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Abstract
The jury is still out on the systematic welfare impact and value-addition from the expansion of targeted microfinance market interventions for the poor. We present the following four key insights from a study of 64 low- and middle-income households in rural and urban southern India today on how they use various financial products, services, and instruments (including microfinance) to manage their money: (1) respondents borrow for several reasons other than ‘small enterprise development’ (only 30% share) – it is important to unmarry ‘microfinance’ from ‘small enterprise development’ to objectively assess its welfare impact along multiple dimensions; (2) microfinance remains one (30-35% share) among many formal, semi-formal and informal savings and credit channels used by poor households to manage their income and consumption streams, and negotiate risk; (3) there appears to be some link between being marginally ‘better-off’ in our sample and being affiliated with microfinance in some form – however, interpreting this will involve solving the causal inference quandary; (4) microfinance loans at 24-36% interest rates  are considered ‘cheap’ (not exploitative) in our respondents’ environment – attractive terms of finance involve much more than just the stated interest rate. We present these findings to contradict popular rhetoric on the subject, and provide food for thought to any person/ institution interested in using market mechanisms to alleviate poverty.  
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Introduction
Debates around the welfare impact and value-addition from the expansion of targeted microfinance interventions for the poor continue in non-profit, corporate, and policy circles (the 2006 Nobel Peace Prize being awarded to Dr. Mohammad Yunus of Grameen Bank has been recognition of microfinance’s positive impact worldwide; for a recent critique of microfinance in the popular press, see Claire Miller’s “Easy Money”, Forbes magazine, www.forbes.com/forbes/2006/1127/134.html ). There is hyperbole on both the pro- and anti- sides, with little systematic quantitative evidence from research on the strengths and failures of microfinance interventions in alleviating poverty in particular contexts through particular models of delivery. Where success is realised through revenues, the criticism is that those benefiting are the non-poor. Where success is realised through targeting the poorest, the criticism is that the financial services are running on subsidies.
While it is difficult to see what is driving the microfinance boom in India over the past decade (market signals or donor interest or some combination of both), the fact that the boom is real cannot be denied ($1.3 billion lent as microcredit to poor borrowers in India during the fiscal year 2005-06, up from $4 million ten years ago, source: M-CRIL)
.  Microfinance now reaches out to over 17 million clients in India alone. 
Why is all this relevant to us at Microsoft? C.K. Prahalad’s “Fortune at the Bottom of the Pyramid” was an instant bestseller. But now businesses are slowly coming to terms with the practical complexity of rearranging business processes and models to serve customers such as Velu who have studied till Class 7, earn Rs. 5000 ($110) each month, have school-going children, and work as office cab drivers in Bangalore. Microfinance is situated exactly at this junction of being interesting to the world’s 2.8 billion people living on <$2 a day
, but also having to construct and deconstruct ways of supplying the demanded services profitably. 
This is a pure demand-side analysis of how 64 low- and middle-income households in rural and urban southern India today use various financial products, services, and instruments to manage their money. We situate the role and value of “microfinance” within these households’ broad and complex financial portfolios, and draw attention to four insights gained from this most limited of empirical exercises that contradict popular rhetoric on the subject, and provide food for thought to any person/ institution interested in using market mechanisms to alleviate poverty.  
Study sample 
Table 1 presents the composition of our sample, in terms of rural/ urban location and income category. We use the NCAER (National Council for Applied Economic Research) income class categorisation as shown in the table. Reflecting the shares of each class in rural and urban India, the proportion of rural households (HHs) among the poor in our sample is high (80%), while the share of urban HHs in the Middle and Upper Middle/ High income group is high. (For details on the limitations of our sample and the resulting inferences, please see the description of study Methods in Appendix 1).
Table 1: Composition of sample

	Income category
	Low
	Lower-Middle
	Middle
	Upper Middle/ High
	Total

	Annual household income bracket (Rs./$)
	<45,000 (1000)
	45-90,000 (1-2000)
	90-135,000 (2-3000)
	>135,000 (>3000)
	..

	Abbreviation
	L
	LM
	M
	UM/H
	..

	Rural (R) respondents
	19
	15
	4
	0
	38

	Urban (U) respondents
	5
	11
	8
	2
	26

	Total
	24
	26
	12
	2
	64*


*Reliable income estimates were not shared for 6 of our original sample of 70 households
(1) Microcredit is (and should be) used primarily to support microenterprise. 
No.

