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MICHAEL S. BARR
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ROBERT E. LITAN

Introduction

MICROFINANCE—the extension of loans of small sums and other financial
services to the poor—is a hot topic. The founder of the field, Muhammad
Yunus, won the Nobel Prize in 2006 for his pioneering work in launching
Grameen Bank in Bangladesh. The United Nations designated the previous year,
2005, the International Year of Microcredit. More than $1 billion in microcredit
loans, made to nearly 30 million people, are outstanding. For-profit lenders have
discovered the potential profitability in microfinance, and they are now compet-
ing with the nonprofits that launched the field.

It is an opportune time, therefore, to take stock of what has been accomplished
and learned so far and to identify what further challenges remain in expanding
financial access, deepening markets for microfinance, and potentially linking
microfinance provision more closely with conventional financial institutions. To
that end, practitioners, academics, and policymakers convened in Washington
May 30-31, 2006, to attend “Access to Finance: Building Inclusive Financial Sys-
tems,” a conference sponsored by the World Bank and the Brookings Institution.

That conference and this volume represent the sixth in a series of collabora-
tions on emerging markets finance between the World Bank Group and the
Brookings Institution. The 2006 conference differed from the earlier conferences
in some important respects. In previous conferences, authors presented com-

pleted drafts of the chapters that they had prepared for the volume based on the
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conference, and they received comments from designated discussants and other
invited participants. At the 2006 conference, however, presentations included a
range of approaches by practitioners, government officials, and academics, and
the presentations for each conference session were summarized in a single chap-
ter, which also draws on the prevailing literature, to present a thematic overview
of the topic of the session. Each session had an average of three or four authored
presentations. This volume presents, therefore, a series of original survey articles
that include summaries of presentations by multiple experts.

In the balance of this introductory chapter, we preview the questions and
issues taken up by the authors of the chapters that follow. We purposely avoid
summarizing the key findings of the chapters, which are found instead in our con-
cluding chapter.

It is natural to begin by asking how much access individuals and firms have to
financial services—to payments facilities and credit and savings vehicles. That
question is important because evolving research has documented the significance
of financial access in economic growth; in particular, growing evidence suggests a
link between financial development and the reduction of poverty and income
inequality. How, then, should access to finance be measured?

That question is taken up in chapter 2 by Anjali Kumar, with colleagues from
the World Bank, the U.K. Department for International Development, and Fin-
Mark Trust of South Africa. The authors wrestle with questions such as whether
access should be measured by type of financial institution, of financial service, or
of financial product used (they suggest using institutions and services as mea-
sures); whether distinctions should be made between voluntary and involuntary
exclusion from financial markets and institutions (they suggest that measures
based on actual usage are the most transparent); what unit should be employed to
measure access (individuals, households, and/or firms); and what differences in
access arise when the supplier of financial services is “formal” (legally recognized)
rather than “informal” (operating outside the purview of financial regulation or
supervision) In answering those questions the authors pay special attention to
the particular circumstances of developing countries, which are the focus of the
conference and of this book and are the primary object of attention of suppliers
of microfinance services and those who study them. The authors also highlight
the special efforts to measure access by the World Bank and other international
organizations, point out some of the limitations of current efforts, and suggest
future directions for measuring access.

Chapter 2 hints at why access to finance matters—its link to growth and
poverty reduction. In chapter 3, Xavier Gine delves into this important subject in
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greater detail, providing a thorough review of what already is known about it and
drawing on presentations at the conference by a number of different experts. The
predicate for the discussion is that financial access indeed does facilitate growth
and reduce poverty; the issue is how best to provide access. Among the topics that
Gine addresses are the kinds of government intervention in this area that have
proven most effective; the differences in provision of access by various types of
microfinance providers; the strategies taken by different microlenders in particu-
lar; the form of lending (whether to groups, as in the original Grameen Bank
model, or to individuals); and the mechanisms that microlenders have used to
ensure repayment of loans.

Can financial access be expanded by microfinance institutions? How sustain-
able and how profitable are these institutions? How profitable can they be? It is
natural to ask such questions since microfinance began with grants from non-
profit organizations and foundations that did not expect a return on their invest-
ments. Yet because the supply of donor-provided funds is limited, the viability of
microfinance in the long run depends on whether it can offer a reasonable, risk-
adjusted return to private investors.

