability to grow and
innovate. By removing interest rate controls and any kind of limitation on access to funds, states
can make it easier to run the business and lend to more clients. Providing a regulatory
framework and prudential supervision is critical to addressing a major part of the funding
problem, that of savings. However, the importance of providing legitimacy and oversight to
MFIs should not be overlooked either. Particularly in light of the global financial crisis, if
nothing else, too little regulation can have serious consequences for financial markets.
What does all this mean for international development policy? Certainly foreign capital
and international networks are beneficial, but they are not the whole story. Microfinance and
development more broadly could benefit from support for government capacity in the form of
training and other assistance. There is thus an important role here for the international
community in terms of sharing best practices and encouraging capacity improvements.
Moreover, the importance of promoting democracy and stability should not be neglected.
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Further Considerations
This project represents an important starting point for multiple avenues of research. The
rich sources of data becoming available represent opportunities to further delve into the nuances
of the relationships observed here. For example, future quantitative analysis will seek to control
for operational factors at the institution level and utilize more advanced statistical techniques to
consider the disparate levels of analysis and draw better conclusions about the relationship
between national-level political factors and institution-level measures of success. In addition,
future research will also look into the evolving role of microfinance practitioner networks as a
unique example of collective action for poverty-alleviation and development.

Muhammad Yunus (1997) wrote: “I have seen bowed and subdued people transformed
into proud and creative entrepreneurs when credit has come in to change their lives” (12).
Microfinance may not solve all the problems of the poor, but it can be a useful tool for grassroots
level development. This study has tested a theory of microfinance that places these efforts in a
broader political economic context. The resulting connections between grassroots level
development and macro-level political action can be generalized not only across the developing
world, but also hold lessons for the developed world as well. This research speaks to the need
for appropriate regulation in financial markets, and in particular to how that regulatory
framework can help to improve access to financial services. By paying attention to the policy
framework and overall institutional context, this can help to ensure financial access for all and
spur entrepreneurship to stimulate the economy from the grassroots level.
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APPENDIX 1: COUNTRIES INCLUDED IN COUNTRY-LEVEL DATASET

Afghanistan
Albania
Argentina
Armenia
Azerbaijan
Bangladesh
Benin
Bolivia
Bosnia and Herzegovina
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Chile
China
Colombia
Congo, Dem. Republic
Costa Rica
Cote d'Ivoire
Croatia
Dominican Republic
Ecuador
Egypt
El Salvador
Ethiopia
Gambia
Georgia
Ghana
Guatemala
Guinea-Bissau
Guinea
Haiti
Honduras

Hungary
India
Indonesia
Iraq
Jordan
Kazakhstan
Kenya
Kosovo
Kyrgyzstan
Laos
Lebanon
Macedonia
Madagascar
Malawi
Malaysia
Mali
Mexico
Moldova
Mongolia
Morocco
Mozambique
Myanmar
Namibia
Nepal
Nicaragua
Niger
Nigeria
Pakistan
Panama
Paraguay
Peru
Philippines
Poland
Romania
Russia
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Rwanda
Samoa
Senegal
Sierra Leone
South Africa
Sri Lanka
Sudan
Swaziland
Syria
Tajikistan
Tanzania
Thailand
Togo
Tunisia
Turkey
Uganda
Ukraine
Uzbekistan
Venezuela
Vietnam
Yemen
Zambia
Zimbabwe

APPENDIX 2: DESCRIPTION OF VARIABLES (COUNTRY-LEVEL)
Dependent Variable: Microfinance Outreach
Calculated as the ratio of total borrowers reported to the MIX Market online
Borrowers /
database for years 2005-2006, aggregated to the national level, to the total
Population Below
population living below the poverty line. MIX promotes transparent
Poverty Line
reporting and currently provides data on over 1,400 microfinance institutions.
Financial, operational and social performance data reported to MIX is selfreported, but reviewed by regional experts. Source: MIX Market.
Microfinance Institutions: Indicators 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/; UNDP. 2009. Statistics of the
Human Development Report. UNDP 2009 [cited 16 November 2009].
Available from http://hdr.undp.org/en/statistics/.
Calculated as the ratio of total borrowers reported to the MIX Market online
Borrowers /
database for years 2005-2006, aggregated to the national level, to the total
Population Below
population living below $1.25/day. Source: MIX Market. Microfinance
1.25/day
Institutions: Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/; UNDP. 2009. Statistics of the Human
Development Report. UNDP 2009 [cited 16 November 2009]. Available from
http://hdr.undp.org/en/statistics/.
Calculated as the ratio of total depositors reported to the MIX Market online
Depositors /
database for years 2005-2006, aggregated to the national level, to the total
Population Below
population living below the poverty line. Source: MIX Market. Microfinance
Poverty Line
Institutions: Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/; UNDP. 2009. Statistics of the Human
Development Report. UNDP 2009 [cited 16 November 2009]. Available from
http://hdr.undp.org/en/statistics/.
Calculated as the ratio of total depositors reported to the MIX Market online
Depositors /
database for years 2005-2006, aggregated to the national level, to the total
Population Below
population living below $1.25/day. Source: MIX Market. Microfinance
1.25/day
Institutions: Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/; UNDP. 2009. Statistics of the Human
Development Report. UNDP 2009 [cited 16 November 2009]. Available from
http://hdr.undp.org/en/statistics/.
Female Borrowers / Total female clients as a ratio of the total number of clients reported per country.
Total Borrowers
Source: MIX Market. Microfinance Institutions: Indicators 2009 [cited 15
September 2009]. Available from http://www.mixmarket.org/.
Institutional Variables:
Regime
Political Freedom
Score

