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In many countries around the world—from Bangladesh to Bolivia, from
India to Indonesia—microfinance initiatives and institutions have become
important tools to promote self-employment and entrepreneurship, create
jobs and wealth for low-income people and welfare recipients, increase af-
fordable housing and homeownership, and strengthen families and com-
munities. In particular, the success of the Grameen Bank in Bangladesh has
been widely discussed and emulated during the past two decades, not only
in developing countries, but also in the United States.

Hundreds of public- and private-sector microfinance programs are now
operating in the United States, with substantial diversity in how they are
funded and operated, and in what target populations they serve. There is also
a growing body of research and program evaluation information regarding
the accomplishments of these programs. Many programs now belong to
one or more trade groups, including the national group, the Association
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ence rapporteur and editors James H. Carr and Zhong Yi Tong for their inputs. The au-
thors also thank all of the conference participants for their invaluable insights. The views ex-
pressed do not represent those of the Fannie Mae Foundation or the Woodrow Wilson
International Center for Scholars.
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for Enterprise Opportunity, and a sector-based group, the National Asso-
ciation of Small Business Administration Microloan Intermediaries. Most of
the programs are supported by a wide range of private foundations, gov-
ernment agencies, financial institutions, corporations, research centers, and
nonprofit organizations.

To explore the extent to which the many benefits of the international
microfinance experience can be replicated in the United States, the Fannie
Mae Foundation and the Woodrow Wilson International Center for
Scholars sponsored a conference, “The Future of Microfinance: Research,
Practice, and Policy Perspectives,” on October 11, 2001. The conference
was designed to explore cutting-edge issues, recent experiences, and lessons
learned both domestically and globally through a daylong conversation
among leaders in the field of microfinance. A special focus was on chal-
lenges and opportunities for increasing scale, outreach, effectiveness, and
sustainability of microfinance institutions and activities in the United States.
Conference participants included leaders of nationally recognized micro-
finance institutions, senior government officials, senior foundation execu-
tives, leaders of trade associations and intermediaries, senior executives of
financial institutions and corporations, affordable housing and community
development leaders, and distinguished scholars from universities and re-
search centers. The conference participants are listed in appendix A.

The conference was organized into three sessions: “Microfinance and
Development: The International Experience”; “Microfinance in the United
States: Challenges and Opportunities”; and “The Future of Microfinance:
Innovations and Interventions.” The presentations and discussions con-
trasted the relatively recent U.S. experience with the international experi-
ence and highlighted the important distinctions between the two con-
texts, especially with regard to financial infrastructure, markets, populations
served, program objectives, and regulatory environment. The participants
agreed that though there are many best practices in developing countries,
their applicability to the United States is limited given these contextual dif-
ferences, and therefore the United States needs to develop its own model.
Underlying the conversations was the belief that microfinance—though
currently limited in scale, scope, and outreach—can fill a niche within
broader poverty alleviation and community development efforts in the
United States. In this direction, a promising trend observed by partici-
pants is the integration of microfinance programs within larger entities
such as community development corporations, community development
credit unions, and other community-based organizations. The participants
also expressed curiosity and enthusiasm about efforts to incorporate micro-
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enterprise into affordable housing production and delivery in the United
States.

In this chapter, we summarize the conference and report on the major
points, themes, and recommendations that emerged throughout the
presentations and discussions; the day’s agenda is included as appendix B.
Although not directly addressed in the agenda, a constant concern through-
out the dav was how to define the terms microfinance, microcredit, and
microenterprise. We felt it would therefore be useful to make these initial
distinctions for the reader of this chapter.

Definitional Distinctions: What Is Microfinance?

“What constitutes microfinance?” was an important question discussed at
the conference. A number of important distinctions were drawn among the
terms “microfinance,” “microcredit,” and “microenterprise.” The follow-
ing is a brief summary of the main features of those distinctions.

Microfinance refers to the institutional infrastructure that supports the
provision of very small loans (“microcredit”) and increasingly other finan-
cial services, such as savings, insurance, and payment services to low-income
people. In addition to credit and financial services, many microfinance in-
stitutions (MFIs) provide social and technical assistance, including group
organizing skills, development of self-confidence, and training in financial
literacy and management capabilities for members of a microfinance group.

Credit-based microfinance tools rely on alternative sources of collateral,
such as communal or solidarity-group lending where evervone in the group
is responsible for evervone else’s debt. Savings-based microfinance tools
also make use of the solidarity-group concept to pool savings. There are
programs that combine both credit and savings strategies to shore up the
financial capacity of the borrowing household on the one hand, and reduce
the risk to the lender on the other, such as housing finance programs that
have a mandatory savings component to cover the down payment and to
demonstrate repayment capacity.

Microcredit is a consumer loan that is usually less than $200 in develop-
ing countries or $2,000 to $3,500 in the United States. Microcredit typi-
cally supports the capital needs of very small businesses (“microenterprises”)
engaged in a variety of productive activities. Other uses of the small loans
received by the clients include “consumption smoothing” (which is credit
used to supplement income), housing, and education. Because microenter-
prise support through microcredit can be the major or only activity of an
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MFI, at times the term microfinance is used interchangeably with micro-
enterprise or microcredit.

