PETER FANCONI AND PATRICK SCHEURLE

bl

IMPAGT

“This book is a standard reference. It is an invaluable contribution towards the further
development of current strategies in the fight against global poverty.”

—Prof. Klaus Schwab, Founder and Executive Chairman, World Economic Forum (WEF)

WILEY






Small Money — Big Impact






Small Money — Big Impact

Fighting Poverty with
Microfinance

PETER FANCONI
PATRICK SCHEURLE

WILEY



© 2017 Peter Fanconi and Patrick Scheurle

Registered Office
John Wiley & Sons, Ltd, The Atrium, Southern Gate, Chichester, West Sussex, PO19 8SQ, United
Kingdom

For details of our global editorial offices, for customer services and for information about how
to apply for permission to reuse the copyright material in this book please see our website at
www.wiley.com.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted, in any form or by any means, electronic, mechanical, photocopying, recording or
otherwise, except as permitted by the UK Copyright, Designs and Patents Act 1988, without the prior
permission of the publisher.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material
included with standard print versions of this book may not be included in e-books or in print-on-
demand. If this book refers to media such as a CD or DVD that is not included in the version you
purchased, you may download this material at http://booksupport.wiley.com. For more information
about Wiley products, visit www.wiley.com.

Designations used by companies to distinguish their products are often claimed as trademarks. All
brand names and product names used in this book are trade names, service marks, trademarks or
registered trademarks of their respective owners. The publisher is not associated with any product or
vendor mentioned in this book.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best efforts
in preparing this book, they make no representations or warranties with respect to the accuracy or
completeness of the contents of this book and specifically disclaim any implied warranties of
merchantability or fitness for a particular purpose. It is sold on the understanding that the publisher is
not engaged in rendering professional services and neither the publisher nor the author shall be liable
for damages arising herefrom. If professional advice or other expert assistance is required, the
services of a competent professional should be sought.

Library of Congress Cataloging-in-Publication Data

Names: Fanconi, Peter, author. | Scheurle, Patrick, author.

Title: Small money big impact : fighting poverty with microfinance / Peter A.
Fanconi, Patrick Scheurle.

Description: Hoboken : Wiley, 2017. | Translation from German of Small
money-big impact, [2015] | Includes index.

Identifiers: LCCN 2017002364 (print) | LCCN 2017004723 (ebook) | ISBN
9781119338208 (hardback) | ISBN 9781119338192 (ePDF) | ISBN 9781119338246
(ePub) | ISBN 9781119351481 (ebk) | ISBN 9781119338192 (pdf) | ISBN
9781119338246 (epub)

Subjects: LCSH: Microfinance—Management. | Business enterprises. |
Marketing. | BISAC: BUSINESS & ECONOMICS / Finance.

Classification: LCC HG178.3 .F3613 2017 (print) | LCC HG178.3 (ebook) | DDC
332.7—dc23

LC record available at https://lccn.loc.gov/2017002364

Cover design: Wiley

Set in 11/13 Times by SPi Global, Chennai, India

Printed in Great Britain by TJ International Ltd, Padstow, Cornwall, UK
10987654321



Foreword
Preface
Acknowledgments
About the Authors

CHAPTER 1
Introduction

1.1 Fighting Poverty

1.2 Investing in Financial Infrastructure
1.3 Content Overview

Notes

GCHAPTER 2
Microfinance — the Concept

2.1 History

2.2 Definition and Goals

2.3 Double Bottom Line

2.4 Financial Inclusion

2.5 Market Participants

2.6 Impact Investing

2.7 Preliminary Conclusions
Notes

Contents

iX
Xi
Xiii

XV

O 00 1D =

1"