Political Stability
& Absence of
Violence/Terrorism

Dataset includes scores for 2005-2006 for each country. Original scale of 1-7 was
inverted so that 1 represents the lowest level of freedom, 7 the highest.
Scores are based on an average of expert ratings by for electoral process, civil
society, independent media, national democratic governance, local
democratic governance, judicial framework and independent, and corruption.
Source: Freedom House. 2007. "Freedom in the World: Comparative scores
for all countries from 1973 to 2006." Freedom House.
Dataset includes scores for 2005-2006 for each country. Original scale of -2.5-2.5
was adjusted to 0-5 to eliminate negative scores, with higher scores
representing more stability. This index measures perceptions of the
“likelihood that the government will be destabilized or overthrown by
unconstitutional or violent means, including politically-motivated violence
and terrorism.” Scores are based on compiled survey data from enterprise,
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citizen and expert respondents, as reported by a series of survey institutes,
think tanks, non-governmental organizations, and international organizations.
Source: Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. 2008.
"Governance Matters VII: Governance Indicators for 1996-2007."
Washington, DC: World Bank Policy Research.
Market Controls
Financial Freedom
Index

Investment
Freedom Index

Regulatory Quality

Capacity
Government
Effectiveness

Dataset includes scores for 2005-2006 for each country. Scores are from 0-100,
with higher scores indicating higher levels of freedom (less government
interference). This index is a component of the broader economic freedom
index and distinguishes from prudential supervision and is based on the
extent of government ownership and intervention in banks and other financial
institutions. Source: Heritage Foundation. 2009. "Index of Economic
Freedom." Heritage Foundation & Wall Street Journal.
Dataset includes scores for 2005-2006 for each country. Scores are from 0-100,
with higher scores indicating higher levels of freedom (less government
interference). This index is a component of the broader economic freedom
index and rates countries according to limitations placed on capital flows, and
particularly international investments. Source: Heritage Foundation. 2009.
"Index of Economic Freedom." Heritage Foundation & Wall Street Journal.
Dataset includes scores for 2005-2006 for each country. Original scale of -2.5-2.5
was adjusted to 0-5 to eliminate negative scores, with higher scores
representing greater quality. This index measures perceptions of “the ability
of the government to formulate and implement sound policies and regulations
that permit and promote private sector development.” Scores are based on
compiled survey data from enterprise, citizen and expert respondents, as
reported by a series of survey institutes, think tanks, non-governmental
organizations, and international organizations. Source: Kaufmann, Daniel,
Aart Kraay, and Massimo Mastruzzi. 2008. "Governance Matters VII:
Governance Indicators for 1996-2007." Washington, DC: World Bank Policy
Research.

Dataset includes scores for 2005-2006 for each country. Original scale of -2.5-2.5
was adjusted to 0-5 to eliminate negative scores, with higher scores indicating
greater effectiveness. This index measures perceptions about “quality of
public services, the quality of the civil service and the degree of its
independence from political pressures, the quality of policy formulation and
implementation, and the credibility of the government's commitment to such
policies.” Scores are based on compiled survey data from enterprise, citizen
and expert respondents, as reported by a series of survey institutes, think
tanks, non-governmental organizations, and international organizations.
Source: Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. 2008.
"Governance Matters VII: Governance Indicators for 1996-2007."
Washington, DC: World Bank Policy Research.

Alternative Explanations
The total number of international microfinance networks reported to be operating
Number of
in each country. Networks represent organizations of individual
International
microfinance institutions. Activities can include financial and technical
Networks Present
services, research and development and policy advocacy. Source: MIX
Market. Networks. 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/.
Local Network
Dummy equals 1 if there is a locally operated microfinance network operating
Present
within the country. Source: MIX Market. Networks. 2009 [cited 15
September 2009]. Available from http://www.mixmarket.org/.
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Gender Equality
Measure (GEM)

Dataset includes scores for 2005-2006 for each country. Scores are on a
continuous scale of 0-1, with higher scores representing greater equality.
This index is based on a series of indicators measuring women’s relative
economic and political participation, including share of parliamentary seats,
hares of positions as legislators, senior officials and managers, share of
professional and technical positions, and estimated earned income. Source:
UNDP. 2009. Statistics of the Human Development Report. UNDP 2009
[cited 16 November 2009]. Available from http://hdr.undp.org/en/statistics/.
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APPENDIX 3: SUMMARY STATISTICS (COUNTRY-LEVEL)
Variable

N

Min.

Max.

Mean

SD

149
152
135
141
156

0.00
0.00
0.01
0.00
0.00

32.44
0.88
129.97
1.39
100.00

3.24
0.06
5.03
0.06
61.58

5.90
0.19
13.00
0.16
24.53

Regime
Political Freedom Score
Political Stability & Absence of Violence/Terrorism

157
157

1.00
-0.39

7.00
3.65

3.69
1.77

2.20
0.62

Market Controls
Financial Freedom Index
Investment Freedom Index
Regulatory Quality

154
154
157

10.00
10.00
0.17

70.00
70.00
3.93

36.79
39.04
2.19

11.82
10.41
0.38

Capacity
Government Effectiveness

157

0.65

3.77

2.27

0.40

134
157
99

1.00
0.00
0.13

21.00
1.00
0.73

13.53
0.83
0.50

5.57
0.38
0.08

Dependent

Outreach
Borrowers / Population Below Poverty Line
Depositors / Population Below Poverty Line
Borrowers / Population Below 1.25/day
Depositors / Population Below 1.25/day
Female Borrowers / Total Borrowers