There is considerable variety in the types of organizations engaged in
microfinance. One category includes the specialized providers, including
nongovernmental organizations and other nonprofits (e.g., ACCION In-
ternational and FINCA USA) that have become commercially sustainable.
Some credit unions, cooperatives, and commercial banks also are engaged
in microfinance and have a tremendous presence in many countries. Ex-
amples of large banks engaged in microfinance include the Bank Rakyat
Indonesia and the Grameen Bank in Bangladesh. In the United States, a
hybrid has developed that includes nonprofit community-based organiza-
tions that loan funds under various government and private-sector lending
programs. These include community development corporations, small busi-
ness development corporations, economic development offices, and other
government agencies. Large banks are indirectly involved in the movement
via loan guarantees, backroom services, and donations of capital and time.

A microenterprise (or microbusiness) is a business with capital needs of less
than a given amount and no more than a set number of employees. The
definition is stated in this manner to allow for the different thresholds for
capital and staff requirements of small businesses that vary both from one
national context to another, as well as over time. According to the Associ-
ation for Enterprise Opportunity, in the United States the maximum
capital need is $35,000 and the maximum number of employees is five.l
According to the Aspen Institute’s Self-Employment Learning Project,?
a microbusiness has a staff of fewer than five people, has had no previous
access to commercial sources of credit, and may require a loan of up to
$15,000 to get started. In developing countries, microenterprises are
usually engaged in production-based economic activities such as food pro-
cessing and petty trade, whereas in the United States microenterprises can
be found in industries across the board, from manufacturing to services to

1. The U.S. government, the largest supporter of domestic microenterprise activity,
does not offer a single definition of “microenterprise” but describes it in terms of particular
programs.

2. It wasa multiyear research and evaluation effort designed to produce new information
about the field of self-employment and about microenterprise as a poverty-alleviation and job-
creation strategy in the United States. The project tracked the progress of 405 individuals
who were running microbusiness for a 5-year period from 1991 to 1997.

3. For more on this issue, see Peggy Clark and Amy ]. Kays, Enabling Entrepreneurship:
Baseline Year Report of the Self-Employment Learning Project (Washington, DC: Aspen Insti-
tute, 1995).
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sales. Although many are service based, offering a wide variety of services
such as child care, house cleaning, delivery services, window washing, and
catering, a significant portion are in light manufacturing, food processing,
retail trade, and communications.

Microfinance for housing is a separate category of interest. The micro-
finance industry is involved in housing in two very different ways. In the
United States, microlenders provide funds to microenterprises involved in
the production of low-cost housing. Internationally, although microloans
are made to finance businesses, in up to 25 percent of the cases, borrower
households use the loan proceeds to pay for household expenses. Because
of the ways these loans are collateralized, the household is underwritten
rather than any specific property or asset, and this fungibility of the pro-
ceeds is achieved with the full knowledge and consent of the lender.

The applicability of microlending to housing in developing countries is
enhanced by a phenomenon prevalent in these countries called progressive
or incremental housing. Incremental housing is the practice of families
building their own homes gradually during a period of 5 to 15 years as
savings or other funds become available. Although it is more prevalent in
the informal sector of the economy, it also accounts for the high rate of
homeownership among low-income households in developing countries.
Its effectiveness in this regard has not gone unnoticed, and commercial
builders recently have begun offering expandable core housing for sale.
One potential growth area for microfinance is in the affordable housing
field, and creative energy is being spent on developing the financial tools
that match the equity dynamics and risk profiles of this potential market.

Microfinance and Development:
The International Experience

Microfinance has transformed the lives of millions of people in developing
countries since its introduction by Mohammad Yunus, founder of the
Grameen Bank in Bangladesh. It has helped low-income people build busi-
nesses, create jobs, and lift themselves and their families out of poverty.
International microfinance programs—based on the concepts of free en-
terprise and self-help—have proven that given access to small amounts of
credit (usually less than $200), low-income people can through their own
efforts pull themselves out of poverty and sustain the wealth they build.
Today, the international microfinance industry with its 25 years of ex-
perience is quite mature and includes formalized institutions, markets, and
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business practices. In this section, we summarize presentations and discus-
sions from the first panel of the conference, in which the panelists and
participants described the kev features of the international experience in
microfinance and shared the lessons learned.

Today, there are about 10,000 microfinance institutions in developing
countries serving about 16 million low-income people. The target popu-
lation, as was pointed out by J.D. Von Pischke of Frontier Finance Inter-
national, includes the “working poor™ (people right above and below the
poverty line), mostly women who already own their businesses but do not
have sufficient access to affordable capital. Microenterprise development is
the primary use of microfinance, followed by housing, education, and
consumption smoothing. Microfinance has only begun to scratch the sur-
face of what is possible. It is estimated that as much as two-thirds of the
adult population in developing countries, only 3 to 6 percent of whom are
currently being served, can benefit from microfinance programs.