12
15
18
21
24
25
29
31



vi CONTENTS
CHAPTER 3

The Microfinance Value Chain 33

3.1 The Protagonists and Their Tasks 34

3.2 Regulatory Environment 36

3.3 Development Finance Institutions 37

3.4 Market Overview 39

3.5 Geneva: Birthplace of Modern Microfinance 42

3.6 Preliminary Conclusions 46

Notes 47
CHAPTER 4

Micro Entrepreneurs 49

4.1 Definition 50

4.2 Needs and Requirements 52

4.3 Micro Entrepreneurs 59

4.4  Preliminary Conclusions 67

Notes 68
CHAPTER 5

Microfinance Institutions n

5.1 Definition and Goals 72

5.2 Types of MFIs 73

5.3 MFI Funding 76

5.4 Services 85

5.5 Regulation 88

5.6 Preliminary Conclusions 94

Notes 96
CHAPTER 6

Lending Methodologies 99

6.1 Traditional Credit Theory and Microfinance 100

6.2 Lending Methodologies 101

6.3 Socio-Economic Factors 104

6.4 Late Payments and Over-Indebtedness of Clients 108

6.5 Default Prevention and Restructuring 110

6.6 Occupation: Loan Officer 113

6.7 Preliminary Conclusions 114

Notes

116



Contents vii
CHAPTER 7
Loan Pricing 119
7.1 Interest Rate Components 120
7.2 Setting Sustainable Interest Rates 127
7.3 Regional Differences 127
7.4 Loan Recipients” Willingness to Repay 129
7.5 Preliminary Conclusions 130
Notes 132
CHAPTER 8
Social Performance Management 133
8.1 Social Performance 134
8.2 Measuring Social Performance 135
8.3 Measuring the Outcome of Microfinance 149
8.4 Social Rating Agencies 151
8.5 Technical Assistance 153
8.6 Linking Social Performance with Profitability 156
8.7 Preliminary Conclusions 157
Notes 159
CHAPTER 9
Beyond the Reach of Microfinance? 161
9.1 Prejudices and Reservations 162
9.2 Preliminary Conclusions 171
Notes 172
CHAPTER 10
Investing in Microfinance 175
10.1 Market Development 176
10.2 Microfinance Investment Vehicles 177
10.3 The Investment Process 181
10.4 Loan Agreements and Pricing Policy 187
10.5 Microfinance in the Overall Investment
Portfolio 191
10.6 Incentives for Investing in Microfinance 195
10.7 Preliminary Conclusions 197

Notes

199



vili CONTENTS

CHAPTER 11
Real and Financial Economy 201
11.1 Microfinance Is Crisis-Proof 202
11.2 Real Economy and Local Influencing Factors 203
11.3 Financial Economy 205
11.4 Stability Mechanisms 207
11.5 Preliminary Conclusions 208
Notes 209
CHAPTER 12
Discussion of Results and Conclusions 21
12.1 Win-Win-Win 212
12.2  Onwards and Upwards 212
Notes 215
APPENDIX A
Example of a Loan Application 217
APPENDIX B
Due Diligence of Socio-Economic Impact Factors 221
List of Abbreviations 227
Glossary 229
References 233
Photo Credits 243

Index 245



Foreword

One of the main goals of the World Economic Forum is to improve the
state of the world. Improving the state of the world inevitably means
improving the economic and social living standards of vulnerable and des-
titute segments of the population; with the help of collaborations and pro-
jects based on public—private partnership. Microfinance is unique and
presents exceptional opportunities in achieving this goal.

Microfinance and impact investing — topics of interest for me for quite
some time now — manage to generate financial and social returns at the
same time and largely fall into the category of corporate social responsibil-
ity. The triple bottom line measures the economic, environmental and
social returns of microfinance. Investors and enterprises that are commit-
ted to the triple bottom line contribute towards an environmentally friendly
and sustainable economic development of poor regions of this world.

Small Money — Big Impact is comprehensive, and more importantly,
informative and explanatory. Fanconi and Scheurle have success-
fully illustrated the nature and potential of the world of microfinance and
impact investing, and displayed how social and financial interests can
indeed go hand in hand and contribute towards the implementation of the
United Nations’ Millennium Development Goals. This book’s detailed
description of the loan granting processes of microfinance institutions
outlines to what lengths private and public investors have gone over the
last 15 years in their fight against poverty. Microloans foster financial
integration and empower millions of people to progress economically.
The results and the statistics are promising; however, we still have a long
way to go.

This book is a standard reference that covers all the relevant infor-
mation in the field of microfinance. It is an invaluable contribution
towards the further development of current strategies in the fight against
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global poverty, and it aims to convince investors that both the financial

and social returns that are generated by microfinance are attractive in
equal measure.

Prof. Klaus Schwab

Founder and Executive Chairman of the

World Economic Forum, Geneva.



Preface

In 1990, when the world population was 5.2 billion, 36 per cent of
the world lived in extreme poverty. Today —with 7.3 billion people —
an estimated 12 per cent live in poverty. Over the past 25 years,
the world has gone from nearly 2 billion people living in extreme
poverty to fewer than 1 billion.

