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Abstract

In developing countries, microfinance has been the darling of the development community, and
in developed countries, microfinance fits well with Third Waysideas. What are the chalenges
and opportunities for the attempt to replicate microfinance in the United States? Taken asa
whole, early effortsin the United States have failed to approach the kinds of successes achieved
by the best microfinance inditutionsin Asaand Latin America. No programs have achieved
wide outreach, and none have turned a profit. Stll, the triumph of the Third Way has attracted
abundant resources to the U.S. microfinance movement. Can the resources be used to improve
existing microfinance models? How can the abundant resources best be used to ensure that
microfinance programs work hard to innovate and be efficient? |s microfinance a meaningful
answer to the problems facing poor householdsin inner cities and rura America? Why does
microfinance in the United States gppear to be so much more difficult than microfinancein
Bolivia, Bangladesh, and Indonesig, three very different economies that boast large, dynamic
microfinance sectors? Which lessons do developing-world experiences hold for effortsin the
United States? To be successful, mugt effortsin the United States depart sharply from
internationa modes?

This paper attempts to sketch some answers. Two factors color much of the discussion. Firg,
compared to the Third World, the structure of the U.S. economy makes the hurdles to starting
amdl-businesses much higher in the United States, and, second, the microenterprise sector itself
ismuch smdler. The two aspects combine to make business training afar more important
component in the United States than in the Third World. They aso limit potentid demand for
microfinance and drive up costs. With costs well above revenues, U.S. programs are far from
achieving finanaa sdf-sufficiency. With continued reliance on donors, U.S. programs will have
to work toward judtifying their place among other subsidized anti- poverty interventions,
including education and community-building initiatives. This suggests that serious, regular cost-
effectiveness andyses should become a much higher priority than it has been. Our second broad
conclusion isthat developing inexpensive saving services for the "unbanked" gppearsto have
greater potentia for cost-recovery in the United States, and this could open up opportunities for
millions of poor households that are poorly served by exigting for-profit and non-profit finencid
inditutions. The current focus on microlending in the US echoes the initid focus on lending in
Third World programs, but those programs are increasingly recognizing the importance of aso
deveoping facilities for safe, convenient savings.



Replicating Microfinance in the United States:
Opportunities and Challenges

1. Microfinance and the Third Way

When Bill Clinton swept into the presidency in 1992, he offered anew vision for public
policy in the United States. What has come to be called “The Third Way” is built on
commitments to fiscd discipline, deregulation, privatization, free trade, and market-oriented
responses to socia problems. This vison was echoed by Tony Blair as he remade the Labour
Party in Britain, and it underlies the political agenda of Gerhard Schroeder in Germany and of
Lionel Jospin in France. Clinton’s successor, George W. Bush, shares these commitments as well.
Aswe stand at the entrance to the new millennium, the ruling partiesin these four nations are
celebrating Third Way triumphs.

More than just a compromise between the left and the right, the Third Way amsto
encompass the best of both, coupling market-based economic approaches with a commitment to
socid judtice. Robert Reich, Clinton’sfirst Labor Secretary and an early architect of Third-Way
drategies, clarifies what distinguishes the vison from traditiona gpproaches:

If thiswere dl there was to it—deregulation and privatization, free
trade, flexible labor markets, smaler safety nets, and fiscd
augterity—the Third Way wouldn’t be athird way at al. It would
be the Second Way, blazed by Reagan and Thatcher. But there's
more, and here' sthe crucid difference.

The digtinct theme uniting Blair, Clinton, Schroeder, and
Jospin isthat the economicaly digplaced must be brought dong.
Rather than redistribute income to them (as was the strategy of the
Fird Way), the ideaiis to make it easier for them to obtain good
jobs and thus become economic winners. The centrd faith of the
Third Way—a faith based, admittedly, more on hope than
experience—is that the economic growth spurred by its free-

market policies can be widdy shared if those who areinitidly hurt
by them are given the means to adapt. (Reich, 1999)



Third Way rhetoric is new, but the ideas have along higtory in U.S. anti- poverty
discourse, rooted in idedls that propelled the expansion of government in the Progressive Era of
Presidents Theodore Roosevelt and Woodrow Wilson. In mounting the “War on Poverty” inthe
1960's, President Lyndon Johnson challenged the United States to offer not just a hand-out to
keep hunger at bay but to also offer a hand up to help poor households exit poverty for good
(Sawhill, 1998, p. 1092). The 1964 Report of the President’ s Council of Economic Advisors
states that the poverty problem could be solved by transferring $11 billion from therich to the
poor each year, “but this ‘ solution’” would leave untouched most of the roots of poverty.
Americans want to earn the American sandard of living by their own efforts and contributions. It
will be far better, even if more difficult, to equip and permit the poor of the Nation to produce
and to earn the additional $11 billion, and more.” (U.S. Council of Economic Advisors, 1964, p.
77, quoted in Sawhill, 1988, p. 1092).