Microfinance began as an effort to provide small loans to poor entrepreneurs to improve their businesses and generate “new income”. One of the major allegations thrown at the microfinance industry today is that microcredit is often not used for enterprise creation or small business development (‘productive purposes’), but instead for consumption-related expenditures.  It is inferred that such use of microcredit amounts to wastage, dependency creation, and the continuation of poverty.

The observation that not all micro-borrowing is for enterprise is accurate, but the inference of wastage is misplaced. Table 2 below summarises the various purposes for which our respondents report having borrowed in the recent past (last 5 credit instances per household) from a variety of formal, semi-formal (microfinance) and informal lenders.  Readers must be cautioned that these are self-reported, and may diverge from actual behaviour.   

Table 2: Uses of credit among 64 low- and middle-income households

	Purpose for loan
	No. of instances
	Purpose for loan
	No. of instances

	
	
	
	

	Agric – land (buy or rent)
	2
	Regular Consumption
	27

	Agric – borewell 
	6
	Emergency
	1

	Agric – motor repair 
	2
	Alcohol
	2

	Agric – seeds  
	1
	TV
	2

	Agric – general 
	10
	Motorcycle
	2

	TOTAL AGRIC-BUSINESS RELATED
	21 (8.7%)
	Electricity
	3

	
	TOTAL CONSUMPTION-RELATED
	37 (15.3%)

	Shop business
	11
	

	Saree business
	5
	Pay interest 
	3

	Fruit-sale business
	6
	Repay loans
	13

	Veg-sale business
	2
	TOTAL LOAN-REPAYMENT-RELATED
	16 (6.6%)

	Tiles business
	2
	

	Tempo business
	4
	Housing
	24

	Tailoring business
	7
	Land
	6

	Beautician business
	1
	Gold/ jewels
	4

	Dry-cleaning shop
	1
	Education
	18

	STD/PCO business
	1
	Employment
	1

	Garage business
	1
	Goats
	4

	Computer horoscope business
	1
	Cow
	14

	Business (particulars unspecified)
	6
	TOTAL ASSET-RELATED
	71 (29.3%)

	TOTAL NON-FARM BUSINESS-RELATED
	48 (19.8%)
	

	
	Social Function (marriage, death, attaining puberty)
	27

	Hospitalisation
	1
	Pilgrimage
	1

	Ill health
	18
	Transferred debt
	2

	TOTAL HEALTH-RELATED
	19 (7.9%)
	TOTAL LIFE-CYCLE-RELATED
	30 (12.4%)

	

	TOTAL instances of borrowing 
(where purpose of loan was specified)
	242


Clearly, microfinance or no microfinance, our respondents are borrowing for a host of reasons in the course of their everyday life. At most, 30% of loan instances recorded have been towards small enterprise development (farm and non-farm sectors combined). What is striking is the high share of household capital-accumulation-related loans (physical or human capital as assets), almost equalling the share of loans put towards small enterprises. Does this amount to ‘productive’ use of finance? Absolutely. The returns on a house or on a child’s education do not show up in one’s income stream, but are major components of long-term household well-being and mobility. Similarly, the returns on an investment in an expensive marriage for a daughter manifest over time when she faces a health shock and is able to pawn her wedding jewels to access a loan at 2% per month instead of 10%.
Apart from the ‘long-term’ welfare impact not covered by measuring short-term income indicators, it is important to remember that ‘expenditure saved’ (through a lower-cost loan) is as important a determinant of rising welfare as ‘income earned.’ Consumption and social functions feature as prominent uses of loans (each contributing to 11% of all loan instances in the sample). If I had to take three loans to finance such consumption, of which even one is a collateral-less microfinance loan at 2% per month (compared to the normal 10% on the other two loans, or compared to a situation of having to pawn jewellery to obtain a 2% loan), the interest saved from access to one lower-cost loan itself amounts to a welfare gain. It is therefore important to unmarry ‘microfinance’ from ‘small enterprise development’ to objectively assess its welfare impact along multiple dimensions, and better understand/ cater to the seemingly unquenchable demand for cheap(er) finance among poor households. 
(2) For poor households, microfinance offers the only option for saving and borrowing (aside from moneylenders).
No.