World Bank Group President Jim Yong Kim

Dear reader,

In our world, we witness on a daily basis, how small money can have a big
impact. A microloan of just a few dollars empowers people in developing
countries to be economically independent and therefore able to safeguard
their own and their families’ future.

Microfinance has established itself as a vital instrument with leading
development banks in the fight against poverty. The geopolitical relevance
of microfinance is undeniable. Institutional and private investors alike
have come to realize the value of microfinance investment vehicles for
their portfolios and appreciate the double bottom line of social and finan-
cial returns. Judging by the positive experiences and results of this asset
class, the microfinance industry is emerging and breaking ground into
impact investing, aiming to achieve a positive impact in areas such as edu-
cation and climate change.

Microfinance and impact investing are a mega-trend and change the
way we invest, offering unique investment opportunities that put the inter-
ests of investors and recipients on the same level and have a positive impact
on the lives of millions of people. We have been able to witness these posi-
tive changes again and again, on numerous journeys to developing
countries.

Small Money — Big Impact aims to share these developments with a
broader public in an explanatory, illustrative and objective manner. It sheds

Xi
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light on the processes and investment vehicles in microfinance, and at the
same time raises awareness and recognition of this asset class as a powerful
tool in the fight against poverty.
Enjoy your journey through the world of microfinance.
Peter Fanconi
Patrick Scheurle
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CHAPTER |

Introduction

Worldwide, almost 1 billion people have to live on less than

$1.9 a day.
World Bank!

ore than half of the world’s population lives on an annual income of

less than $2500 — the equivalent of about $7 a day. Africa, Latin
America and South Asia account for the largest part of the population liv-
ing below the respective national poverty line.

In the past, the limited offer of financial services has been one of the
main pitfalls. There was a lack of financial infrastructure and products
tailored to the needs of people and households living on a low income.
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1.1 FIGHTING POVERTY

While less than 1.5 per cent of the world’s population live on an annual
income of over $20,000, more than half of the people around the world
have to get by on less than $2500 a year (see Figure 1.1), the equivalent of
no more than $7 a day. More than 2.5 billion people live on as little as $4
or less per day.? Such living conditions are officially referred to as poverty.
The World Bank uses the term “extreme poverty” in cases falling below
the $1.9 a day line — almost 1 billion worldwide are constrained to a life on
as little as that.?

A look at the poverty levels of individual regions reveals that in many
African countries more than 20 per cent of the population is living below
the national poverty line. In most African countries, more than 40 per cent
of people live below the national poverty line (see Figure 1.2). Latin
America presents a similar situation, with Chile making a notable excep-
tion with less than 20 per cent of people living in poverty. Extreme poverty
dominates in Central Asian states such as Afghanistan, Tajikistan and
Kirgizstan. In South Asia and East Europe a staggering 20 to 40 per cent
of the population are struggling below the national poverty line.

] Tier 1

§ Per capita income: more than $20,000
2 Population: 75-100 million
% Tier2and 3

] Per capita income: $2500-20,000
5 Population: 1500-1750 million
-

= Tier 4

2 Per capita income: less than $2500
& Population: 4 billion

<
<

v

Population

FIGURE 1.1 Economic Pyramid
Data Source: Prahalad and Hart (2002); World Bank (2001), adjusted according
to World Bank (2016)

The pyramid shows the population distribution according to annual
per capita income with respect to purchasing power parity. The
majority of the population (4 billion) have to manage on less than
$2500 a year, while 75 to 100 million people worldwide can rely on
an annual income of more than $20,000.
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% of population living below

the national poverty line

=2 T

FIGURE 1.2 Prevalence of Poverty with Respect to Country
Data Source: CIA World Factbook (2008)

Africa and Latin America account for the largest part of the population
living below the respective national poverty line, followed by South
Asia and Eastern Europe.

Poverty is accountable for an insufficient dietary intake, causes fam-
ines and undeniably constitutes a health threat to anyone subjected to it.
The poor are prone to illnesses, have restricted access to education, and
women in particular are often victims of physical and psychological abuse.