The Third Way revives the hope of the Progressive Eraideds again, perhaps nowhere as
clearly aswith microfinance for microenterprise—athough now the engine of changeis public-
private partnerships. In drawing paralds between the Third Way and the Progressive Era,
President Clinton highlighted both domestic and internationa microfinance initiatives, citing
them aongside domedtic initiatives like urban enterprise zones and “welfare to work”
legidation.> Through small loans targeted to the poor, microfinance promises to create new
livelihoods and enhanced capacity for sdf-improvement. Most loans go to borrowers who plan
to Start, maintain, or expand very small businesses (microenterprises). While microenterprises
may be samdl in terms of employment and sales, advocates argue that they can be meaningful in

the lives of the participants and their communities.



Bill and Hillary Clinton have been long-time supporters of microfinance (Clinton, 1997).
While gtill Governor of Arkansas, Bill Clinton helped to promote the Good Faith Fund, one of
the earliest microfinance programsin the United States® And while President, he went out of his
way to support the microfinance movement, both domestically and abroad. During his two terms
in office, microfinance has became a much- discussed domedtic initiative, athough perhaps more
notable for discussion than action, and, on the internationa side, spreading microfinance became
amgor focus of the U.S. Agency for International Development.

Thefollowing chapters assess the progress and promise of microfinance in the United
Staes and internaiondly. Taken asawhole, early effortsin the United States have failed to
approach the kinds of successes achieved by the best microfinance inditutionsin Asiaand Latin
America. Arkansas' s Good Faith Fund, for example, has re-invented itself and cut back on
microenterprise lending after two years during which repayment rates by clients sank to 48% and
demand stagnated (Taub, 1998). As Bhatt, Tang, and Painter report in chapter 7, achieving wide
outreach and financia strength remains an unmet chalenge in the programs they survey in
Cdifornia, afinding echoed esawherein the United States (Bhatt, 2000; Bates and Servon,
1998; Taub, 1998). Programs, for the most part, are small (sedldom reaching as many asa
thousand dlients) and heavily reliant on externd funding.

Still, the triumph of the Third Way has attracted abundant resources to the U.S.
microfinance movement. Can the resources be used to improve existing microfinance modes?

How can the abundant resources best be used to ensure that microfinance programs work hard to

! Keynote address at the Princeton University conference “ The Progressive Tradition: Politics,
Culture, and History”, October 5, 2000.

% The Good Faith Fund was founded in 1988 as a replication of Bangladesh’s Grameen Bank. It
was created under the supervison of Chicago’'s Shorebank Corporation and with funding from
the Winthrop Rockefeller, MacArthur, Mott, and Ford Foundations (Taub, 1998).



innovate and be efficient? 1s microfinance a meaningful answer to the problems facing poor
households in inner citiesand rural America?

Asthe chaptersin the volume attest, there is dready arich body of experience with
microfinance on which to draw. In Africa, Eastern Europe, Asia, and South America,
microfinance programs of al szes and missons collectively serve millions of poor people. Why
does microfinance in the United States appear to be so much more difficult than microfinance in
Bolivia, Bangladesh, and Indonesia, three very different economies that boast large, dynamic
microfinance sectors? Which lessons do developing-world experiences hold for effortsin the
United States? To be successful, must efforts in the United States depart sharply from
internationa models?

We sketch some answers in the pages that follow. Two factors color much of the
discusson. Firgt, compared to the Third World, the Structure of the U.S. economy makes the
hurdles to garting amdl-businesses much higher in the United States, and, second, the
microenterprise sector itsdf is much smaler. The two aspects combine to make business
training afar more important component in the United States than in the Third World. They aso
limit potential demand for microfinance and drive up costs. With costs well above revenues, U.S.
programs are far from achieving financid saf-sufficiency. With continued reiance on donors,
U.S. programs will have to work toward justifying their place among other subsidized anti-
poverty interventions, including education and community-building inititives. This suggests that
serious, regular cost-€effectiveness andyses should become a much higher priority than it has
been.

Our second broad conclusion is that developing inexpensive saving services for the

“unbanked” appears to have greater potentia for cost-recovery in the United States, and this



could open up opportunities for millions of poor households that are poorly served by exigting
for-profit and non-profit financid inditutions. The current focus on microlending in the US
echoes the initid focus on lending in Third World programs, but those programs are increasingly

recognizing the importance of dso developing facilities for safe, convenient savings.