In chapter 4, Stephen Peachey approaches the profitability question by ad-
dressing the “double bottom line” of microfinance providers—the social as well as
the private returns to investors. Private returns are well understood: they consist
of the profits of a private enterprise. The social returns of microfinance, in this
context, represent the broader value to society as a whole of increasing access to
finance among those who otherwise would not have it or could not afford it.
Peachey addresses the issue by looking at a wide range of microfinance providers,
including nongovernmental organizations, nonbank financial institutions, coop-
eratives, and government-run policy lending institutions as well as private banks
and savings banks around the world.

Peachey summarizes the three papers presented at the conference that address
profitability, reporting that except for government-operated microlenders,
providers generally have been able to return a profit while also enhancing finan-
cial access.! Indeed, the evidence suggests that there need be no trade-off between
providing access and earning a profit; the two can go hand in hand if institutions
are managed propetly. At the same time, however, there seem to be economies of
scale in the microfinance business, since much of the access around the world is
provided by a relatively small number of institutions.

1. That finding is consistent with more recent evidence of the profitability of some major microlenders.
See Tom Easton, “Time to Take the Credit,” Economist, March 17, 2007, p. 16.
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As microfinance has become more successful, it has attracted more established,
formal financial institutions. In chapter 5, Ajai Nair and J. D. von Pischke docu-
ment efforts by commercial banks to offer financial services to low-income indi-
viduals. Those efforts are relatively recent, since historically commercial banks
have viewed the low-income market as risky or costly to serve and have left it to
government-sponsored financial institutions or special directed credit programs.
The chapter discusses the changing paradigm, documenting the activities of spe-
cific banks in specific countries, and then discusses innovations that banks have
developed to enable them to serve the low-income market. Nair concludes with
lessons for other banks, donors, and governments that are interested in expand-
ing access to credit to poor people in developing countries.

Financial institutions and services are not provided in a vacuum; they require
a certain technical and legal infrastructure to survive and grow. In chapter 6,
David Porteous summarizes presentations by experts on developments in retail
banking in particular, paying special attention to the role that information and
communications technology (ICT) has played in the delivery of banking services.
ICT has had an especially significant impact on retail banking, and, as Porteous
argues, on delivery of banking services to low-income residents of developing
countries. The key has been the development of infrastructure for electronic
point-of-sale and mobile means of payment, both of which benefit from
economies of scale, which in turn make the delivery of banking services affordable
for a much broader class of people than would be the case through traditional
brick-and-mortar branch offices. At the same time, however, because of the high
fixed cost of the new infrastructure the investment risk is high and payback to
investors is possible only through widespread use of the services. Nonetheless,
with mobile banking, or “m-banking,” parts of the developing world have the
potential to leapfrog more developed economies in which banking systems still
rely heavily on branch offices.

In chapter 7, Michael Barr explores possible government policy applications of
some of the lessons learned from the papers discussed in the chapters above. He
draws on the analysis in chapter 4, which suggests that even if some microfinance
institutions can turn a profit—that is, provide returns to private investors—the
fact that they also can provide social benefits suggests, at least in theory, that their
services are undersupplied in a purely market setting. That is, if the total
returns—social and private—exceed the purely private returns, then a role pre-
sumably exists for nonprofit institutions and governments to further expand
financial access.

Barr notes that in the past, however, governments have become involved in
their economy’s financial sector for other reasons, primarily to direct lending
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toward favored industries or sectors. Such policies generally have failed, largely
because directed lending is not constrained by market forces. Barr suggests that
governments should focus instead on policy measures that they can and should
take to encourage conventional financial institutions to serve lower-income house-
holds and individuals. He draws on successful models and policies in developed
countries to help lead the way in developing countries. Barr’s framework for ana-
lyzing different modes of government policy helps clarify the theoretical and prac-
tical assumptions underlying different approaches and the trade-offs among them.
The foregoing chapters provide a broad overview of the state of knowledge
about recent efforts to expand financial access. What are the key findings of this
volume? Perhaps even more important, what are the key lessons from the experi-
ences so far and what challenges lie ahead—for both microfinance institutions
and individuals and firms that can benefit from enhanced access to financial ser-
vices? We conclude this volume in chapter 8 by suggesting answers to those ques-
tions, drawing on the findings of the authors of the previous chapters as well as
of those whose work is summarized in the chapters. We conclude that micro-
finance is here to stay, that it is increasingly profitable and therefore likely to grow
in scale and scope, and that it should help foster economic growth while increas-
ing the income of the very poor throughout the world. The challenge for gov-
ernments and for the private sector is to facilitate this financial revolution.
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