The relative success of the microfinance industry in developing countries,
in terms of its scale, performance, and outcomes, is to a large extent at-
tributable to the following factors:

* limited availability of commercial capital,
* sizable market demand for microenterprises, and
* sophisticated microfinance infrastructure.

With regard to the limited availability of commercial capital, commer-
cial credit in developing countries is typically available to 1 or 2 percent
of the population. A large segment of the working poor, especially in vast
rural areas in developing countries, is left out of the mainstream banking
system and lacks access to commercial credit. This huge capital gap con-
stitutes unmet demand for credit in these countries and has fueled the
market for microlending. It is the major driving force behind the micro-
finance industry.

As for the sizable market demand for microenterprises, in developing
countries local economies typically are based on the principle of import
substitution, thereby creating a strong market for local producers. As
Bruce Ferguson of the Inter-American Development Bank explained,
“There is a big market for very basic quality affordable products that are
locally made.” Further, because regional economies are not well inte-
grated, local economies can flourish through local production. This creates
significant pent-up demand for capital and market for microentrepreneurs,
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and therefore the infusion of a very small amount of capital into these
markets triggers substantial business growth and development.

With respect to a sophisticated microfinance infrastructure, Maria Otero,
the president and chief executive officer (CEO) of ACCION International,
pointed out three major infrastructure-related “breakthroughs” (which
actually have happened gradually over time) in the microlending industry.
These three breakthroughs have brought it to the scale and sustainability
that it enjoys today in the developing world: the development of a rigor-
ous and effective lending technology, the shift from donor-based to
commercial-based funding, and the formalization of microfinance.

The first breakthrough, a rigorous and effective lending technology, has
evolved during the 25-year history of microfinance in developing coun-
tries. This lending technology combines the basic financial principle of risk
protection with business practices driven by the social and cultural values
of the various countries. Leading microfinance programs charge interest at
rates that sufficiently cover the cost of credit delivery, which enable them
to grow quickly in markets where there is a very large unmet demand. Al-
though the basic requirement is that the borrower has operated a business
that has been in existence for 6 months to a year before applying for a loan,
the underwriting criteria applies to the income of the entire household or
family, rather than only focusing on potential revenue from specific entre-
preneurial activities.

As a result, although there is always a business behind the borrower, the
microloan might be used for housing, education, consumption smooth-
ing, or creating a new business depending on household needs at the time.
Another feature of these microfinance programs is solidarity-group lend-
ing, a practice whereby business owners who have received direct loans from
the program are then encouraged or required to provide credit to other
program participants. These programs substitute peer pressure for collat-
eral and foster-group support for the entrepreneurial effort. The flexible
uses of the loan proceeds coupled with solidarity-group lending have led
to very high repayment rates—about 95 to 97 percent.

The second breakthrough, the shift from donor-based to commercial-
based funding, also has happened incrementally. Although international
microfinance is still primarily donor driven and hence is highly subsidized,
there has been a gradual movement from donor-based to commercially
driven programs. This has been achieved by using subsidies for institution
building, while using interest income to cover the costs of loan transac-
tions. Over time, as institutions have matured, the need for subsidies has
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correspondingly diminished. Linking MFIs to commercial sources of cap-
ital rather than donor funds and grants has revolutionized the field. For
example, ACCION created a bridge fund based on a guarantee fee that
allows smaller MFIs to borrow from commercial lenders against this guar-
antee, thus overcoming the biggest barrier in developing-country micro-
finance, which is access to capital and growth of programs.

The third breakthrough, the formalization of microfinance, which is still
going on, reflects the increasing sustainability and institutionalization of
the sector in the international context. Nonprofit microfinance institutions
are transforming themselves into commercial, regulated banks or finance
companies, and are becoming part of the mainstream financial systems of
their countries. The largest, most successful microfinance programs abroad
are freestanding, self-sufficient organizations.

These three key breakthroughs, though revolutionizing microlending
technology, currently apply to only a small number of institutions—about
65 out of approximately 10,000 MFIs worldwide. These 65 institutions,
which control the bulk of global microlending, each year serve half a mil-
lion people and lend $650 million, with an average loan size of about $500
to $600.

A major discussion topic at the conference was the extent to which the
ability of microfinance programs in developing countries to generate sub-
stantial accomplishments both efficiently and cost-effectively can be suc-
cessfully replicated in the United States. The panelists and participants
agreed that, though there are many excellent practices in developing coun-
tries, their applicability in the United States is very limited given that there
are substantial contextual differences governing the activities of the U.S.
microfinance industry. As Maria Otero told the conference, the major les-
son from the international experience that applies to the United States is
that “low income people, when given the access and opportunity, will take
advantage and improve their lives.”