The triggers and problems of poverty are well known. In efforts galva-
nized by the World Bank, the International Monetary Fund (IMF), the
Development Co-operation Directorate of the Organization for Economic
Co-operation and Development (OECD)*, and several non-governmental
organizations (NGOs), the International Community designed develop-
ment goals built on this knowledge and out of this came the United Nations
(UN, UNO) Millennium Development Goals (MDGs) in 2001. The MDGs
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FIGURE 1.3 Millennium Development Goals
Data Source: McCann Erickson/UNDP Brazil

In their Millennium Declaration in 2000, the UN defined eight develop-
ment goals that were to be implemented by the end of 2015.

were a set of eight goals designed to achieve and implement the targets of
the United Nations Millennium Declaration by 2015 (see Figure 1.3).°

The first seven goals committed developing countries to employing
financial means in their combat against poverty and corruption and to pro-
mote democratization and gender equality at the same time. The eighth goal
obliged industrial countries to use their global economic authority in a bid to
assist developing countries and achieve equality of all countries worldwide.
Improving the situation of those afflicted by poverty, however, goes beyond
merely devising goals, but should rather focus on effective measures. This in
turn warrants an understanding of the underlying causes of poverty.

The problem is multi-layered, and people’s economic and social situ-
ation is influenced by different factors. What has, however, become
increasingly evident is that access to capital and financial services is piv-
otal in fostering economic growth.® And yet, individuals and households
with a low income above all rarely have access to capital. Encouraging
financial inclusion is therefore of the essence in the fight against poverty.

The implementation of the goals may be considered an overall suc-
cess. The most important goal — the reduction of extreme poverty by half —
has certainly been reached. Beyond this, the supply of drinking water has
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been improved, and considerable progress was made in connection with
further objectives such as eradicating hunger and promoting gender equal-
ity. These are without doubt essential developmental steps.

However, albeit regarded as an overall success, the MDGs have been
subject to criticism as well. Some critics maintain that their goals fell short
of more general topics and focused on issues concerning developing
countries exclusively, whereas industrial countries should be more will-
fully reminded of their commitment with respect to sustainability. Other
voices argued that the partly flagging implementation of the MDGs was a
result of the sustaining lack of political intent to create the necessary
parameters in order to provide financing for development.’

In the wake of the criticism of the MDGs, the member states at the UN
summit in Rio de Janeiro in 2012 agreed that a consistent and universal
solution was indispensable in the battle against poverty. They furthermore
concurred that sustainable development must no longer be regarded as a
separate issue when fighting poverty, but that both goals are to be pursued
simultaneously. Industrial countries for this reason should not only offer
support to developing countries, but in turn commit themselves to sustain-
able development in their own countries at the same time.

With the lapse of the MDGs at the end of 2015, the Sustainable
Development Goals (SDGs) have been devised with the target date of 2030.
They also promote private sector investment. Developing countries alone are
faced with a staggering annual funding gap of $2.5 trillion (see Figure 1.4)
with the current level of investment in SDG-relevant sectors. Investments of
the private sector are therefore indispensable, and consequently banks, pen-
sion funds, insurance companies, foundations and transnational companies
should boost their investments in SDG-relevant sectors.’

- 25

3.9

total annual current annual

investment needs investment annual funding gap

FIGURE 1.4 Annual Investment Needs (in $ trillion)
Data Source: UNCTAD (2014)
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The United Nations Conference on Trade and Development (UNCTAD)
published its World Investment Report in 2014. It accounts for $3.9
trillion regarding the annual investment needs for SDG-relevant sec-
tors in developing countries. With current investment in these sectors
at $1.4 trillion, the resulting funding gap amounts to $2.5 trillion, a
sum that needs covering from both the public and the private sector.

Figure 1.5 displays the 17 SDGs as defined and no longer confined to
developing countries. Instead, they do apply to industrial states at the same
time. The first eight goals are strongly reminiscent of the MDGs and

End poverty in all its
forms everywhere

Reduce inequality within
and among countries

End hunger, achieve food security Make cities and human
and improved nutrition and settlements inclusive, safe,
promote sustainable agriculture : resilient and sustainable
3 . . 12 oo . .
Ensure healthy lives and promote 1 Ensure sustainable consumption
—M/\v well-being for all at all ages m and production patterns
E inclusi itabl b .
nsure inclusive and equitable 1B Take urgent action to combat
quality education and promote 9 climate change and its impacts*
lifelong learning opportunities for all 9 P
5 . . Conserve and sustainably use the
Achieve gender equality and .
. oceans, seas and marine resources
empower all women and girls .
for sustainable development
[§F%8 Ensure availability and sustainable Protect, restore and promote
management of water and sustainable use of terrestrial
E sanitation for all ecosystems, sustainably manage

forests, combat desertification,

halt and reverse land degradation
Ensure access to affordable, and halt biodiversity loss

reliable, sustainable and

m rn energy for all i i
odern energy for a Promote peaceful and inclusive

societies for sustainable development,
provide access to justice for all and
build effective, accountable and
inclusive institutions at all levels

Promote sustained, inclusive and
sustainable economic growth, full
and productive employment and
decent work for all

\—%— Build resilient infrastructure, promote [JIlHtEH §trengthen t!\e means o.f .

inclusive and sustainable implementation e_lnd revnallz_e the

& industrialization and foster innovation @ global partnership for sustainable
development

* Acknowledging that the United Nations Framework Convention on Climate Change is the primary international, intergovernmental forum for negotiating the global response to climate change.

