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Introduction

Microcredit is the provision of very tiny loans (microloans) to disadvantaged borrowers who lack

collateral, stable employment, or a credit history that can be verified. Its goal is to encourage

entrepreneurship while also reducing poverty. Because many of the receivers are illiterate, they are

unable to complete the documentation required to obtain traditional loans. In 2009, an estimated 74

million people owed a total of US$38 billion in microloans. According to Grameen Bank, repayment

success rates range from 95 to 98 percent.

Microcredit is a subset of microfinance, which offers a broader range of financial services to the

poor, including savings accounts. The Grameen Bank, formed in Bangladesh in 1983, is widely credited

with pioneering modern microcredit. Despite initial reservations, many established banks went on to offer

microcredit. The International Year of Microcredit was recognized by the United Nations in 2005.

Microcredit is a strategy that can potentially help developing countries reduce the

feminization of poverty and poverty in general.

The ultimate purpose of microfinance is to enable individuals that are not self-sufficient to

become self-sufficient. Because most people who are poor or have limited financial resources do not

have enough income to do business with traditional financial institutions, microfinance services are

supplied to unemployed or low-income people.

Definition of Key Terms

Interest Rates

The proportion of a loan that is charged as interest to the borrower, typically expressed as an
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annual percentage of the loan outstanding.1

Ability to pay

An economic principle that states that the amount of tax an individual pays should be dependent

on the level of burden the tax will create relative to the wealth of the individual

Loan Sharks

A moneylender who charges extremely high rates of interest, typically under illegal conditions.

Credit Rating

Usually used to determine a bank or financial institution's credit risk, a credit rating is an evaluation of an

individual's or company's ability to repay obligations or its likelihood of not defaulting;

Credit History

A credit history is a record of a borrower's timely debt repayment.... Lenders utilize the

information acquired to establish a person's credit worthiness, or their capacity and track record of

repaying debts.

Background Information

Sub-topic 1: The Problem with Loan Sharks in Microfinance

Loan sharks, as defined by Investopedia, is a person who - or an entity that - loans money at

extremely high-interest rates and often uses threats of violence to collect debts. The interest rates are

generally well above an established legal rate, and often loan sharks are members of organized crime

groups. They also do not require background checks or credit reports. This means that virtually anyone

can receive loans and end up paying loads of money in interest in a short period of time. These lenders

may also call for the debt to be repaid at any time, and resulting in violence as a means of forcing

repayment.

1 https://www.gdrc.org/icm/glossary/
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Loan Sharks are not licensed and operate outside of the law. If you borrow from them it is likely

you’ll: get a loan on very bad terms, pay a huge rate of interest, be harassed if you get behind with your

repayments, and be pressured into borrowing more from them to repay one debt with another.

Reports gathered from women in villages across Bangladesh and India show that loan officers

from Microfinance Institutions (MFIs) commonly exert pressure to repay through harassment, violent

threats, coercion by neighbors, public humiliation, verbal abuse, and insults as well as the seizure of

assets. Some villagers even reported individuals migrating to escape their debts.

Sub-topic 2: Micro-credits in Eliminating Unemployment and Gender Inequality

The year 1976 marks the start of the "modern" era of microfinance. The "Grameen Banking" approach

was created in Bangladesh in 1976. Its primary premise is that the impoverished can be banked, and

that microfinance is a financially feasible option. Muhammad Yunus, a Bangladeshi social entrepreneur

and banker, founded the Grameen model. The approach was entirely founded on the concept of group

solidarity, in which each member of a group guarantees the repayment of the others. Yunus and the

Grameen Bank were jointly awarded the Nobel Peace Prize in 2006 for their "efforts to build economic

and social development from the bottom" through microcredit. Many countries and institutions adopted

Grameen's strategy of group solidarity and established microfinance business models that were similar

to or different from Grameen's.