The participants concluded that the United States needs to develop its
own microfinance model, achieve its own breakthroughs, and create its
own best practices in response to its own context. In fact, William Burrus,
the president and CEO of ACCION USA, cautioned the conference
against making casual comparisons, reminding them that whereas interna-
tionally microfinance has a track record of more than a quarter-century, in
the United States it is a relatively nascent industry with about 10 to 12 years
of serious experience. We now turn to a discussion of U.S. microfinance
experience.
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Microfinance in the United States:
Challenges and Opportunities

In comparison with 25 years of international experience, microfinance in
the United States with its 15 years of history can be considered a relatively
recent development. Regardless of its short history, however, the field has
grown tenfold in the past decade and now enjoys an established national
microfinance infrastructure. Microfinance programs have also revealed the
powerful impact that microenterprises have on people in terms of asset
building opportunities and have shown that self-employment can be a good
vehicle to move people off welfare.*

In this second panel discussion, the participants took a critical look at
the state of microfinance in the United States and made observations about
the dominant trends in the field. A major focus of this session was con-
textual distinctions between the United States and developing countries
that explain the differences in scale and program structures. This session
also identified opportunities in the United States that will be critical for
advancing the field. Underlying the presentations and the discussions was
the belief that microfinance, though currently limited in its scale, scope,
and outreach, has an important role to play in contributing to broader ef-
forts to reduce poverty and improve the lives of low-income families and
communities in the United States.

The State of Microfinance: Small Scale, Large Subsidies,
and Weak Financial Performance

In comparison with the international experience, the scale of microfinance
in the United States is much more modest. Currently, about 283 U.S. micro-
finance programs each reach 100 to 200 clients annually. Most of these
programs are heavily subsidized. Since the inception of its microfinance
program nearly 10 years ago, the U.S. Small Business Administration (SBA)
has loaned about $145 million to microlenders. SBA appropriations for
grants to support the nationwide training and technical assistance provided
by funded microlending organizations annually have fluctuated between

4. For more detailed information on this issue, see Peggy Clark and Amy J. Kays, Micro-
enterprise and the Poor: Findings from the Self-Employment Learning Project (Washington, DC:
Aspen Institute, 1999).
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$15 and $24 million. The financial performance of the industry in general
is weak. The best operations consume $1.50 in administrative costs for
cach $1.00 loaned, and this measure ranges up to $3.60, with an industry
average of $2.00. Of 16 microfinance programs surveyed in California dur-
ing 1996, 5 were no longer in existence 2 years later.

The SBA’s performance expectations are low as well. A lender’s per-
formance is not deemed inadequate under the regulations unless they pro-
duce fewer than four loans a year. The chief of the SBA’s Microenterprise
Development Branch, Jody Raskind, pointed out that the total production
of SBA-supported microlenders has vet to exceed 2,500 loans a year.®
Compare this with the international experience, where half a million people
are served annually, and where average administrative costs and bad debt
losses combined amount to 20 percent of the value of the total loan port-
folio. Internationally, in the village bank model, a loan officer is not thought
to be productive until he or she has at least 150 borrower clients. One
conference participant reported having met two loan officers who each
routinely served 600 borrower clients. This begins to shed some light on
the differences between microfinance in the United States and in some
developing countries.

Trends and Challenges for Microfinance

The conference participants identified four broad trends and challenges for
microfinance practice in the United States. In this discussion, major em-
phasis was on the contextual differences between the United States and
developing countries with respect to the financial services industry, con-
sumer markets, and regulatory environments as an explanation for the rel-
atively modest scale of microfinance in the United States, as well as the
important differences in program design.

The first—and major—challenge facing the microfinance field in the
United States is the limited mavket demand for goods and services produced by
microenterprises. Instead of the vast pools of demand that exist in develop-
ing countries, the United States faces what conference participants referred
to as “puddles of demand.” In comparison with 75 percent in developing
countries, only about 5 percent of the U.S. population is self-employed.

5. However, approximately 15,000 jobs have been created or retained as a result of the
lending. The microloan portfolios of SBA microlenders must perform at an 85 percent or
better repayment rate, and most enjoy repayment rates of 92 to 98 percent.
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According to a recent survey conducted by the National Commission on
Entreprencurship, roughly 8 to 12 percent of American adults are serious
about starting their own businesses, and only about 1 to 2 percent actually
end up starting one. Of those started, only about half become viable and
remain in business.

Another characteristic of the self-employed in the United States is their
less entrepreneurial nature, when compared with clients of microfinance
programs abroad. Lisa Servon of the New School University in New York
observed that only 35 percent of people who start small businesses in the
United States are genuine entrepreneurs. The others are doing it because
it is their best available option—there are fewer jobs in the mainstream
market, they need to care for an ailing parent, they need to be at home
when their children return from school, or they need to accommodate
some other difficult or special circumstance in their lives that requires a
more flexible work schedule.

Another observation regarding the nature of market demand for micro-
enterprises is its countercyclical nature. Katherine McKee, director of the
Office of Microenterprise Development at the U.S. Agency for Interna-
tional Development (USAID), observed that in recessionary economic times
many more people pursue self-employment opportunities because there
are fewer jobs available, but that a downturn in the economy is clearly not
the most advantageous moment to start a business. All of these variables
lead to fluctuating, limited market demand for small entrepreneurial activ-
ities that can be supported by microfinance in the United States.