Independent

Institutions

Alternative Explanations
Number of International Networks Present
Local Network Present
Gender Equality Measure (GEM)
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APPENDIX 4: CORRELATIONS (COUNTRY-LEVEL)

Total MFIs reporting to MIX Pearson Correlation
Sig. (2-tailed)
N
Number of Active Borrowers / Pearson Correlation
Sig. (2-tailed)
Population Below Poverty
N
Line (square root)
Total Depositors / Population Pearson Correlation
Below Poverty Line (square Sig. (2-tailed)
N
root)
Poor Clients / Total Clients
Pearson Correlation
Sig. (2-tailed)
(square root)
N
Number of Active Borrowers / Pearson Correlation
Sig. (2-tailed)
Population Living Below
N
$1.25/day (square root)
Total Depositors / Population Pearson Correlation
Sig. (2-tailed)
Living Below $1.25/day
N
(square root)
Pearson Correlation
Female Borrowers / Total
Sig. (2-tailed)
Borrowers (square root)
N
Pearson Correlation
Political Rights
Sig. (2-tailed)
N
Pearson Correlation
Political Stability No
Sig. (2-tailed)
Violence
N
Pearson Correlation
Financial Freedom Index
Sig. (2-tailed)
N
Pearson Correlation
Investment Freedom Index
Sig. (2-tailed)
N
Regulatory Quality
Pearson Correlation
Sig. (2-tailed)
N
Pearson Correlation
Government Effectiveness
Sig. (2-tailed)
N
Number of international
Pearson Correlation
Sig. (2-tailed)
networks
N
Local Network(s) Present
Pearson Correlation
Sig. (2-tailed)
N
Gender Empowerment
Pearson Correlation
Sig. (2-tailed)
Measure
N
**. Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).

Number of
Number of
Active
Total
Active
Total
Female
Borrowers /
Depositors /
Borrowers /
Depositors /
Borrowers /
Population
Population
Population
Population
Total
Total MFIs Below Poverty Below Poverty Poor Clients / Living Below Living Below
Borrowers
Line (square Line (square Total Clients
reporting to
$1.25/day
$1.25/day
MIX
root)
root)
(square root) (square root) (square root) (square root)
1
.245(**)
0.095
.335(**)
0.097
0.086
.569(**)
0.003
0.246
0.000
0.264
0.313
0.000
156
149
152
132
135
141
156
.245(**)
1
.727(**)
-.231(**)
.908(**)
.770(**)
-0.072
0.003
0.000
0.009
0.000
0.000
0.384
149
149
149
129
131
134
149
0.095
.727(**)
1
-.397(**)
.538(**)
.957(**)
-0.085
0.246
0.000
0.000
0.000
0.000
0.298
152
149
152
130
132
138
152
.335(**)
-.231(**)
-.397(**)
1
-.352(**)
-.437(**)
.439(**)
0.000
0.009
0.000
0.000
0.000
0.000
132
129
130
134
124
127
132
0.097
.908(**)
.538(**)
-.352(**)
1
.636(**)
-0.132
0.264
0.000
0.000
0.000
0.000
0.127
135
131
132
124
135
135
135
0.086
.770(**)
.957(**)
-.437(**)
.636(**)
1
-0.111
0.313
0.000
0.000
0.000
0.000
0.189
141
134
138
127
135
141
141
.569(**)
-0.072
-0.085
.439(**)
-0.132
-0.111
1
0.000
0.384
0.298
0.000
0.127
0.189
156
149
152
132
135
141
156
.647(**)
.382(**)
.332(**)
0.044
.295(**)
.310(**)
.384(**)
0.000
0.000
0.000
0.617
0.001
0.000
0.000
156
149
152
134
135
141
156
-.273(**)
-.278(**)
-.280(**)
-.323(**)
-.188(*)
-.329(**)
-.290(**)
0.001
0.001
0.000
0.000
0.029
0.000
0.000
156
149
152
134
135
141
156
-.241(**)
.174(*)
0.118
-0.108
.295(**)
.177(*)
-.237(**)
0.003
0.034
0.149
0.216
0.001
0.036
0.003
153
148
150
132
135
140
153
.281(**)
.174(*)
-0.079
0.157
.271(**)
-0.081
0.139
0.000
0.034
0.335
0.073
0.001
0.343
0.086
153
148
150
132
135
140
153
0.100
-0.147
-0.099
-0.106
-0.119
-0.156
0.082
0.214
0.075
0.224
0.223
0.168
0.065
0.312
156
149
152
134
135
141
156
0.064
-.397(**)
-.281(**)
-0.122
-.375(**)
-.366(**)
0.108
0.427
0.000
0.000
0.159
0.000
0.000
0.179
156
149
152
134
135
141
156
.883(**)
.173(*)
0.138
.233(**)
0.029
0.106
.472(**)
0.000
0.050
0.115
0.007
0.752
0.235
0.000
132
129
131
134
124
127
132
.237(**)
-.177(*)
-0.065
-0.152
-.216(*)
-0.121
-0.084
0.003
0.031
0.423
0.080
0.012
0.154
0.296
156
149
152
134
135
141
156
-0.012
-0.134
-0.107
-0.115
-0.210
-0.144
-.263(**)
0.904
0.193
0.299
0.312
0.060
0.188
0.009
98
96
97
79
81
85
98
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Political
Political
Financial
Investment
Stability No
Rights
Violence
Freedom Index Freedom Index
.647(**)
-.273(**)
-.241(**)
.281(**)
0.000
0.001
0.003
0.000
156
156
153
153
.382(**)
-.278(**)
.174(*)
.174(*)
0.000
0.001
0.034
0.034
149
149
148
148
.332(**)
-.280(**)
0.118
-0.079
0.000
0.000
0.149
0.335
152
152
150
150
0.044
-.323(**)
-0.108
0.157
0.617
0.000
0.216
0.073
134
134
132
132
.295(**)
-.188(*)
.295(**)
.271(**)
0.001
0.029
0.001
0.001
135
135
135
135
.310(**)
-.329(**)
.177(*)
-0.081
0.000
0.000
0.036
0.343
141
141
140
140
.384(**)
-.290(**)
-.237(**)
0.139
0.000
0.000
0.003
0.086
156
156
153
153
1
-0.130
.269(**)
.559(**)
0.104
0.001
0.000
157
157
154
154
-0.130
1
0.068
0.042
0.104
0.405
0.604
157
157
154
154
.269(**)
0.068
1
.415(**)
0.001
0.405
0.000
154
154
154
154
.559(**)
0.042
.415(**)
1
0.000
0.604
0.000
154
154
154
154
.323(**)
.553(**)
.394(**)
.374(**)
0.000
0.000
0.000
0.000
157
157
154
154
0.088
.664(**)
0.021
0.105
0.276
0.000
0.793
0.195
157
157
154
154
.761(**)
-0.078
-0.055
.404(**)
0.000
0.370
0.534
0.000
134
134
132
132
-0.032
.294(**)
-.260(**)
0.045
0.691
0.000
0.001
0.579
157
157
154
154
0.008
.505(**)
0.098
-.265(**)
0.934
0.000
0.336
0.008
99
99
99
99