The claim that supports the necessity of microfinance is it having the potential to empower

economically disadvantaged people that have been ignored by the formal banking sector. People as

such are ignored, due to the lack of credentials. Especially in less economically developed countries,

women constitute a greater proportion of the poor population and so it could be stated that assisting

women in societies as such would directly contribute to the ones in need. Therefore, microfinance

institutions generally target women in the provision of loans. Advocates of microfinance claim that

providing microfinance credits to women both enhances the economic empowerment, the well-being

status and social political legal empowerment for women.

Microfinance institutions point out the fact that a large number of women use microloans and that

the loan recovery rate is around 98 percent and support the narrative that microfinance enables women

to establish microenterprises and generate profits sufficient enough to repay the loan and empower

themselves, attracting the attention of governments and international development organizations
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Lending to women has been a valuable criteria of micro-credit principles. Micro-lendings allow

women to become empowered as it provides them a financial access that they wouldn't have had. Also,

micro-credits tackle unemployment where "self employment" is created. Microfinance provides financial

and non-financial services to women all over the world, particularly in rural areas where traditional

banking and other basic financial infrastructure are unavailable. It gives women the chance to start and

grow their own enterprises utilizing their own skills and talents.

According to the International Fund for Agricultural Development (IFAD), nearly 1 billion people live on

less than $1 USD a day and 75 percent of them live in rural areas. Financial services are a critical part of

combating poverty. Good management of very small assets can be crucial to the survival of poor people who

live in precarious conditions, threatened by lack of income, shelter, and food. Direct access to financial

services can allow very poor people to progress from survival to planning for their future, acquiring physical

and financial assets, investing in better nutrition, health and education.

Microfinance helps households build income-generating activities and better cope with risk by

combining savings, credit, and microinsurance. Microfinance benefits women in particular since many

microfinance institutions (MFIs) cater to female consumers. Most microfinance institutions (MFIs)

collaborate with other organizations to provide extra services to their consumers, such as Water.org and

Habitat for Humanity.

Microfinance is a long-term process that develops actual jobs, provides prospects for future

investments, and assists women clients in providing for their children's education. Women should be the

major focus of service delivery, according to microfinance experts. They are less likely than men to

default on their debts, according to evidence.

All in all, the ethical monetary practice that is microfinance is essential in some of the problems

in lower-income societies.

Major Countries and Organizations Involved

India

India is the world’s greatest microfinancer to its citizens, as also seen in the graph below.
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Table 1: The 10 leading countries in microfinance in terms of the borrowing amount and growth

In India, microfinance was introduced in the 1980s as a solution to poverty and to empower

women. Despite the massive potential of microfinance that it holds for the reasons that were previously

highlighted in the report, the sector faces challenges regarding its accessibility in India. Microfinance

targets the low-income and unemployed fraction of the population. The institutions supporting

microfinance offer services such as lending, setting up bank accounts and providing micro-insurance

products. In developing countries such as India, finance is unable to keep up with the demands of the

rural poor, so microfinance can help small-scale businesses flourish by providing greater financial

stability.

The leading cause of the failure of formal banking institutions in India while lending to the rural poor is

the absence of proof of recognised employment or collateral that can be offered by the poor while

applying for loans . The high risk and transaction costs of small loan savings deposits create difficulty for2

the banks as well. This leaves the poor with no alternative but to borrow money from local moneylenders

at high-interest rates.

European Microfinance Network (EMN)

The European Microfinance Network (EMN) is a Brussels-based member-based non-profit

organization that promotes microfinance as a tool to combat social and financial exclusion in Europe

through self-employment and microenterprises. The Network's aim is to assist in capacity building and to

advocate for the industry as a whole.

Microfinance practitioners make up the majority of EMN's core membership. These are

2 Sonakia, Jhanvi. “The Story of Microfinance in India.” Bridge India, 25 Mar. 2020,
https://www.bridgeindia.org.uk/the-story-of-microfinance-in-india/.
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non-profits with a social mission that provide or facilitate financial services to the underserved. Partners

and Corporate Members support the network's activity, including national networks, universities, sector

service providers, and banks that are active in European microfinance issues and assist the

development of microfinance in Europe.

