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“The poor stay poor not because they are lazy,
but because they have no access to capital.”
--Milton Friedman, 1976 Nobel Prize for Economic Science

Phil Smith:

My break came from a $50,000 loan and the opportunity to invest in a new gas
pipeline company. Eric’s big opportunity came when he lined up financing to grow his
television production business in Chicago. A microcredit loan is often the only break
impoverished people receive that can move them up the rungs of the economic ladder in
their communities.

The fundamental premise of microcredit is that people can improve their incomes
through hard work if given small loans to strengthen their businesses. This premise has
been proven true by millions of borrowers who are now building their tiny businesses,
supporting their families, and repaying their microloans so that others can have a chance
at the one break they too need to succeed. These borrowers are actively changing the
futures of their families instead of begging or helplessly waiting for the next installment
of charity aid, which may never come.

Sam Daley-Harris, director of the Microcredit Summit Campaign, reports in The
State of the Microcredit Summit Campaign Report 2006 that in the fall of 2006, 3,133
microfinance institutions served 113 million families during the previous year. While that
is a laudable accomplishment, more than 500 million families that would almost certainly
benefit from microcredit remain impoverished, and at least another 300 million more
might benefit from it. According to our best calculations, Eric and | estimate that only
one of every eight people who could benefit from microcredit currently has access to it.
This is very clearly an underserved market.

As a weapon against poverty in developing countries, microcredit is as vital as
education, health, human rights and good government. To highlight its importance in



eliminating poverty, the United Nations declared 2005 the International Year of
Microcredit. Richard Weingarten, executive secretary of the U.N. Capital Development
Fund, said, “The demand for microfinance services remains largely unmet, especially in
Africa.” Despite this, less than 1% of World Bank funding goes to microcredit.'

So, why does microcredit work so well in developing countries? The answer is so
subtle that despite having read extensively about microcredit, | still missed the underlying
and seldom discussed reason: the economies of developing countries are entirely different
than those of developed countries. These economies operate on a much smaller scale, a
micro-scale, compared to the economies of the developed world. This distinction is
important because virtually all of the people who live in abject poverty live in developing
countries or in the undeveloped regions of partially developed countries, such as India
and China. The income and expenses of these people represent but a tiny fraction of the
same amount in developed nations, and they make their livings in ways bearing little
resemblance to those seen in the developed world. What you and | might consider pocket

change can represent a doubling of income
for impoverished people.

Cash Only

What may at first appear to tourists
as a flea market when visiting a
developing country is in fact the
community’s version of a town mega-mall
where, instead of the credit and debit
transactions we in the developed world are
used to, all exchanges of goods are in
cash. In the place of mass-produced name-
brand groceries and dry goods, the market
sells home-grown produce, household
goods in small quantities, such as single
bars of soap or a few squares of toilet
paper, and clothing—much of it locally
produced—plus a very limited assortment
of small luxuries that only a few shoppers
can afford. The equivalent of a surround-
sound wide-screen movie complex is a
battered television propped up on the back
of a rusty pickup truck. The market’s
gourmet store equivalent is a gravity-
defying basket on a woman’s head from
which she sells fruit otherwise unavailable
in her village. These vendors work hard to
provide for their families. Many work
from dawn to dusk for incomes that,
without a little credit, often do not meet
their families’ basic needs.

Microcredit in Action
The Mikhayloynas were struggling in
Ukraine. They were living in an
unheated, half-built house that they
could not afford to finish, and their
government pension barely covered the
cost of their food. With no money for
medicine or other necessities, Galina
Mikhayloyna started selling milk in
jars at the local outdoor market where
vendors sell everything from hand-knit
socks to home-baked bread. She soon
was able to add grain to her
merchandise, but did not have enough
money to build up her supply or to
stock other products. Galina obtained
a $400 microloan which she used to
increase and diversify her inventory
with a variety of popular household
products. Sale of these additional
products produced enough extra
income for the Mikhayloynas to be able
to finish their house. Subsequent loans
helped Galina move up to the best
selling place in the market. She now
has many customers and is known
throughout the market as a strong
businesswoman and savvy
entrepreneur.



