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ARTICLE INFO ABSTRACT

Microfinance institutions (MFIs) play a critical role in promoting financial
inclusion and stimulating economic development, particularly in developing
countries. By providing financial services to underserved populations, MFIs help
alleviate poverty, support entrepreneurship, and drive economic growth. This
paper evaluates the impact of MFIs on financial inclusion and economic
development through a comprehensive literature review and analysis of empirical
data. Key metrics examined include outreach to underserved populations, loan
repayment rates, effects on income and consumption, business creation and
growth, and impacts on overall economic indicators. The evidence reviewed
indicates that while results can vary, in general MFIs have a positive influence on
both financial inclusion and development outcomes. MFIs expand access to credit
and other financial services, leading to increased incomes, consumption
smoothing, business investment, and job creation, which stimulate the local
economy. However, challenges remain in terms of financial sustainability, over-
indebtedness, and reaching the poorest of the poor. Implications and areas for
further research are discussed.

Keywords: microfinance; financial inclusion; economic development; poverty
alleviation; entrepreneurship

1. Introduction

Globally, 1.7 billion adults remain unbanked, lacking access to formal financial services [1]. Financial
exclusion disproportionately affects the world's poor, trapping them in a cycle of poverty. Microfinance has
emerged as a potential solution to this challenge. Microfinance institutions (MFIs) extend small loans and
other financial products to underserved populations, particularly low-income and rural communities. By
providing inclusive financial services, MFIs aim to help the poor smooth consumption, cope with shocks,
invest in businesses, and improve their livelihoods, thus stimulating economic development.

However, the impact of microfinance remains debated. Critics argue that MFIs have drifted from their social
mission in pursuit of profits, charge high interest rates, and fail to reach the poorest [2]. Randomized studies
have found modest or even no effects on poverty [3]1[4]. Yet, other evidence shows that microcredit and micro
savings can raise incomes and assets, supporting the notion that microfinance spurs development [5].

This paper aims to evaluate the role of MFIs in supporting financial inclusion and economic development. It
comprehensively reviews the literature and analyzes empirical data to assess MFIs' effectiveness in achieving
these objectives. The paper is structured as follows: Section 2 provides background on financial inclusion and
microfinance. Section 3 examines key metrics for evaluating MFIs' performance and impact. Section 4
analyzes MFIs' effect on financial inclusion. Section 5 assesses the evidence on MFIs' impact on economic
development. Section 6 discusses implications and concludes.

2. Background
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2.1. Financial Inclusion

Financial inclusion means that individuals and businesses have access to useful and affordable financial
products and services that meet their needs — transactions, payments, savings, credit and insurance —
delivered in a responsible and sustainable way [6]. Being included in the formal financial system helps people
plan for the future, save for emergencies, smooth consumption, invest in businesses, and improve economic
security [7]. Yet global metrics reveal severe inclusion gaps (Table 1).

Table 1. Global Financial Inclusion Statistics

Category Global Developing
Countries

Account ownership (% age 15+) 690% |63%

Borrowed from financial institution (% age 15+) 11% 9%

Saved at financial institution (% age 15+) 27%  |21%

Made digital payment (% age 15+) 52%  |44%

Source: World Bank Global Findex Database 2017 [8]

Low-income countries fare worst, with only 35% having an account [8]. Women, the poor, and rural residents
are most often excluded. Barriers include cost, distance, lack of documentation, and distrust. The unmet need
for credit is estimated at $5.2 trillion for MSMEs in developing countries [9]. Increasing financial inclusion
could boost GDP by 2-3% in developing nations [10].

2.2, Microfinance
Microfinance emerged in the 1970s as a tool to provide financial access to the poor. Modern microfinance

began with Muhammad Yunus's experiments in Bangladesh, which grew into the Grameen Bank [11]. MFIs
have since expanded worldwide (Figure 1).

Global and Developing Countries
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Figure 1. Global Growth of Microfinance
Source: Microfinance Barometer 2019 [12]

MFIs offer small loans, usually less than $1000, shorter-term and more frequently repaid than conventional
bank loans, often without collateral. They mainly serve microenterprises and low-income households. Beyond
credit, MFIs provide savings, insurance, payments, and even non-financial services like health and education.
Most MFIs operate on a double bottom line of social impact and financial sustainability. Innovations like
group lending, progressive loan sizes, frequent repayments, and local presence help overcome information
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asymmetries and reduce costs to serve the poor [13]. However, tensions can arise between these dual
objectives. Some fear MFIs are drifting from their clients in pursuit of profits [14]. Questions remain over
subsidy reliance, interest rates, and mission.