Bolivia

Bolivia confronts significant economic issues, as it has the lowest GDP per capita and the second-lowest

Human Development Index in South America. However, innovative infrastructure has enabled many3

economically disadvantaged Bolivians to borrow the funds they need to grow their businesses. Bolivia, in

reality, has one of the lowest microfinance interest rates in the world, at 13.5 percent.

Banco Sol is Bolivia's largest microfinance company and the world's first commercial bank dedicated

solely to microfinance; it also boasts one of the lowest default rates in the world, indicating the

company's and borrowers' success.

Bolivia has the world's largest informal economy, with the informal sector employing about two-thirds of

Bolivians. Clothing, food, and cosmetics are sold by many of these entrepreneurs in basic market stalls

or shops. Bolivia, with its economy set up in this fashion, has reaped the benefits of financial

infrastructure that caters to self-employed entrepreneurs seeking financing to expand their businesses.

The rural poor, on the other hand, find it particularly difficult to access both the national market and

critical financial resources due to the country's physical isolation and low population density. Banco Sol

overcomes this barrier by using mobile branches, or trucks equipped with banking amenities, to provide

banking services to even the most remote villages.

For those living in extreme poverty, being unable to access financial services can be a significant barrier.

Many small business owners have been able to expand their capital thanks to lenders like Banco Sol,

who use ethical lending procedures. Bolivia has welcomed a new class of empowered, growing

entrepreneurs that have gained stronger positions in the country's marketplace as a result of the

introduction of microfinance.

The Microfinance Network

The Microfinance Network is a global network of microfinance institutions that spans Asia, Africa,

the Middle East, Europe, and Latin America. The Microfinance Network, which was founded in 1993,

3 Thelwell, Kim. “The Importance of Microfinance in Bolivia.” The Borgen Project, Kim Thelwell
Https://Borgenproject.org/Wp-Content/Uploads/The_Borgen_Project_Logo_small.Jpg, 28 July 2020,
https://borgenproject.org/microfinance-in-bolivia/.
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offered support to members that enabled several industry leaders to achieve long-term viability and

profitability in many of their main markets. The Microfinance Network provides a space to discuss

opportunities and challenges that arise from emerging technological innovations in inclusive finance as

the sector enters a new period of transition, with the rise of digital financial technology that is

increasingly competing with traditional microfinance institutions. Once a year, the Microfinance Network

meets. Al Majmoua, BRAC, BancoSol, Gentera, Kamurj, LAPO, and SOGESOL are all members to this

organization.

Timeline of Events
Date Description of event

1976 Modern microcredit was developed in Bangladesh by economist

Muhammad Yunus

October 1983 Grameen Bank (“Bank for the poor”) was established

1989 First microfinance loan issued to an MFI (Microfinance Institution)

February 2-4,

1997

The first microcredit summit took place in Washington

2005 The UN named it the “International Year of Microcredit”

2006 Muhammad Yunus won the Nobel Peace Prize

Relevant UN Treaties and Events

● Role of Microcredit in the Eradication of Poverty, 18 December 1997 (A/RES/52/194)

● Microfinance as a Poverty Reduction Tool- A Critical Assessment, December 2009

(ST/ESA/2009/DWP/89)

● Second United Nations Decade for the Eradication of Poverty, 21 December 2009

(A/RES/64/216)

● Eradicating rural poverty to implement the 2030 Agenda for Sustainable Development,

21 December 2020 (A/RES/75/232)

Previous Attempts to solve the Issue
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IFAD’s goal is to empower poor rural communities in developing countries to achieve

higher incomes and improved food security. To do this, one of IFAD’s objectives is to promote

access to a wide range of financial services in rural areas. This requires an effective system of

rural financial institutions. These must be accessible to all components of the rural population.

For more than twenty years microfinance has been viewed as a key poverty reduction

strategy. However, more recently its real value and impact has been questioned, with both

economic and social problems linked to it. Findings of the study Microfinance and the business of

poverty reduction: Critical perspectives from rural Bangladesh suggest these concerns are well

founded.