Number of
Regulatory
Government international
Quality
Effectiveness
networks
0.100
0.064
.883(**)
0.214
0.427
0.000
156
156
132
-0.147
-.397(**)
.173(*)
0.075
0.000
0.050
149
149
129
-0.099
-.281(**)
0.138
0.224
0.000
0.115
152
152
131
-0.106
-0.122
.233(**)
0.223
0.159
0.007
134
134
134
-0.119
-.375(**)
0.029
0.168
0.000
0.752
135
135
124
-0.156
-.366(**)
0.106
0.065
0.000
0.235
141
141
127
0.082
0.108
.472(**)
0.312
0.179
0.000
156
156
132
.323(**)
0.088
.761(**)
0.000
0.276
0.000
157
157
134
.553(**)
.664(**)
-0.078
0.000
0.000
0.370
157
157
134
.394(**)
0.021
-0.055
0.000
0.793
0.534
154
154
132
.374(**)
0.105
.404(**)
0.000
0.195
0.000
154
154
132
1
.859(**)
.363(**)
0.000
0.000
157
157
134
.859(**)
1
.211(*)
0.000
0.014
157
157
134
.363(**)
.211(*)
1
0.000
0.014
134
134
134
.252(**)
.340(**)
.383(**)
0.001
0.000
0.000
157
157
134
.232(*)
.387(**)
.273(*)
0.021
0.000
0.015
99
99
79

Local
Gender
Network(s) Empowerment
Present
Measure
.237(**)
-0.012
0.003
0.904
156
98
-.177(*)
-0.134
0.031
0.193
149
96
-0.065
-0.107
0.423
0.299
152
97
-0.152
-0.115
0.080
0.312
134
79
-.216(*)
-0.210
0.012
0.060
135
81
-0.121
-0.144
0.154
0.188
141
85
-0.084
-.263(**)
0.296
0.009
156
98
-0.032
0.008
0.691
0.934
157
99
.294(**)
.505(**)
0.000
0.000
157
99
-.260(**)
0.098
0.001
0.336
154
99
0.045
-.265(**)
0.579
0.008
154
99
.252(**)
.232(*)
0.001
0.021
157
99
.340(**)
.387(**)
0.000
0.000
157
99
.383(**)
.273(*)
0.000
0.015
134
79
1
.290(**)
0.004
157
99
.290(**)
1
0.004
99
99

APPENDIX 5: COUNTRIES INCLUDED IN MFI DATASET
Afghanistan
Albania
Angola
Argentina
Armenia
Azerbaijan
Bangladesh
Benin
Bolivia
Bosnia and Herzegovina
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Central African Republic
Chad
Chile
China
Colombia
Congo
Congo, Democratic Rep.
Costa Rica
Cote D'Ivoire
Croatia
Dominican Republic
East Timor
Ecuador
Egypt
El Salvador
Ethiopia
Gambia, The
Georgia
Ghana
Guatemala
Guinea-Bissau
Guinea
Haiti
Honduras
Hungary
India

Indonesia
Iraq
Jamaica
Jordan
Kazakhstan
Kenya
Kosovo
Kyrgyzstan
Laos
Lebanon
Liberia
Macedonia
Madagascar
Malawi
Mali
Mexico
Moldova
Mongolia
Montenegro
Morocco
Mozambique
Nepal
Nicaragua
Niger
Nigeria
Pakistan
Palestine
Panama
Papua New Guinea
Paraguay
Peru
Philippines
Poland
Romania
Russia
Rwanda
Samoa
Senegal
Serbia and Montenegro
Sierra Leone
South Africa
Sri Lanka
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Swaziland
Syria
Tajikistan
Tanzania
Thailand
Togo
Tunisia
Turkey
Uganda
Ukraine
Uzbekistan
Venezuela
Vietnam
Yemen
Zambia