The microfinance movement aims to expand financial access to alleviate poverty and drive development.
Advocates argue that MFIs support income generation, asset building, consumption smoothing, and female
empowerment, with positive knock-on effects for the economy [15]. But evidence is mixed and impacts likely
context-dependent. The role of MFIs in financial inclusion and development merits careful evaluation.

3. Key Metrics for Evaluating Microfinance Performance and Impact

3.1. Outreach

Outreach indicators assess the extent to which MFIs are reaching underserved populations. Common metrics
include:

e Number and growth of active borrowers and savers

% Female clients

% Rural clients

Average loan size/GNI per capita (depth of outreach)

Number/growth of branches/agents (breadth of outreach)

Globally, MFIs reach 140 million borrowers and 124 million depositors [12]. But market penetration remains
low (Table 2). MFIs serve harder-to-reach clients, as shown by their 80% female, 58% rural clientele, and
smaller $1,237 average loan size vs. $11,674 for banks (adjusted for GNI) [16][17]. Still, tension exists
between serving poorer clients and attaining scale and sustainability.

Table 2. Microfinance Penetration Rates by Region

Region Borrowers/Populatio
n
Latin America & Caribbean 5.01%
South Asia 3.81%
East Asia & Pacific 2.36%
Eastern Europe & Central Asia 2.35%
Middle East & North Africa 1.82%
Africa 0.70%

Source: MIX Market Cross-Market Analysis [17]

3.2. Financial Performance

Financial metrics indicate MFIs' ability to sustainably provide services. Key ratios include:
e Portfolio at Risk (PAR 30/90): % loan portfolio overdue

Write-off Ratio: % loan portfolio written off as uncollectible

Operational Self-Sufficiency (OSS): Operating revenues/expenses

Return on Assets (ROA) and Return on Equity (ROE)

Yield on Gross Loan Portfolio (nominal and real): Interest and fees/average GLP

Debt to Equity Ratio

Operating Expense Ratio: Operating expenses/average GLP

MFIs have maintained stable PARs, averaging 4-5% globally [17]. But wide variations exist by region and
institution (Table 3). As MFIs mature, rising competition has pressured yields while cost ratios remain high,
stressing OSS, ROA, and ROE. Funding constraints also hinder growth. Balancing financial health and social
mission remains a challenge.

Table 3. Microfinance Financial Performance Metrics by Region, 2018

Region PAR |Write-off |OSS |ROA |[ROE |Yiel |Operating Expense
30 Ratio d Ratio

Africa 6.1% [1.3% 104% [1.8% (9.5% [26% [19.3%

East Asia & Pacific 2.5% 10.5% 108% (1.5% |8.7% [19% [11.9%

Eastern Europe &|3.6% |0.7% 119% (3.3% (14.0% [23% [13.0%

Central Asia
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Latin America &5.3% [1.8% 111% [1.8% (8.8% [28% (17.1%
Caribbean

Middle East & North{1.9% |0.5% 115% |2.9% [12.7% |26% [16.8%
Africa

South Asia 2.4% [1.0% 107% [1.0% [11.2% [19% [9.9%

Source: MIX Market [18]

3.3. Economic and Social Impact

Assessing MFIs' impact on clients and economies is complex. There is no universal metric, and rigorous
evaluations can be costly and difficult. But common indicators examined include:

Changes in client income, consumption, savings, assets

Business outcomes (revenues, profits, employees)

Household improvements (education, health, housing, empowerment)

Repayment capacity and over-indebtedness

Wages and job creation

Welfare and GDP effects

e Inequality and poverty measures

Findings are mixed, with some studies showing positive impacts and others no effect (see Sections 4 and 5).
Disentangling causality is a challenge. Nonetheless, metrics like income, consumption, and business
outcomes offer important insight into MFIs' impact on financial inclusion and development.

4. Microfinance and Financial Inclusion

4.1. Microcredit

MFIs have been instrumental in expanding credit access. The global average MFI loan size of $1,237
demonstrates their focus on underserved clients [16]. Women comprise 80% of MFI borrowers, and rural
clients 58% [17]. Regional data also shows MFIs increasing credit access (Table 4). For example, in
Bangladesh, MFIs reach 32% of the population, while banks serve only 10% [19].