Economic vulnerability--The study found that microfinance clients had little success in

escaping poverty. Loans were primarily used for necessities such as food and medicine, home

repair, or education, rather than income generating activity. Additionally, income generating

schemes advocated by providers and NGOs, specifically agricultural ones, did not yield profitable

results. When borrowers took out further loans from alternative providers to pay off existing loans,

they found themselves trapped in a spiral of debt. Microfinance can therefore exacerbate poverty,

the very thing it is supposed to combat.

Social vulnerability--Communities that have strong familial and social networks are

considered better equipped to deal with poverty. “Solidarity groups” consisting of family, friends

and associates often stuck together and supported family members dealing with debt. However,

due to the fear of debt default, surveillance increased within and between groups of borrowers and

led to an erosion of trust, even amongst family members. Aggressive repayment tactics from

lenders often involved public shaming of defaulters which adversely affected their social ties with

both community and family. The “solidarity groups” that were the basis of the social collateral of

microfinance loans thus led to an erosion of bonding social capital. Additionally, one of the

fundamental aims of microfinance, the empowering of women, was also undermined. The research

finds that it is men who generally use the loans provided and simply use women as a front to

obtain them. Often in these cases, when there is a default on the loan, the women were placed in

the position of blame. They find themselves scapegoated, rather than empowered.

Environmental vulnerability-- The findings indicate that traditional farming practices in the

villages are increasingly supplanted by income generating schemes encouraged by microfinance

providers and NGOs, such as maize growing. As well as a high occurrence of crop failure due to

inexperience and the generally unsuitable weather conditions, there is also evidence that maize

growing has an adverse effect on the quality of the region’s soil and thus on the viability of future

farming. The aggressive promotion of non-traditional cash crops can result in environmental
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vulnerabilities and threats to sustainable farming. The results challenge the prevalent perception

that microfinance generate income, empowers women and builds social capital in poor

communities. The study builds a grounded theory of the vulnerability and social capital dimensions

of poverty arising from microfinance activity. It explains how the vulnerabilities and powerlessness

arising from poverty are exacerbated and why communities living in the trap of extreme poverty are

unable to escape it through microfinance. The research also questions the role of NGOs as

institutional agents of poverty alleviation.

Possible Solutions

Microfinance is a key poverty reduction strategy and has spread rapidly across the globe over the

last 20 years. Enabling access to credit enables poor people to become entrepreneurs, increasing their

earnings and improving their quality of life. Additionally, some lenders accompany their small loans and

financial services with peer support, networking opportunities, and sometimes even health care to

improve their clients’ odds of building a successful small business. With this being said, micro-credits can

combat poverty, especially rural poverty. A few possible solutions are presented below.

A negative relationship between microfinance participation and poverty was found in a creditable

survey, which means that the more people in a given country received small loans, the less poverty it

registered. Thus, in the average developing country, an increase in the gross loan portfolio per client by

just 10% could reduce the extreme poverty rate by 0.0126 percentage points.

Microfinance service are helping rural women gain financial independence and empowering them

to make good decisions. In the People’s Republic of China, around 45% of the rural population lacks

credit access, especially women who usually have neither physical collateral nor the education needed to

organize their finances. The Asian Development Bank (ADB)’s partnership with CD Finance Management

provides microcredit to poor households, targeting at least 121,000 women borrowers and includes

measures to improve their financial skills and literacy.

Even though MFI interest rates are much lower than those charged by informal moneylenders,

they still have room to reduce rates further while realizing sufficient returns. In 2011, Bangladesh’s

Microcredit Regulatory Authority (MRA) capped the interest rate that MFIs can charge as high as 27

percent; however, many poor households still cannot afford to borrow at this rate. Lowering this cap on

MFI interest rates will increase the number of poor households who are able to take advantage of the

benefits of microfinance programs.

Finally, Bangladesh’s large MFIs have expanded significantly in recent years, placing pressure on

smaller institutions. This is no doubt occurring in other countries as well. This could lead to the closing of

smaller MFIs or their merging with larger MFIs, thus reducing competition in the sector. It is
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recommended that the MRA put policies in place to protect smaller MFIs and prevent monopolization of

the sector.
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