Imagine living in a society where every financial transaction had to be completed
in cash only, a society with no banks or alternate sources for loans and with no other
access to financial services. You could not write a check or charge a purchase. Your
savings account would be cash under the mattress or in your pocket. Accumulating
enough cash to make a major purchase such as a car or a house would be nearly
impossible. Investing would be too cumbersome to imagine, so there would be no stock
market; companies that require investment capital would never get off the ground. You
would find it difficult to expand sales for your tiny enterprise, because your inventory of
clothes, produce, or basic household items would be limited to what your meager profit
would buy. You could not borrow to buy, repair or replace equipment, and, since you
have no reserves, small emergencies would turn into disasters. Yet more than half the
world’s population operates in this type of cash-only, informal economy.

In contrast, intricate banking and finance systems fuel developed countries’
economies by providing loans and other financial services for credit-worthy customers
and working capital for potentially profitable businesses. In contrast with a cash-only
economy, developed countries are moving toward a cashless society.

In developing countries, government regulations, when they exist, often obstruct
rather than support business. Laws, when enforced, are complex and regressive. They
seldom protect individual property rights. Virtually no formal banking or financing
services are available except for wealthy clients in the big cities. Few salaried or full-time
hourly jobs exist. The Economist reported that nearly 60 % of nonagricultural
employment in Latin America and 67 % in Africa is in the informal sector. In India, nine
out of ten workers are in the informal sector, contributing 60 % of net domestic product
and 70 % of income." Informal businesses are typically the only viable employment
options for the poor. The one positive aspect of this type of business is that all workers
can be self-employed provided they are smart enough, work hard, have inventory and a
market, and keep their prices competitive.

In developing countries, most poor people do not have access to financial
services. Either credit is not available from any source or only from unscrupulous
lenders. Their interest demands are so exorbitant that no matter how good the business
and no matter how hardworking the entrepreneur, it is impossible to get ahead. Citigroup,
the largest banking network in the world, is beginning to look seriously at ways to
connect with the vast numbers of people who live completely outside banking as it exists
today. Robert Annibale directs the Citigroup division studying microcredit. He points out
that 2.5 billion people have never used a bank or as he put it, “40% of the world is
beyond the world we know.”" Yet, with just a tiny amount of fair credit, people are able
to open and expand businesses by adding inventory or equipment, implementing a
competitive advantage, or seizing a market opportunity.

Though income derived from microbusinesses is not large, neither is the cost of
living of the individuals who run them. That is why the minor increase in income, which
stems from appropriate use of microcredit, can give families the financial boost necessary
to increase their standard of living. With subsequent larger loans, businesses can grow
and move these families even further up the economic ladder. This is real progress,
perhaps the first progress some families have seen in generations. Working with passion,
parents are ensuring that their children will not suffer as they have. For this privilege they



readily sign their names on the legal papers for microloans and work hard to reimburse

their lenders.

Microenterprises

Microenterprises are small-scale versions
of the same types of businesses found in
developed countries. Twenty hens and a coop
constructed from scrap material become a
poultry enterprise. A produce store may be a
rickety wooden cart piled with mangos picked
that morning by the driver or purchased from a
local farmer. Hives, bees, and a collection of
mismatched used jars are a honey factory. A 40-
year-old truck is used to transport both goods for
sale and paying passengers. A pedal-powered
sewing machine is the local equivalent of a
clothing factory. An outdoor clay oven is the
village bakery. With microloans providing
working capital, these businesses can support
families and boost the grassroots economy for
the whole community.

Being creative and turning every
available resource into a business is vital to
improving the lives of those in poverty. In the
Caribbean, a young man used a microloan to buy

Microcredit in Action

Like many women in southern
Haiti, Marie Laursa had a family to
support, but no money and little
education. With cash in hand from
a microloan, she acquired the
bargaining power to purchase rice
from nearby farmers at the best
possible price. She took that rice to
the city where she now had the
staying power to command a good
price for it. She promptly took the
proceeds from that sale and bought
consumer goods to sell in her
village. With her new export/import
business, she is able to send her
daughter to school and break the
cycle of poverty into which she was
born.

a used TV and VCR. He has turned his two-room tenement apartment into a movie
theater. He rents a new video every day, charges neighbors the equivalent of 15 cents to

watch the movie and sells snacks from his four-shelf grocery store. In Asian villages with
no electricity, “phone ladies” buy cell phones with microloans and make their livelihoods
by serving as their villages’ pay telephones. A man in India with a laundry business was
not making enough money to survive. Washing his customers’ clothes in a nearby stream
was not his problem; giving them a fresh pressed appearance afterward was. A microloan
of just $50 was all he needed to acquire an iron and an electrical outlet, bringing his
business to the next level.