APPENDIX 6: DESCRIPTION OF VARIABLES (MFI-LEVEL)
Dependent Variable
Type

Outreach
Total Active
Borrowers

Total Depositors

Outreach (peer
groups)

Sustainability
Financial SelfSufficiency

Scale (peer groups)

Operating Expense
/ Loan Portfolio

Indicates the legal status of the MFI, as reported to the MIX Market online
database. Categories include Non-bank Financial Institutions (NBFIs), Rural
Banks, Non-Profits (NGOs), Credit Unions / Cooperatives and Banks. MIX
promotes transparent reporting and currently provides data on over 1,400
microfinance institutions. Financial, operational and social performance data
reported to MIX is self-reported, but reviewed by regional experts. Source:
MIX Market. Microfinance Institutions: Indicators 2009 [cited 15 September
2009]. Available from http://www.mixmarket.org/.

Total number of clients who currently have an outstanding loan balance reported
by the MFI to the MIX Market online database. Source: MIX Market.
Microfinance Institutions: Indicators 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/.
Total number of clients with any type of savings account, reported by the MFI to
the MIX Market online database. Source: MIX Market. Microfinance
Institutions: Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/.
Groups microfinance institutions according to the MicroBanking Bulletin’s peer
group classifications. Large MFIs serve > 30,000 borrowers; Medium >
10,000 and < 30,000; Small <10,000. Source: MIX Market.
Microfinance Institutions: Indicators 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/; MIX Market. 2010. The
Microbanking Bulletin: Methodology 2010 [cited 16 February 2010].
Available from http://www.themix.org/microbankingbulletin/methodology.

Adjusted financial revenue as a percent of the adjusted sum of financial expenses,
impairment losses on loans and operating expenses. For details on the
components of this indicator, see above. Source: MIX Market. 2010. The
Microbanking Bulletin: Methodology 2010 [cited 16 February 2010].
Available from http://www.themix.org/microbanking-bulletin/methodology.
Groups microfinance institutions according to the MicroBanking Bulletin’s peer
group classifications for scale of operations. For Latin America, large MFIS
have a gross loan portfolio > US$15 million; medium 4-15 million; small < 4
million. For all other regions, large > 8 million; medium 2-8 million; small <
2 million. The differences in breakdown are to reflect differences in income
levels across regions. Source: MIX Market. Microfinance Institutions:
Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/; MIX Market. 2010. The Microbanking Bulletin:
Methodology 2010 [cited 16 February 2010]. Available from
http://www.themix.org/microbanking-bulletin/methodology.
Total operating expenses as a percentage of the gross loan portfolio. Operating
expenses include all personnel expense, depreciation and amortization, and
administrative expense. Source: MIX Market. Microfinance Institutions:
Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/.
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Impact
Portfolio at risk >
30 days

% of clients who
are women
Women Only

>75% Female
Clients

The portfolio at risk as a percentage of the gross loan portfolio. The portfolio at
risk is the value of all loans outstanding that have one or more installments of
principal more than 30 days overdue, including loans that have been
restructured or rescheduled. Source: MIX Market. Microfinance Institutions:
Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/.
The number of active women borrowers as a percent of total borrowers. Source:
MIX Market. Microfinance Institutions: Indicators 2009 [cited 15 September
2009]. Available from http://www.mixmarket.org/.
Dummy equals 1 if the MFI serves 100% women borrowers. Source: MIX
Market. Microfinance Institutions: Indicators 2009 [cited 15 September
2009]. Available from http://www.mixmarket.org/.
Dummy equals 1 if the MFI serves > 75% women borrowers. Source: MIX
Market. Microfinance Institutions: Indicators 2009 [cited 15 September
2009]. Available from http://www.mixmarket.org/.

Institutional Variables:
Regime
Political Freedom
Score

Political Stability
& Absence of
Violence/Terrorism

Capacity
Government
Effectiveness

Dataset includes scores for 2005-2006 for each country. Original scale of 1-7 was
converted to an ordinal measure based on the Report’s methodology: Ratings
1.0 to 2.5 are considered Free, 3.0 to 5.0 Partly Free, and 5.5 to 7.0 Not Free.
Scores are based on an average of expert ratings by for electoral process, civil
society, independent media, national democratic governance, local
democratic governance, judicial framework and independent, and corruption.
Source: Freedom House. 2007. "Freedom in the World: Comparative scores
for all countries from 1973 to 2006." Freedom House.
Dataset includes scores for 2005-2006 for each country. Original scale of -2.5-2.5
was converted into a five category scale: very low, low, moderate, high and
very high (notice that none of the countries represented in this dataset fell into
the fifth category). This index measures perceptions of the “likelihood that
the government will be destabilized or overthrown by unconstitutional or
violent means, including politically-motivated violence and terrorism.”
Scores are based on compiled survey data from enterprise, citizen and expert
respondents, as reported by a series of survey institutes, think tanks, nongovernmental organizations, and international organizations. Source:
Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. 2008. "Governance
Matters VII: Governance Indicators for 1996-2007." Washington, DC: World
Bank Policy Research.