FIGURE 1.5 Sustainable Development Goals (SDGs)
Data Source: United Nations (2014)
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With the lapse of the MDGs in 2015, the UN devised SDGs that are
to be implemented over a course of 15 years. The new goals address
all developing and industrial countries alike and urge them to adopt
a sustainable approach in all their efforts.

challenge problems such as poverty, hunger, education and water supply.
Environmental contemplations and action plans, justice, prosperity and
food security newly join the ranks of the previous goals. It is evident that
climate change is a core issue of these SDGs; 12 goals refer to sustainable
development and climate change. Alarmingly, 14 of the 15 hottest years on
record have in fact occurred in the twenty-first century.’

1.2 INVESTING IN FINANCIAL INFRASTRUCTURE

In retrospect, the limited offer of financial services almost made it impos-
sible to access them altogether. There was a lack of both financial infra-
structure and tailored products for the needs of people and households
living on a low income.

Under the direction of the world’s leading development banks, the
financial infrastructure in development countries has experienced a
remarkable surge in recent years. Together with private investors, financial
institutions have been founded that efficiently serve people in developing
countries and offer products that are tailored to their needs.

Microloans in particular are such tailored products. Owing to
Muhammad Yunus, the 2006 Nobel Peace Prize laureate, modern microfi-
nance has become a household name. Despite, or perhaps rather thanks to,
a simple idea, its success has been truly remarkable: poor people receive a
loan, fast and without collateral, which allows them to create employment
to improve their livelihoods.

At present, 200 million people all over the world benefit from such
microloans.' Development banks still are substantial investors and con-
tinue to play an integral part in the development of the microfinance sec-
tor. However, the sector has now reached a grade of maturity that
increasingly allows for private investors. Private people and institutional
investors alike thus have the opportunity to use their investment decisions
to actively support inclusion of poor demographic groups and achieve an
attractive return at the same time.
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1.3 CONTENT OVERVIEW

This book offers an in-depth look at the concept and the effects of impact
investing using the example of microfinance. Impact investing yields a
financial as well as a social return.

Chapters 1 to 3 will introduce the reader to the topic and offer an over-
view of the industry, its agents and their roles. Chapters 4 to 7 in turn will
focus on the different micro entrepreneurs and microfinance institutions
(MFIs), followed by the principles of loan granting, the be-all and end-all
of microfinance.

SHOE MANUFACTURE — BULACAN PROVINCE,
THE PHILIPPINES

Jennifer Dalida produced her first children’s shoes at the start of
2001. With a first loan with the Cooperative Rural Bank of Bulacan
(CRBB), she bought different materials for her production. Before
long, she began to instruct other family members in the production
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processes and her business soon went from strength to strength.
With what now is her 15th loan she has bought new machines,
employed additional workers and is able to turn out more than 240
pairs of shoes a day. Thanks to her business, she can provide for her
family, send all the children to school and create new jobs for other
relatives.

Source: BlueOrchard

Microfinance investment differs substantially from conventional
investment. Chapters 8 to 10 will elaborate on those differences and closely
inspect investment and diversification possibilities for investors. These
chapters will also be dedicated to the question of why microfinance invest-
ment as such — particularly, however, in a portfolio context — can yield an
attractive return. Chapter 11 explores the influence of real economy and
global financial economy on microfinance and its protagonists. A sum-
mary of the main arguments and discussion thereof (Chapter 12) will con-
clude this book.

NOTES

1 World Bank (2016), database 2012.
2 World Bank (2016), database 2012.
3 Ravallion, Chen and Sangraula (2008), pp. 1215, 23-24.
4 Development Assistance Committee.
5 United Nations (2001).
6 Schumpeter (1926), p.494-495 and Gurley and Shaw (1955), p.515.
7 Hofmann (2015).
8 UNCTAD (2014).
9 UN News Centre (2015).
10 Reed, Marsden, Ortega, Rivera and Rogers (2015), p. 8.