Even after two decades of active promotion, microfinance remains one among many channels used by poor households to manage their income and consumption streams, and they negotiate risks through a complex and dynamic portfolio of instruments, many of which are informally obtained.  Our 64 respondents reported 260 savings instances and 250 credit instances (when asked to describe their five most recent savings and credit products). As Table 3 shows, just about 30% of the savings instances and around 37% of all credit instances reported were through microfinance institutions. 
Table 3: Types and frequency of various savings and credit products used by 64 low- and middle-income households (in their 5 most recent saving and borrowing instances)
	Savings Product
	Total no. of
instances
	Credit Product
	Total no. of
instances

	
	
	
	

	Bank – savings accounts
	18
	Bank 
	44

	LIC
	60
	FORMAL – TOTAL
	44

	Post Office savings
	12
	
	

	Fixed Deposit – Bank
	10
	Grameen-style MFI
	18

	Recurring Deposit – Bank
	3
	Self-Help Group-style MFI
	74

	Provident Fund/ Gratuity
	8
	SEMI-FORMAL  (Micro-finance) - TOTAL
	92

	FORMAL - TOTAL
	111
	
	

	
	
	Chit funds (ROSCAs)
	4

	Grameen-style MFI
	15
	Cooperative
	6

	Self-Help Group-style MFI
	59
	INFORMAL MUTUALS -TOTAL
	10

	SEMI-FORMAL  (Micro-finance) - TOTAL
	74
	
	

	
	
	Moneylender
	36

	Chit funds (ROSCAs)
	46
	Landlord/ Landlady
	1

	Cooperative
	1
	Employer
	5

	INFORMAL MUTUALS -TOTAL
	47
	Pvt Financier
	12

	
	
	Neighbour
	10

	Gold – with goldsmith
	11
	Friends
	5

	Private Insurance
	5
	Relative
	18

	Private Finance companies
	3
	Pawnbroker
	8

	Moneylender (for on-lending)
	1
	Supplier/ Trader/ Contractor/ Seller
	4

	Shop
	2
	Business partner
	1

	INFORMAL 1-ON-1 - TOTAL
	22
	Shop
	4

	
	
	INFORMAL 1-ON-1 – TOTAL
	104

	Hundi
	6
	
	

	INFORMAL INDIVIDUAL - TOTAL
	6
	TOTAL instances of 

borrowing
	250

	
	

	TOTAL instances of saving 
	260


When it comes to credit, informal 1-on-1 instruments top the list, accounting for around 40% of all credit instances in our sample. This is not surprising given the flexibility and timeliness of informal 1-on-1 credit services (including those provided by the infamous moneylenders and private financiers), which microfinance services have as yet only partially bridged. The strong social and personal networks that microfinance uses to elicit repayments from poor households pre-date institutionalisation, and the poor continue to rely heavily on their neighbours, relatives, employers, and informal thrift/ credit groups like chit funds, for both with-interest and interest-free loans. 

The fact that close to 43% of all savings instances (the highest share) are conducted through formal instruments, particularly through life insurance (LIC) policies, comes as a major surprise, especially given the rhetoric on ‘poor access for India’s poor millions to formal financial services.’ When seen through the narrow lens of a savings/ checking account with a commercial bank, yes, only 7% of all savings instances in our sample are through such a device. However, the moment you include other formal savings products such as LIC policies, Post Office savings, fixed and recurring deposit schemes, Provident Fund and Gratuity arrangements at one’s employment, the figures change quite dramatically. Figure 1 (below) shows the distribution of formal savings across income categories, and it is clear that consumption of formal savings products is high even among the poorest in our sample, particularly the rural poor. The question to then ask is what is it about particular formal instruments like the LIC, which makes it so popular (including its strong and widespread marketing arrangement, its long-term focus and high returns), which other formal instruments cannot match.
Figure 1: Savings instruments used, per-household average, per-wealth group
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(3) Microfinance is for the “better-off” poor.
Uncertain.