Table 4. Microfinance Borrowers as % of Population

Region MFI
Borrowers/Population

Bangladesh 32.0%
Mongolia 17.3%
Cambodia 12.7%
Nicaragua 11.1%

Bosnia & Herzegovina 10.5%

Peru 10.3%

Source: MIX Market [20]

However, MFI market penetration remains limited in most countries. Critics argue their growth has slowed,
and they often fail to reach the poorest [21]. For example, a study of 1,500 MFIs found only 29% of clients
were in the bottom 50% of their country's income distribution [22].

Evidence on microcredit's impact is also mixed. Some studies associate it with higher incomes, consumption,
and business investment [23]. But randomized experiments have found more modest or neutral effects
[24][25]. One meta-analysis of rigorous evaluations concluded microcredit has no impact on household
income or consumption on average, although some benefit was seen for business outcomes [26]. Thus, while
microcredit improves credit access, its inclusion and welfare impacts are not always clear-cut.

4.2. Micro savings

Emerging evidence suggests microsavings may be as important as microcredit for financial inclusion and
development. MFIs serve 124 million savers globally [12]. Savings help the poor accumulate lump sums for
investments and smooth consumption during lean times. One study found access to savings accounts
increased business investment by 40% and household expenditures by 37% [27]. Another RCT showed
savings access raising incomes 8% and assets 13% [28].

MFIs are innovating to further expand savings. For example, mobile-based savings accounts in Kenya, linked
to M-PESA, increased household savings by 22% [29]. Behavioral design tweaks like automatic deposits,
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reminders, and commitment devices also help boost savings rates [30]. As MFIs develop microsavings, these
services could become a powerful inclusion tool.

4.3. Micro Insurance

The poor face high risks from health issues, natural disasters, and accidents. Microinsurance aims to provide
affordable coverage against such shocks. MFIs have begun expanding insurance offerings, but uptake remains
low. Only 6% of MFI clients globally have microinsurance [12].

Challenges include lack of consumer education, high transaction costs, and basis risk [31]. But emerging
research suggests microinsurance supports resilience and productivity. One study in Ghana found farmers
with rainfall insurance invested more in their crops [32]. Health microinsurance has been linked with better
care access and reduced out-of-pocket spending [33]. Further developing viable microinsurance markets
could boost inclusion.

4.4. Digital Finance

Digital technologies are transforming microfinance and accelerating inclusion. Mobile money, pioneered by
M-PESA in Kenya, has rapidly spread worldwide. By 2017, there were 690 million mobile money accounts,
and 17% of MFI clients were using digital financial services [34].

Digital finance overcomes barriers of distance, cost, and information that exclude the unbanked. A study in
Niger found mobile money access decreased travel time to access financial services by 90% [35]. Another
showed digital salary payments into mobile accounts boosted household savings rates 35% [36]. Biometric
identity also expands access for those without documentation.

As smartphone penetration rises in emerging markets, app-based digital credit, savings, and insurance are
proliferating. Ant Financial's Alipay platform has reached 633 million users [37]. Digital MFI lending
promises to slash costs by 80-90% [38]. While risks like algorithmic bias and predatory lending must be
addressed, digital finance could be a quantum leap for inclusion.

5. Microfinance and Economic Development

5.1. Income and Consumption

A key question is whether MFIs raise incomes and living standards. Some evidence is promising. A study of
1,800 households in Bangladesh found access to microcredit increasing incomes by 29% and consumption by
18% [39]. Another analysis of 1,300 MFIs in 101 countries calculated that a 10% rise in MFI loans per capita
lifted GDP growth 0.3 percentage points [40].

However, results are context-dependent. Other research finds no or limited income effects from microcredit,
especially for the poorest [41][42]. One review concludes impacts are likelier when clients have more
education, existing businesses, and access to wage jobs [43]. More consistent benefits are seen on
consumption smoothing and resilience [44]. Thus, while not a panacea, microfinance likely supports incomes
for some clients, and helps many cope with shocks.

5.2. Business Outcomes

Another theory of change holds that MFIs drive development by funding microenterprises. Some data bears
this out. An RCT giving cash grants or microcredit to small businesses in India found profits rising 28-30%
[45]. An evaluation of six MFIs in Sub-Saharan Africa concluded they supported business survival,
employment, and profits, with each $1 in microcredit generating $0.91 in GDP [46].