The second challenge is that marker entry into local economic activity is
highly complex and regulated. In the United States, there are major barriers
to market entry and expansion by small businesses. Starting a business in
a developing country often involves nothing more than setting up a road-
side stand, whereas in the United States even establishing a tiny kiosk re-
quires permits, licenses, and inspections. The need to clear these bureau-
cratic hurdles acts as a disincentive to starting small businesses, and also
necessitates training and technical assistance for the inexperienced entre-
preneur. An additional barrier to market entry is the tight competition in
highly integrated U.S. consumer markets, For example, the retail trade sec-
tor is very competitive, with several major national chains such as Wal-Mart
and Target, along with many large regional supermarket chains controlling
local markets. It is extremely difficult for small businesses to successfully
compete against these retail giants.

The third challenge is the need for training and other supportive services.
Participants observed a shift from focusing on lending to placing more
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emphasis on training. The skill sets and therefore the training required to
start small businesses and generate income from self-emplovment in our
complex, highly integrated, service-based economy go far bevond those
needed to initiate microenterprises in developing countries. As Jonathan
Morduch of New York University pointed out, a lack of training is one of
the core challenges that microfinance programs in the United States have
been struggling with. In the early vears of the U.S. microfinance move-
ment, many thought that it would be possible to recover costs with the
assumption that the biggest barrier to becoming self-emploved was credit.
But many program administrators and field experts have learned that many
potential entrepreneurs come to microfinance programs needing much more
than credit. Consequently, a broader range of services are being incor-
porated into microfinance programs. One program requires 108 hours of
training in marketing, finance, and sales, along with preparing a business
plan, as prerequisites to establish eligibility to obtain a loan.

The fourth challenge is the need for subsidies. Successtul microfinance pro-
grams abroad are freestanding and self-sufficient. The interest rates charged
are quite high in order to cover the cost of operations and transactions. In
the United States, the interest rates charged on credit cards serve as an ef-
fective microloan interest rate ceiling. At these rates, most U.S. micro-
finance programs cannot achieve sustainability unless they scale up to
international standards and increase efficiency dramatically. As a result, in
the United States microfinance programs are primarily supported by
grants and low-interest loans from government agencies, private founda-
tions, and other philanthropic entities. Heavy reliance on subsidies and a
lack of commercial capital limit both the number of programs that can be
funded and the scope of existing ones.

Opportunities for Microfinance

In spite of these serious challenges, the conference participants agreed that
there are many opportunities to advance microfinance practice and im-
prove its scale. They identified six opportunities for microfinance practi-
tioners to pursue in driving its future growth and development.

The first opportunity is to serve the consumer Sfinance needs of the “un-
banked.” The limited scale of the microfinance industry contrasts with the
tremendous size of the consumer finance market it can potentially serve.
Some estimates suggest that more than 15 million people in the United
States do not have any relationship with a banking institution. These
consumers rely on high-cost, alternative providers—including pawnshops,
check-cashing outlets, and pavdav lenders—that are rapidly growing in
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many low-income and distressed communities. Microfinance, both micro-
credit and savings products, can be used to address the unmet financial
services needs of low-income households. Monique Cohen of USAID
emphasized the need to analyze carefully how low-income Americans are
mecting a variety of financial service needs (e.g., savings, life insurance,
health insurance), both through formal and informal channels, and care-
fully assess the niche for microfinance in servicing this population. James
Carr of the Fannie Mae Foundation pointed out that certain types of
households with very good risk characteristics can very easily be connected
to mainstream financial institutions.

The second opportunity is the untapped consumer marker for microenter-
prise. Some participants argued that there is a vibrant informal economy in
the United States, although not enough is known about its presence, size,
or characteristics. Jack Litzenberg of the Mott Foundation pointed out
that many low-income households, including those on public assistance,
supplement their formal income with jobs in the informal sector. These are
mostly young adults, 18 to 30 vears old, operating small businesses pri-
marily in low-income and immigrant communities, to supplement their
wage incomes during periods of need.

Connecting these low-income households to the formal U.S. economy
through microfinance will require a better understanding of barriers to
their current participation in microfinance programs. An optimistic view is
that every one of them is a potential beneficiary of microfinance services.
A more cautious view is that only 8 percent of low-income people and only
1 percent of displaced workers would be willing and viable microfinance
customers. Resolving the difference between these two perspectives is at
the heart of defining the future of microfinance in the United States.

The third opportunity is consumer tolerance Sfor high interest rates. Sev-
eral participants indicated that it is not precisely true that credit card rates
mark the upper limit of tolerance for interest rates by low-income U.S. bor-
rowers. Interest rates for certain alternative “fringe” consumer financial
services range from 400 percent to more than 1,000 percent on an annu-
alized basis, and in some cases up to more than 2,000 percent, according
to the Consumer Federation of America. Payday lenders, for example, rou-
tinely charge 15 to 17 percent for relatively small consumer loans for a
period of just 2 weeks, which represents a 400 percent annual interest rate.®

6. For more detailed information on alternative or tringe financial sectors, see James Carr
and Jenny Schuetz, “Financial Services in Distressed Communities: Framing the Issue, Find-
ing Solutions,” in Financial Services in Distressed Communities: Issues and Answers (Washing-
ton, DC: Fannie Mae Foundation, 2001 ).
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James Carr stated that claims of high risk to justify this tvpe of usurious
lending are highly exaggerated, for three reasons. First, in the 6 vears be-
tween 1993 and 1999, the number of financial institutions offering pay-
day loans grew from 300 to 8,000, with projected growth ot another 1,000
lenders during the next 2 years. Second, the most recent data available on
the payday lending industry indicate that the loan loss rate for these insti-
tutions is an extremely low 1.1 to 1.3 percent, which makes it prime credit.
Third, the average return on investment for payday lending is currently 25
to 35 percent, which clearly makes it a very profitable enterprise.”