Many critics of microfinance maintain that microfinance does not (and cannot) reach the poorest of the poor. At the time of recruiting respondents for this study, 66% were approached as members of a Self-Help Group (SHG)-style MFI, 20% as members of a Joint Liability Group (JLG) or Grameen-style MFI, and the remaining 14% were approached independently, as those not known to be affiliated with any microfinance institution. This heterogeneity allows us to decompose our respondents into groups by their primary affiliation with a microfinance institution or not, and crudely assess their income-category (level of poverty) by this criterion. Figure 2 below shows the distribution of respondents by type of MFI-affiliation, income group and location. 
Figure 2: Distribution of respondents by MFI-affiliation across income groups
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We see that while the share of the very poor (Low income) is indeed highest among the unaffiliated (non-MFI) group, particular models of microfinance seem to have greater outreach among particular segments of the poor. SHG-style microfinance seems to have great outreach to the rural Low and both rural and urban Lower-Middle income respondents. Grameen-style JLG microfinance in our limited urban sample appears to cater to ‘better-off’ Lower-Middle and Middle income respondents. There therefore appears to be some link between being marginally ‘better-off’ in our sample and being affiliated with microfinance in some form.
This leaves us with  the classic causal-identification quandary – are the ‘better-off’ households better-off because of microfinance, or were they better-off anyway even before associating with microfinance? The answer to this would result in us either lauding microfinance  as the beacon of poverty alleviation or deriding it as a mis-targeted poverty reducation programme. This is the exact question that has inspired a number of (much-needed) randomized experimental evaluations of microfinance, some of which are underway at the Center for Microfinance of the Institute for Financial Management and Research (IFMR) in Chennai, sponsored by India’s largest private bank ICICI, among other research projects. Our own attempt at MSR India is to facilitate such randomized panel evaluations of interventions that we undertake with  our MFI partners to allow clear causal identification.
(4) The 24-36% interest charged on microcredit is exploitative.
No.

Many detractors of microfinance find the 20%+ annual interest rates charged by microcredit providers  exploitative and incompatible with the social welfare agendas of such institutions. To clarify, a 24% annual interest rate is the price of a cheap loan among poor households (interest rates with the informal “moneylenders” from whom they normally borrow hover around 10% per month). The information asymmetries that inflict credit and insurance markets ensure that ex-ante, the “more-informed” collateral-less individual borrower bears a disproportionately high price to compensate for the risk borne by the “less-informed” lender. In an environment with no well-developed financial institutions to maintain credit histories to address the problem of screening (to keep a check on adverse selection) and the need to closely monitor customers spread across vast geographies (to keep a check on moral hazard), it is easy to see the high costs involved in lending to asset-less populations with variable income-streams. This is clear in the Grameen-bank style of microfinance where an external mini-bank makes a business out of borrowing mainstream capital at low cost and re-lending the same in mini-packets to groups of poor borrowers at a higher cost, to compensate for the high operating expenses in servicing these high-frequency loans and ensuring on-time repayment. 

However, the most prominent style of microfinance practiced in India (that of the Self-Help Groups or SHGs) introduces a different perspective on the interest rate question. These are groups of 10 and 20 adults (usually women) who get together and make small (Rs. 5-20), regular (usually weekly) contributions towards a common savings pool, whose money is then continually re-lent to one or more of the group’s own members at a set interest rate (2-3% per month to begin with). Central to the path to long-run sustainability is the linkage of the SHG with a commercial bank over a period of time, from which the group can borrow larger amounts collectively (at a low interest rate) for on-lending to individual members (removing the capital constraint faced by the SHG due to its own limited resources). Most SHGs earn on the spread between the external group rate (~9% p.a.) and the internal individual interest rate they charge (12-24% p.a. depending on the maturity of the SHG). 
This is interesting because apart from the benefits of flexible principal repayment (as long as regular interest payments are made on-time), the same group of poor women are co-owners of the high dividends earned on their pooled capital being loaned at 24-36% annual interest. When the group of borrowers itself is the profiting “moneylender,” the case for exploitation is weak. Almost always, attractive terms of finance involve much more than just the stated interest rate. Is it a flat interest rate or is interest calculated on reducing balance? Must principal be repaid in large chunks or can one pay back in small flexible denominations? Is the interest going to an external lender or will some of that same money come back to my purse as dividends earned on an investment? Do I have to answer questions on what I need the money for or not? Will I get the money right now or after a week? 
Conclusion
In this paper, we have presented the following four key insights on how a set of low- and middle-income households in rural and urban southern India use various financial products, services, and instruments (including microfinance) to manage their money: 