Dataset includes scores for 2005-2006 for each country. Original scale of -2.5-2.5
was converted into a five category scale: very low, low, moderate, high and
very high (notice that none of the countries represented in this dataset fell into
the fifth category). This index measures perceptions about “quality of public
services, the quality of the civil service and the degree of its independence
from political pressures, the quality of policy formulation and
implementation, and the credibility of the government's commitment to such
policies.” Scores are based on compiled survey data from enterprise, citizen
and expert respondents, as reported by a series of survey institutes, think
tanks, non-governmental organizations, and international organizations.
Source: Kaufmann, Daniel, Aart Kraay, and Massimo Mastruzzi. 2008.
"Governance Matters VII: Governance Indicators for 1996-2007."
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Washington, DC: World Bank Policy Research.
Market Controls
Deposits

FI (peer groups)

Regulated

Dummy equals 1 if the MFI reported that one of its main sources of funding
includes savings deposits. Source: MIX Market. Microfinance Institutions:
Indicators 2009 [cited 15 September 2009]. Available from
http://www.mixmarket.org/.
Groups microfinance institutions according to the MicroBanking Bulletin’s peer
group classifications indicating the extent of financial intermediation. This
measures the extent to which the MFI fund loans through mobilized deposits.
The financial intermediation figure is a percentage of total assets funded by
voluntary savings. Non FI institutions have no voluntary savings. Low FI
have voluntary savings < 20% of total assets; High FI > 20%. Source: MIX
Market. Microfinance Institutions: Indicators 2009 [cited 15 September
2009]. Available from http://www.mixmarket.org/; MIX Market. 2010. The
Microbanking Bulletin: Methodology 2010 [cited 16 February 2010].
Available from http://www.themix.org/microbanking-bulletin/methodology.
Dummy equals 1 if the MFI is reported to be regulated. Initial form completed by
MFIs creating a profile includes the question. “Are you regulated?” followed
by “If so, by whom?” However, answers to the later question are not
displayed in online profiles for the MFIs. Source: MIX Market.
Microfinance Institutions: Indicators 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/.

Alternative Explanations
Dummy equals 1 if the MFI is a member of an international network. Networks
Member of
represent organizations of individual microfinance institutions. Activities can
International
include financial and technical services, research and development and policy
Network
advocacy. Source: MIX Market. Networks. 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/.
Member of Local
Dummy equals 1 if the MFI is a member of a local network. Networks represent
Network
organizations of individual microfinance institutions. Activities can include
financial and technical services, research and development and policy
advocacy. Source: MIX Market. Networks. 2009 [cited 15 September 2009].
Available from http://www.mixmarket.org/.
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APPENDIX 7: INTERVIEW SCHEDULE
Tell me a bit about your operations…
Specifics
 What is the number of clients?
 How high is the repayment rate?
 What is your overall capitalization?
 How many branches / locations?
 How many MFIs are operating in your country?
 What kind of staff does the organization maintain?
 Where / How were employees trained?
 What is the primary use of the loans? (i.e. establishing/expanding business, home repairs,
etc)
 What other services does your MFI offer (insurance, job training, public health, etc)?
Gender
 Are you targeting women in your operations? What is the ratio?
 What is the status of women in this country?
 Are the financial interests of women equally protected under law?
 Is your organization impacted by the status of women? Do you think the microfinance
industry is affected by the status of women?
 Would more equal status of women benefit the microfinance industry? Alternatively, how
has the empowerment of women impacted microfinance?
Type of Organization
 How would you classify your organization (NGO, non-profit, etc)?
 When was your institution established? By whom? Tell me a bit about / What was the
process of establishing your organization?
 Is your institution part of, or associated with, a larger financial or governmental institution?



Are you associated or a member of other local organizations? In general, how influenced is
your institution by local organizations or interests?
Are you associated or a member of any larger international organizations? (trade, NGOs, etc)
In general, how influenced is your institution by international organizations or interests?

Funding
 Does institution offer savings programs?
 What were original sources of financing? What are they now?
 What kind of funding is available to MFIs? How reliant on donations?
 What kind of foreign investment/capital is being attracted (if any)?
Regulations
 What is the nature of independent audit? By private ratings agencies? By regulators?
 How closely is microfinance monitored? What is the nature of supervision (if any)?
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How often is your organization in contact with government regulators?
What kind of government regulations are MFIs subject to? What kind oversight are financial
institutions subject to? Does the same apply to MFIs?

Interactions with Government
 What kind of assistance does your government offer to MFIs (if any)?
 What kind of assistance would you like to see offered by the government?
 What kind of changes do you think would be beneficial to the operation of MFIs?
 How would you rate the government’s overall interest in microfinance efforts in your
country?
Promotion of Interests / Involvement with Associations
 Who has typically spoken for the interests of MFIs in your country? (local, international,
association, etc)
 Are you involved with (___________) in any way? Do MFIs have to seek membership in
this association?
 What is the primary role of the microfinance association in your country?
 What kind of services does the association offer (advocacy vs. technical training, etc)?
 Does the association offer any financial support to MFIs?
 How often do MFIs and association interact?
 How is information shared between the association and MFIs / between MFIs?
 What is the nature of the relationship between the government and the microfinance
association?
 How effective have efforts to appeal to the government on particular issues been? How
effective would you consider the microfinance association in advocating for MFIs?
 How would you rate the overall strength of the microfinance movement in your country?



In general, what kind of positive support do your institution / microfinance in general
receive?
In general, are there any negative pressures facing your institution / microfinance in general?