The fourth opportunity is socially responsible investment as a new source
of capital. One of the speakers at the conference was Barbara Krumsiek,
the president and CEO of the Calvert Group, a $7.5 billion financial in-
termediary in the mutual funds business. She stated that mutual funds are
a sector of the financial services industry that is now larger in terms of as-
sets than both the insurance and the banking sectors. The Calvert Group
is looking for ways to tap into the financial potential of the lower end of
the income spectrum, because through survevs of their clients, they have
discovered that 43 percent of affluent investors, approximately 33 million
Americans, are willing to place some of their money into socially responsible
investments.

In response to this growing interest, the Calvert Group has created the
Calvert Socially Responsible Mutual Fund. The Calvert Foundation will
channel 1 percent of the assets of this new mutual fund into the kind of
cconomically underserved activities that the microlending industry gener-
ally supports. The Calvert Group is not alone among mutual funds in its
efforts to invest in low-income families and communities—it is currently
managing a similar “private-label” community investment initiative for an-
other mutual fund company. Also, American Express is investing 1 percent
of the value of all credit card charges from its Small Business Services in
microenterprise programs. These are all good examples of leveraging the
power of major financial institutions to increase the availability of resources
and economic opportunity for low-income families and communities, creat-
ing the potential for even larger pools of capital to meet such vital needs.

The fitth opportunity is microfinance and housing. One of the dominant
uses of microfinance in developing countries is for the construction of

7. For a more detailed treatment of pavday lending in the United States, see Jean Ann
Fox and Edmund Mierzwinski, Rent-a-Bank Payday Lending: How Banks Help Payday Lenders
Evade State Consumer Protections, 2001 Payday Lender Survey and Report (Washington, DC:
Consumer Federation of America and United States Public Interest Research Group, 2001).
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incremental or progressive housing. This practice—building a house in
stages during a period of 5 to 15 years, and occupying the house as it is
being built—dramatically lowers the costs of homeownership. It is the
single most important reason why homeownership rates are so high among
low-income households in many developing countries. Residential builders
in some developing countries are beginning to operate incrementally by
selling expandable homes. The difference it makes is that, for example, a two-
bedroom expandable home in Mexico sells for the equivalent of $12,000
to $15,000, whereas a newly constructed basic house across the border in
Texas costs more than $100,000.

The formal marriage between housing microfinance and progressive
housing is not yet well developed, but many people are looking for more
creative, affordable ways to finance housing production and homeowner-
ship, because traditional mortgage finance typically reaches less than 10 per-
cent of households in developing countries. As Bruce Ferguson explained,
“Microcredit can finance the steps in the progressive housing process—
a small loan to purchase the lot, a small loan for titling, a small loan for
improvement or expansion, and a somewhat larger loan for a core unit.”
Practices accompanying microfinance and progressive housing include
mandatory savings to accrue a down payment and demonstrate repayment
capacity, and joining microcredit together with homebuyer savings and
government grants to finance a home purchase.

One of the opportunities for microfinance of special interest to the
Fannie Mae Foundation is the potential use of microcredit to provide af-
fordable housing and homeownership opportunities in the United States.
William Edwards, executive director of the Association for Enterprise Op-
portunity, observed that housing and microenterprise is a growing segment
within their membership and that the Association for Enterprise Oppor-
tunity is working on a relationship with the national Neighborhood Rein-
vestment Corporation to increase participation in microenterprises within
their many homeownership and home renovation campaigns and programs
in low- and moderate-income communities.

The conference participants questioned the potential for successfully im-
plementing incremental home construction and financing programs in the
United States—where, to buy a house, a person must deal with a sophisti-
cated network of lenders, secondary mortgage market institutions, title
companies, real estate brokers, land developers, and home builders, all tied
together by an intricate network of local, state, and federal regulations gov-
erning everything from building codes to wage rates. What American ap-
proach to incremental housing would enable large numbers of low-income
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people genuinely to benefit from substantial cost reductions in home prices?
The Fannie Mae Foundation and USAID have recently initiated a joint re-
search project to investigate this topic.

The sixth opportunity is the movement away from freestanding credit-
driven MFIs to more integrated institutions. A promising trend noted by
participants is the integration of U.S. microfinance initiatives and institu-
tions with broader community development strategies and programs. Un-
like the international model of freestanding, credit-driven models, there is
a growing U.S. trend toward microfinance programs that are nested within
larger entities, such as community development corporations, community
development credit unions, and other community-based organizations.