Yet, other studies find no significant impact on business creation, survival, investment, or hiring, especially
for subsistence enterprises [47][48]. One concern is that many microloans fund consumption, not businesses.
An analysis of 1,000 MFIs estimated only 30% of loans went to microenterprises [22].

Overall, MFTs appear to have some positive impact on microenterprise performance, but more for existing
businesses with growth potential. Identifying and targeting these firms may enhance economic effects [49].
Combining credit with training, savings, and mentoring could also help businesses utilize microfinance
productively.

5.3. Job Creation and Labor Market Effects

In theory, MFIs support job creation both through business hiring and by freeing entrepreneurs' time for
economic activities. One study of 81 MFIs estimated they generated 2.4 jobs per client [50]. Research in
Bosnia and Herzegovina found microcredit access raised employment probabilities 4-6% [51]. Increased
female entrepreneurship from MFIs could also have broader labor market impact by demonstrating women's
productive capacity.

However, microenterprises often remain subsistence-level, limiting job creation. Many are a source of
supplemental income, not new careers [52]. Some evidence even suggests male-owned enterprises grow
faster and create more jobs when capital-constrained female-owned ones exit [53][54]. MFIs may also divert
labor away from larger, more productive firms [55]. More research is needed on how MFIs interact with
broader labor markets.
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5.4. Poverty Alleviation and Development Goals

Given microfinance's pro-poor focus, an important question is whether it alleviates poverty. Global data
analysis by CGAP that a 10% increase in MFI gross loan portfolio per capita could lift 1% of the population out
of poverty [56]. A study in Bangladesh found participation in MFI programs associated with a 1.6 percentage
point decline in moderate poverty and a 2.2 percentage point drop in extreme poverty [57]. Another study
calculated that without MFIs, the poverty rate in developing countries would be 0.7 percentage points higher
[58].

However, other research finds microfinance has limited direct impact on poverty rates [59][60]. Poor
targeting may be an issue, as one analysis estimated only 29% of microfinance clients live below their
national poverty lines [22]. Randomized studies have found muted effects, with one concluding microcredit
"appears to have no discernible effect on poverty, at least in the short term" [61].

Microfinance may work better as a mechanism for managing poverty than overcoming it [62]. Still, it likely
contributes to development goals like building assets, empowering women, funding education and
healthcare, and supporting graduation programs. An RCT providing asset transfers, training, and savings
support to the ultra-poor found incomes rising 37% and a 14 percentage point drop in poverty [63]. As a tool
in the development toolbox, microfinance can support multi-pronged efforts to tackle poverty.

6. Discussion and Conclusions

This review suggests MFIs have a positive but uneven impact on financial inclusion and economic
development. Microfinance expands access to credit, especially for women and rural communities, and
innovations in savings, insurance, and digital finance are accelerating inclusion. There is evidence linking
MFIs to higher incomes, consumption, business investment, and job creation, with potential multiplier
effects for local economies.

However, findings are mixed, with some studies showing MFIs have limited or neutral impact, particularly on
the poorest. Over-indebtedness and loan diversion to consumption remain concerns. MFIs also face
challenges of scale, sustainability, and high costs. Balancing pursuit of profits against social goals is an
ongoing tension.

MFIs should not be viewed as a silver bullet, but as one tool for spurring inclusive development. To enhance
impact, MFIs can improve poverty targeting, diversify offerings beyond credit, lower costs through
technology, and partner with other anti-poverty programs. Linking credit to savings, insurance, training,
mentoring, and asset building could amplify benefits.

Governments and donors also play a role in building healthy microfinance markets. Smart policies balance
oversight with innovation space. Funding public goods like financial infrastructure, consumer protection, and
impact research supports the sector. Development finance institutions can provide patient capital and
technical assistance to expand MFIs' reach and products.

In the end, microfinance alone will not eliminate poverty nor create the deep structural changes needed for
sustainable development. But by opening up access to key financial tools for marginalized communities, MFIs
help plant the seeds of economic empowerment and inclusion. Further work to improve MFI performance,
lower costs, and deepen client impact can position the industry to be a vital contributor to inclusive growth
and the global goals. With 1.7 billion still financially excluded, the need and potential for innovative
microfinance remains vast.
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