Biggest Concerns
 What are the most pressing concerns faced by your organization / MFIs in general in terms of
daily operation? How do these problems compare with two years ago?
 What kind of issues face clients operating their own small business?
 Has the global financial crisis been a concern at all for the microfinance industry?
 Is there any concern about the impact of failures of MFIs on the larger financial system?
General / Sum
 What do you see as the main goal of microfinance? Do you think it is succeeding?
 How would you rate outreach? Impact? Sustainability?
 What do you see as some of the pros and cons of microfinance in your country?
 Institutions vs. Interests?
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APPENDIX 8: NATIONAL MICROFINANCE POLICY - NEPAL
National Micro Finance Policy 2064 (2007)
(Issued by the government of Nepal in April 2007)
Nepal Rastra (National) Bank Central Office
Microfinance Department
Baluwatar, Kathmandu,
Nepal
National Micro Finance Policy 2064
1. Background:
According to the quality of life survey of the Central Department of Statistics, 2003/2004, the proportion of
people living under poverty level was 30.8 percent in Nepal. This shows that poverty is the main problem
to Nepal’s economic development. Addressing this problem requires a long term policy to reduce the level
of poverty. Under the policy, there is a need to mobilize available resources and small savings primarily in
rural and underdeveloped regions. It is appropriate to implement vocational based employment programs,
improve access to credits, increase self-confidence of the disadvantaged group of people (poor), and
eventually enhance the economic development of the entire nation.
2. Past Efforts:
In Nepal, formal credit programs for the disadvantaged groups began in 1974. Commercial banks started
the program: “Small Area Credit Program” under the directives of the Nepal Rastra (National) Bank
(NRB). The credit flow to “Small Area” began after the NRB directed commercial banks to invest certain
portion of their credit to priority sectors: agriculture, cottage industry, services and disadvantaged groups.
Small credit programs grew, in real sense, in the Fifth Five Year Plan (1975-1980), after implementation
of Small Farmers Development Program by the Agriculture Development Bank. Now, the priority sector
credit program is abolished. Providing loans to the priority sector has been made optional to the
commercial banks. Thus, there has been a need for a microfinance policy that provides credits to rural
areas by reforming institutional arrangements.
3.

Current Status:

Institutionally, the organizations involved in microfinance in Nepal are: commercial banks, rural
development banks, private microfinance development banks, rural self-dependent funds, non
governmental organizations involved in financial mediation and microfinance programs. The programs of
these organizations have significantly benefitted disadvantaged families and groups. However, despite
the increase in microfinance organizations, access to credit to the disadvantaged groups has not been as
expected.
Hence, looking into the increasing local demand for financial resources, attempts have been made to
simplify the flow of micro-credit and increase the access to micro-credits to the disadvantaged groups
(mainly people living below poverty level). At the national level, there is a need to make arrangements for
the national coordination, facilitation, promotion, bylaws development and monitoring. As the current
institutional organization and legal arrangements are inadequate to enhance micro-credits to the
disadvantaged groups, Nepal government has issued “National Micro Finance Policy, 2064” in order to
establish institutional and legal arrangements for increasing access to micro-credit to the disadvantaged
groups.
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4. Problems and Challenges:
In Nepal, institutional financial services are insufficient to meet the financial needs of the disadvantaged
groups. Institutional financial services have provided only 20 percent of the total rural credit demand,
according to the latest rural credit survey. There is a 130 billion Nepalese Rupees shortfall of the total
rural credit demand according to the Asian Development Bank’s study. This shows that there is
insufficient supply of rural credits compared to the total demand. Past political conflicts has further
enlarged the gap between the rural credit demand and supply. It has been proved that the disadvantaged
group-targeted micro-credit agencies such as rural development banks and private microfinance banks
can improve the socio-economic status of disadvantaged groups. Thus, there is enough ground to believe
that by launching such programs in an integrated and coordinated fashion, Nepal can achieve a
significant success in the area of poverty reduction.
5. Need for a New Policy:
Microfinance appears to be a very useful policy for Nepal in the context of the nation’s geographic and
social structure, and resource mobilization ability. It is also an important tool to reduce poverty—the
nation’s prime agenda of economic development. Thus, it is important to formulate a microfinance policy
as an important instrument to reduce poverty in Nepal. To provide necessary finance and resources to
geographically and socio-economically disadvantaged people and utilize their capability and entrepreneur
skills for income earning opportunities, through microfinance services is the need of the hour. Institutional
structure and legal arrangements are made by formulating national microfinance policy in order to create
opportunity to develop the skills of the disadvantaged families, integrate them in the national development
stream, and to establish financial services under one umbrella.
6. Definition and Jurisdictions:
Micro finance means a financial service that helps to provide self-employment opportunities to the
disadvantaged people through the programs such as micro-saving, micro-credit and micro-credit
insurance. The microfinance policy will also include social and community services. Implementation of this
policy will help make flexible policies to cater to the needs of people of different geographical and socioeconomic regions. This policy will provide a legal basis for lenders and borrowers to work in a coordinated
and cooperative manner.
7. Goals:
To reduce poverty through sustainable, simple and accessible small financial policy is the goal of the
National Micro Finance Policy-2064.
8. Objectives:
The objectives of the National Micro Finance Policy-2064 are as follows:
8.1

To make microfinance more accessible to the disadvantaged and weak families and women
groups and increase self-employment opportunities

8.2

To make microfinance services of the microfinance organizations more reliable and accessible