1. Respondents borrow for several reasons other than ‘small enterprise development’ (only 30% share) – it is important to unmarry ‘microfinance’ from ‘small enterprise development’ to objectively assess its welfare impact along multiple dimensions; 

2. Microfinance remains one (30-35% share) among many formal, semi-formal and informal savings and credit channels used by poor households to manage their income and consumption streams, and negotiate risk; 

3. There appears to be some link between being marginally ‘better-off’ in our sample and being affiliated with microfinance in some form – however, interpreting this will involve solving the causal inference quandary; 

4. Microfinance loans at 24-36% interest rates  are considered ‘cheap’ (not exploitative) in our respondents’ environment - attractive terms of finance involve much more than just the stated interest rate.
There are several interesting questions to explore on the supply-side of microfinance as well: (1) is microfinance profitable/ commercially sustainable without any implicit or explicit subsidy? (2) can technology be useful in lowering the cost of finance for poor households, e.g. at what scale and through what business model can a Rs. 200 smart card beat a Rs. 2 passbook? (3) how will the group-based systems of microfinance delivery transition into systems that can profitably handle individual poor clients? (4) what is happening to that crowning glory of the microfinance movement – the 98% repayment rate – as there is competition for poor clients among lenders? Exploring these systematically will make for another paper, as we gain more experience from our ongoing fieldwork in understanding and augmenting financial service delivery to the poor using appropriate technologies. 

Appendix 1: Methods

Between March and June 2006, we conducted in-depth interviews with 70 low-income households from urban and rural areas in the southern Indian states of Karnataka and Tamil Nadu. Most of the subjects were members of a local microfinance organisation, and in all except one case, the subjects were women. The interviews themselves were open-ended discussions with the subjects on their views on a range of issues, ranging from their own family histories to their next planned financial investment. This investigation was inspired by Stuart Rutherford’s “Financial Diaries” project
 as well as Anirudh Krishna’s “Stages of Poverty” methodology
. However, ours is a far more limited effort than these precursors in that our study does not involve collecting panel data on a small set of households (as in the case of Rutherford) or community discussions complemented by a large cross-sectional survey of respondents (as in the case of Krishna). 

It is critical to note that given the non-random sampling of these households, these figures are in no way meant to represent general dynamics of urban and rural populations in India, in south India, or in any larger group. This exercise is premised on the assumption that knowing the motivations of any sub-set of the poor in depth allows us to understand where some of the poor themselves are heading with their own initiatives, and gauge which parameters are likely to be of most interest for complementary work by external public and private actors involved in poverty alleviation efforts. To that end, this data is meant for the reader to get a clear understanding of these 70 households in their present environment, along various axes of financial decision-making and management, as well as for the researcher to gauge which variables and relationalities are likely to be of most importance for more rigorous investigation and actual intervention.

� Microfinance is used here to describe financial products and services that are sold in small-denominations to low-income clients (usually organized in groups), most often without physical collateral, whose good behaviour (i.e. on-time repayment in the case of microcredit) is ensured by relying on social networks and sanctions to prevent delinquency and fraud. The provision of ‘microfinance’ has been driven and promoted by a variety of institutions ranging from NGOs, cooperatives, social entrepreneurs, government agencies, multilateral donors, all the way to large commercial banks.


� The demand for microcredit is estimated at Rs. 480 billion ($10.7 billion) - calculated for 60-70 million households at an average household credit demand of Rs. 8,000 (less than $200). Source: M-CRIL (Micro-Credit Ratings International) as cited in “Microfinance in India: Searching for New Ground,” Nov 16, 2006 in Knowledge@Wharton ( � HYPERLINK "http://knowledge.wharton.upenn.edu/india/article.cfm?articleid=4119" ��http://knowledge.wharton.upenn.edu/india/article.cfm?articleid=4119� )


� World Development Report 2004


� Rutherford, Stuart. “Money Talks: Conversations with Poor Households in Bangladesh about Managing Money.” Journal of Microfinance, 5 (2), 2003.


� Krishna, Anirudh. “Escaping Poverty and Becoming Poor: Who Gains, Who Loses, and Why?” World Development, 32 (1), 2004.
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