Millard Owens of the Ford Foundation told the conference that this
trend is central to the future success of microfinance in the United States.
He emphasized the great potential of microfinance for both consumer
finance and the microenterprise needs of low-income people, and he pointed
out that the field is at a crossroads: “Nearly 15 years of experience in the
United States is ending, and the next growth spurt will require surviving
the scrutiny of funders, policymakers, practitioners, researchers, and advo-
cates. The challenge is in transitioning from marginalization to mainstream.
The next great leap forward will require microenterprise to strengthen its
identity and position itself as a partner in the broader world of economic
security programs.” In the next section, we present policy and research
recommendations that were offered by participants to help make possible
this great leap forward.

The Future of Microfinance:
Innovations and Interventions

In the United States, economic security is viewed as the overarching goal
of microfinance efforts. As such, microfinance leaders are increasingly pro-
moting microfinance as a tool for meeting a variety of consumer needs
aside from its traditional role of microenterprise. As was expressed by
participants during the conference, there is growing interest in exploring
how microfinance may be used to address the consumer finance needs of
underserved populations in addition to providing microcredit to support
self-employment and microenterprises. A growing number of U.S. micro-
finance programs are becoming integrated with broader community de-
velopment strategies and programs.
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Microfinance leaders are also placing more emphasis on the human cap-
ital development aspects of the practice. They believe that the human de-
velopment investments made in the clients of microfinance programs will
vield long-term benefits for them in the labor market, whether or not they
actually form or operate their own microenterprise. Growing recognition
of microfinance as a tool for developing human capital emphasizes the need
to better understand the needs of clients and to develop alternative busi-
ness models to address different clientele needs. Business models need to
be customized to take into account unique goals and unique populations.
One potential development strategy in this direction, according to Karen
Mocker of the CDFI Fund at the U.S. Department of the Treasury, is
market segmentation—developing niche products to meet the unique needs
of different types of clients. This strategy may actually lead to a business
model for increasing the scale of microfinance and for mainstreaming it.

Policy and Program Recommendations

In keeping with the broad themes outline above, the conference partici-
pants offered eight recommendations for practitioners, policymakers, and
researchers to advance the field of microfinance in the United States so
that it can become more effective in meeting the financial and economic
needs of economically disadvantaged people. First, the participants rec-
ommended that increases in scale should be pursued through the formation
of partnerships. They emphasized the importance of creating “fungibility”
at the institutional level through partnerships and alliances with other
financial institutions (e.g., community development financial institutions
and community development credit unions) that are engaged in micro-
enterprise lending. They stressed that microfinance institutions also must
partner with community development corporations, community action
program agencies, workforce and entrepreneurial training organizations,
and other community-based groups. With each partnership, the overall
client base for microfinance will expand.

Jeftrey Ashe of Brandeis University proposed an innovative approach to
partnerships. He suggested that through short-term partnerships, large,
established MFIs can share their resources and technical experience with
smaller microfinance organizations, and then step back once the capacity
has been fully developed. He argued that such an approach would con-
tribute to building scale within the microfinance industry by eliminating
the interorganizational tensions associated with affiliate-based models. MFIs
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should also partner with major human services organizations and encour-
age microfinance clients to use these diverse services, rather than trying to
provide for everything in house.

Second, the participants recommended that the financial performance
of microcredit programs should be measuved because it is critical to build
credibility and gain acceptance from funders, policymakers, and practi-
tioners. Information on the profitability and overall performance of micro-
loan portfolios is essential to gain greater support for microfinance from
mainstream financial institutions and socially responsible investors. Cur-
rently, there are very limited data on the financial performance of micro-
finance institutions and programs.

Third, the participants recommended that new organizational arrange-
ments in the field of microfinance should be considered to increase efficiency
and improve cost-effective financial performance. One suggestion is to
consolidate microloan programs and standardize loan underwriting. Cur-
rently, many disparate loan funds are offered by different microfinance
programs, and these could be more efficiently managed if the funds were
pooled together. Only 30 percent of the funds available for loans on aver-
age have been dispersed, and this proportion should be much closer to
70 percent. Linking microlending capacity more closely with mainstream
financial institutions is another strategy to explore. This would enhance
the sustainability of microfinance intermediaries, expand capital accessibil-
ity for microenterprise borrowers, and also help strengthen mainstreaming
opportunities for microfinance clients.

Fourth, the participants recommended the development of an adequate
institutional infrastructure on a statewide basis, which many believe is cru-
cial for the industry’s future growth in the United States. Recently, there
have been some promising developments, including state microenterprise
associations—there are now practitioner-oriented advocacy groups in nearly
two dozen states. These entities are playing a major role in policy devel-
opment and capacity building within their respective states. Another new
state infrastructure trend is in the establishment by state governments of
microenterprise intermediaries, which have the ability to leverage national
sources of capital with state and local public and private funds in significant
ways. Examples include the Nebraska Microenterprise Partnership, which
has successfully tripled state microfinance funding during the past 3 years.