Poor people often do not need outsiders to tell them about business opportunities.
They are keenly aware of opportunities to start or grow a microenterprise. Usually they
just need a little working capital. As | got involved in microcredit, two factors became
blatantly obvious. First, | was so used to living in a society awash with capital that I had
a hard time conceiving of a world where absolutely no borrowed funds were available.
Second, most poor people in developing countries are intelligent and hard-working. They
know that if they do not work, their families do not eat.

One of the first stories | heard about microcredit revealed the way families and
societies can blossom on a lasting basis when offered the opportunity. Years ago in a
shantytown in Managua, Nicaragua, before the opening of a community microcredit
bank, all the homes were made of scrap wood, plastic sheeting, and cardboard, and the
local schoolteacher lamented that too many youngsters were working or begging instead



of attending school. At an orientation meeting to introduce the concept of a microcredit
bank, few residents took an active interest in the proposal. The people of this community
had given up all hope of changing their situation.

In that same neighborhood, two years
after the program opened, cement block
houses stood among the shanties, and the
community’s teacher was excited because
more children were attending school. The
borrowers were proud of their businesses and
home improvements. One weekly meeting
was lively, as the members celebrated their
successful lobbying of government officials to
have electricity brought to their area. Some
borrowers volunteered to dig holes for the
utility poles, and others offered to provide
refreshments. They concluded their time
together with a discussion of how electricity
would improve their businesses. One woman
planned to use her next loan to buy a
refrigerator so she could sell milk and meat in
addition to bread and soap. A carpenter
predicted that he could more than double his
production with a power saw.

Instead of resigning themselves to
remaining poor and being fearful of sliding
deeper into poverty, these successful
borrowers made the decision to improve their
lives. Before they experienced the power of
credit, the people of this Managua shantytown
would not have dared to approach a
government official for the electrical service
they needed and were entitled to receive. The
villagers would not have dug holes for utility
poles, because they would not have believed
poles would arrive. Nor would they plan

Microcredit in Action

Peter Greer, who built the largest
microcredit program in Rwanda,
now heads programs in a dozen
countries. When | asked him to
recount his most vivid memory of a
borrower helped by one of his
programs, he t ol d m
forget Mama Ndugu. She had
received a small loan to set up a
grocery shop on her porch and in
her house. She also farmed land
behind her home when the shop
was closed. Her business was
prospering, and she told me how
she was now able to provide for her
children and several orphans she
had taken in. Despite her humble
surroundings, she was proud to be
caring properly for her family. As |
was about to leave, she presented
me with a giant yam, the best from
her garden. I had given her nothing
other than a loan, which she paid
in full and on time. She is the one
who gave something to me —not
just a yam, but a new appreciation
of the generosity and dignity that
make the poor r

refreshments for the volunteer diggers, because they would not have had enough food.
Over a two-year span, the people in that microcredit program in Nicaragua made
the mental move into the middle class. They still did not have running water, and most of
their floors remained nothing but packed dirt. When they had transportation, it was
usually a donkey. But the progress is unmistakable. In the past, the next generation had
no reason to expect they could improve on their parents’ lot in life. Now most of the
children receive an elementary education, which is a solid middle-class achievement by

local standards.



Success Is Changed Lives

In The World Is Flat, Thomas L. Friedman observes that when people have hope,
they are in the middle class. “They have a pathway out of poverty or lower-income status
toward a higher standard of living and a better future for their kids. You can be middle
class in your head whether you make $2 a day or $200, if you believe in social
mobility—that your kids have a chance to live better than you do—and that hard work
and playing by the rules of your society will get you where you want to go.”

While receiving a yam as a hospitality gift may seem incidental to us, in the
context of the poverty of the developing world it represents an enormous generosity that
is humbling to experience. For people who have long lived without enough to eat, the
opportunity to show their gratitude with such a small gift represents considerable
progress. Some of the most crucial benefits of microcredit are far more than financial and
cannot be measured on a balance sheet. The true benefits are dignity and self-esteem,
along with respect for family and community. Microcredit enables people to become
givers, not takers. Microcredit should not be seen as charity, but rather as the opportunity
poor people need to build a decent life. Through microcredit, donors can shed the old
hand-out mentality and become true partners in progress with the people of the
developing world.

' United Nations December 8, 2005, report
" FINCA International, “The Global Picture,” www.villagebanking.org/globalpic.htm
" Connie Bruck, “Millions for Millions,” The New Yorker Magazine, October 30, 2006
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