8.3

To help increase the capacity of the microfinance organizations for a sustainable microfinance
services

8.4

To help prepare microfinance legislations

8.5

To develop appropriate institutional arrangements to make microfinance services more
accessible and disciplined
9. National Micro Finance Policy:
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The policies to make microfinance accessible, competitive and inclusive of the active participation of
private sector are as follows:
9.1

To simplify micro finance services for disadvantaged people of different geographical regions,
rural and urban

9.2

To prepare clear guidelines to identify the disadvantaged groups for microfinance and arrange
and enhance collateral and non-collateral based (group collateral) finance

9.3

To provide assistance to microfinance agencies in social mobilization and empowerment
activities and encourage bulk credit providing financial agencies in micro finance activities

9.4

To integrate poverty reduction programs with the National Micro Finance Policy and carryout
activities in a coordinated manner

9.5

Coordinate with the established organizations to develop micro-enterprise skills of the targeted
groups

9.6

To establish legal provisions to endorse the works of the local level micro-financing
organizations

9.7

To encourage the disadvantaged groups in saving mobilization and increase the disadvantaged
group’s access to microfinance

9.8

To establish a separate organization to monitor and evaluate the microfinance activities under
the direct supervision of the NRB and make the microfinance simple and sustainable

9.9

To establish National Micro Finance Development Fund for a sustainable resource mobilization
in the microfinance sector. To mobilize all national and international funds for microfinance
under the National Microfinance Development Fund.

9.10
To carryout a survey to have the information of microfinance organizations working in the nation,
and their services
9.11

To enhance the professional skills of people engaged in microfinance by launching various
training programs

9.12

To adopt flexible policy on deposit collection based on the microfinance agency’s quality and
quantity of services and their share capital

9.13

To adopt flexible policy in the income tax earned by the microfinance agencies and the tax rates
on the interests earned by the disadvantaged groups from their deposits.

10.

Strategy and Action Plan:

11.

Institutional Structure:

x

For institutional development of micro finance, a separate agency will be formed to monitor and supervise
microfinance activities
12.

Economic aspect:

Encourage private sector to establish microfinance agencies and launch microfinance programs
13.

Legal aspect:

Laws and regulations will be formulated to implement activities under the National Micro Finance Policy
2007
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14.

Monitoring and Evaluation:

The NRB will monitor and evaluate the implementation of the National Microfinance Policy 2007
15.

Risks:

X
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APPENDIX 9: FORMAL FINANCIAL INSTITUTIONS RELEVANT TO MICROFINANCE









Sri Lanka
Commercial Banks
Savings and Development Banks
Regional Development Banks (RDBs)
Savings Banks
Cooperative Rural Banks (CRBs)
Thrift and Credit Cooperative Socieites (TCCs)
Sanasa, the federation of the TCCs








Nepal
Commercial Banks
Development Banks
Regional Rural Development Banks
Urban-based Finance Companies
Nongovernment Organizations
Cooperatives

Source: The Role of Central Banks in Microfinance in Asia and the Pacific, ed. P. McGuire and J. Conroy. Manila:
Asian Development Bank.
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APPENDIX 10: LAWS THAT APPLY TO MICROFINANCE INSTITUTIONS
Sri Lanka
Money Lending Ordinance No. 2 of 1918 (as amended
through 1963)
Co-operatives Societies Law, No. 5 of 1972 and
Amendments
Voluntary Social Service Organizations Act, No. 31 of
1980
Banking Act No. 30 of 1988 (as amended through 2006)
Monetary Law Act (as amended through 2006)
Finance Companies Act No. 78 of 1988 and Amendmnt
of 1991
Regional Development Banks Act No. 6 of 1997
Compendium of Regulations Issued to Finance
Companies of 2006
Companies Act, No. 07 of 2007
Compendium of Regulations Issued to Licensed
Commercial Banks of 2008
Compendium of Regulations Issued to Licensed
Specialised Banks of 2008

Nepal
Nepal Company Act 1991
Cooperatives Act, 1992
VAT Act 1995
Financial Intermediary Societies Act 1999
Income Tax Act 2000
Nepal Rastra Bank Act 2002
Directives for Cooperative Societies Holding a Limited
Banking Transaction License, 2002
Banks and Financial Institutions Ordinance 2004
Banks and Financial Institutions Act 2006
Microfinance & Cooperative Transactions Ordinance
Registration of Associations Act
Registration of Associations Rules
Nepal National Microfinance Policy

Source: CGAP. Comparative Database on Microfinance Regulation. IRIS Center, University of Maryland [cited 22
December 2009]. Available from www.microfinanceregulationcenter.org.
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APPENDIX 11: MEASURES OF GENDER EQUALITY
Sri Lanka
Gender-Related Development Index (GDI) 2006
Life Expectancy at Birth 2006
(%, Female/Male)
Adult Literacy Rate 1999-2006
(% aged 15 & above, Female/Male)
Combined Gross Enrollment in Education 2006
(%, Female/Male)
Estimated Earned Income 2006
(PPP US$, %, Female/Male)

Nepal
0.735

0.517

111.1

101.4

96.1

60.6

106.5

91.6

38.8

50.4

Gender Empowerment Measure (GEM)
0.371
Seats in Parliament Held by Women
(% of total)
5.8
Female Legislators, Senior Officials and Managers
(% of total)
21
Female Professional and Technical Workers
(% of total)
48
Source: UNDP. "Human Development Report 2008 Statistical Tables."

0.485
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33.2
14
20
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