Fifth, the participants recommended that microfinance leaders should
participate in the federal welfare reform discussions in 2002 and explore ways
to incorporate opportunities for social service agencies to connect with the
microfinance industry. Under the current federal welfare law (Temporary
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Assistance for Needy Families, or TANF), microenterprise development is
not considered as an eligible activity under the mandatory job search re-
quirements. Consequently, only after people fail in their formal job search
and cannot find any full-time employment does starting their own business
become an approved option. Jack Litzenberg persuasively argued that fed-
eral and state policymakers should directly address this issue by including
microenterprise development under the job search category as an accept-
able form of self-employment. Microenterprise is one good way for certain
people to escape from poverty—not only to leave public assistance, but also
to earn a decent family income and gain economic security.

Sixth, the participants similarly reccommended that state and local govern-
ment policymakers should be educated about the nexus between microfinance
and welfare-to-work initiatives. Usually, a lack of understanding of this con-
nection leaves microfinance off the policy agendas of state and local policy-
makers. Some states are moving in this direction, including New Jersey and
Texas, both of which have legislation enabling welfare recipients to legiti-
mately own and operate microenterprises without losing their benefits.

Seventh, the participants recommended that, in the U.S. context, those
concerned with microfinance should consider separating the concept of “fi-
nancial viability” from that of “sustainability”; that is, a microfinance in-
stitution can be efficient and a high performer yet still not be commercially
sustainable. If subsidies are regarded as investments in human capital de-
velopment, then financial assistance to microfinance institutions should be
viewed as fees for service, and sustainability should be measured in terms
of return on investment in human capital.

Detaching the measurement of sustainability from commercial or finan-
cial viability, however, does not eliminate the need to hold MFIs account-
able for performance criteria such as loan loss rates, loan delinquencies, risk
management, number of clients served, costs per client, and effective serv-
ice delivery. These and other relevant measures should be incorporated into
microfinance performance evaluations. The participants raised concerns
that the expectation of ongoing subsidies for microfinance institutions and
programs may not be realistic given that philanthropic foundations and gov-
ernment agencies often are reluctant to subsidize organizational activities
on a long-term and continuing basis. Many private and public providers of
grant funds operate within a maximum 5-year cycle of ongoing funding,
essentially requiring microfinance programs to diversify their sources of
income and become self-sustaining within that time frame or face possible
closure.

Eighth, the participants recommended that, to maximize the goal of
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economic security for low-income families and communities, closer linkages
must be forged between savings strategies such as individual development nc-
counts and microenterprise investment opportunities. Robert Friedman,
chair of the Corporation for Enterprise Development, told the conference
that, for low-income people, personal savings and the savings of family and
friends are the financial foundations for starting a small business. Currently,
the second highest use of individual development accounts is for starting
microbusinesses.

A related, very important phenomenon based on the federally funded
American Dream Demonstration project is that low-income people can
save an average of $25 per week without losing any benefits. The proposed
Savings for Working Families Act, if approved by Congress and signed by
the president, could provide important incentives to help expand the scale
of the savings movement in the United States by creating at least 1 million
new accounts worth $1.7 billion for low-income households. Along these
lines, Caroline Glackin, executive director of the First State Community
Loan Fund in Delaware, announced at the conference that her organiza-
tion is going to implement a pilot project funded by the Corporation for
Enterprise Development to put savings and microcredit together in a
comprehensive microenterprise program during 2002.

Research Dirvections

A strong consensus emerged during the conference that the microfinance
field can greatly benefit from research to improve its efficiency and effec-
tiveness, expand the scale of its activities and the scope of its market impact,
and more clearly define and publicize best practices in the U.S. context.
Roy Priest, the president and CEO of the National Congress for Com-
munity Economic Development, told the conference that solid research is
a vital tool for advocating on behalf of microfinance and microenterprise
with business, government, and civic leaders. The participants identified
two areas of research as the keys to strengthening the identity and position
of microfinance in the United States. The first area is improving the eval-
uation of microfinance programs. Several speakers underscored the current
lack of good performance data and emphasized the need to undertake solid
evaluation studies, particularly to demonstrate the financial viability of
microfinance and to correlate financial performance measures with other
indicators of social outcomes.

The second area is market research. Most participants agreed that there
is a substantial need to obtain better understanding of the size, structure,
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and characteristics of market demand for effective microfinance product
and service development. Solid market research will also permit the care-
ful delineation of “niche” consumer segments to provide much better
products and services that satisfy a wide range of potential borrower-client
needs. Karen Mocker urged the participants to prod the microfinance in-
dustry to engage in continual self-assessment and to generate internal crit-
ical evaluations. In her view, microfinance practitioners must constantly
reexamine their product development and service delivery, and use this
knowledge to generate new and more effective innovations.

Conclusion

The conference participants left the daylong event with energy and enthu-
siasm for the challenges ahead. Bringing together many of the industry’s
key players and engaging in many hours of lively discussion and forthright
interchange turned out to be an clixir. New ideas and relationships were
forged, and new directions—such as examining the informal sector and
linking to broader community development and human capital activities—
were articulated and refined. The U.S. microfinance industry will certainly
not be an exact replica of its international counterpart, but it will surely
grow and be an important part of our national search for economic op-
portunity and community empowerment for generations to come.
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