The structure of this chapter

The remaining sectionsin this chapter cover much ground. We draw largelargely on our
own practical experience and research to assess prospects for microfinance in the United States.
In doing S0, we a'so survey recent research by others and provide a context for the chapters that
follow.

Thefirg 9x sections describe mgjor issues that have been discussed for decadesin the
Third World and that are now coming to the forefront in the United States. These debatesinclude
the Structurd opportunities and chalenges for microfinance and microenterprise, the potentia
and possible pitfals of complementing microfinance with training, the tensions and
complementaries between attempts to cause large improvements in the well-being of poor
microentrepreneurs and the desire to build financidly sdf-sugtainable inditutions, how
governance structures affect incentives for innovation and efficiency (whatever the goas of a
microfinance organization), and the importance of the development of savings services that

match the demands of poor people. The concluding section assesses the promise of microfinance.



2. The market for microfinance in the United States

The socia and economic context for microfinance in the United States differs grestly
from that of Bangladesh, Balivia, and Indonesia, the homes of the best-established microfinance
banks. In many ways, microfinance is more difficult in the United States than in the Third

World (Schreiner, 2000a), and seven of the greatest challenges are described below.

a) Size of the microenterprise sector. The microenterprise sector—and thus the potentia
market for microfinance—is large in the Third World but smdl in the United States. This makes
reaching alarge scale much easier in developing relative to the United States (Hung, chapter 8).
With scale, programs can both reduce costs per transaction and have wider impacts. Inmany
Third World countries, most workers are in the microenterprise sector (e.g., De Soto, 1989); in
the United States, however, only about 11 percent of dl full-time employed men are sdif-
employed (Bates, 1997). While Edgcomb, Klein, and Clark (1996) estimate that salf-
employment might be aviable livelihood strategy for up to 8-20 percent of poor U.S.
households,? the working poor in the United States usualy turn to wage jobs because self-
employment typically means longer hours, morerisk, and less pay, especidly for women
(Schreiner, 1999a; Spater-Roth, Hartmann, and Shaw, 1993; Bakin, 1989; Bendick and Egan,
1987).* The poor person who is well-suited for sdlf-employment is probably aso well-suited for

wage-employment (Bates, 1997; Novogratz, 1992). In fact, most of the saf-employed in the

® In 1995, househol ds with less than $10,000 in income started about 136,000 new firms (Dennis,
1998).

* Williams (2000, p. 2) finds that an unemployed worker “might be better off with adightly

longer spell of unemployment and subsequent wage-and-saary sector job than with a self-
employment opportunity thet fails” Likewise, in astudy of an experimentd test of

microenterprise programs, Schreiner (1999b) speculates that incentives to become sdlf-employed
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United States al'so work at least part-time for wages (Sherraden, Sanders, and Sherraden, 1998;
Taub, 1998; Servon, 1997; Bond and Townsend, 1996). U.S. microentrepreneurs often seek not
primarily economic rewards but rather to set their own hours, live adesired lifestyle, or pursue a

vocation (Sherraden, Sanders, and Sherraden, 1998).

b) Functional safety net. The United States, unlike most of the Third World, has a public
safety net that serves as afunctiond adternative to self-employment. Thus, not only isthe pull
into self-employment wesker in the United States, but the push is also wesker.®> The safety net—
like the abundance of wage jobs—places afloor on the reservation wage of potentia
microentrepreneurs. It may even sgp entrepreneurid spirits as people learn not to look to seif-

employment for their livelihoods in bad times (Novogratz, 1992).

¢) Competition from large firms. Large retallers and service providers like Wal-Mart and
McDondd' s do not have a strong presence in Bolivia, Bangladesh, and Indonesia; shopkeepers
and street vendors there, unlike those in the United States, compete mostly against each other,
not againg large factories or chains of restaurants or retailers. Manufacturing microenterprisesin
the United States are unlikely to compete on price or quality against imported goods made by
low-wage workersin large firms, and smdl retalers have difficulty diluting overhead enough to
compete againg chains. Of course, afew smal manufacturers and retailersin the United States

do carve out small niches, for example, in the production of trophies, picture frames, tee-shirts,

may hurt the poor if incentives encourage them to rush to sart asmal firm with limited
prospects and to cut short their search for awage job.

® More households on welfare may become interested in microenterprise as deadlines—put in
place as part of the 1996 welfare reform law—approach, forcing more people to move from
welfare to work.
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or costume jewelry, or in the sale of hobby toys, video rentals, organic produce, or network-
marketed toiletries and other household items. The demand for customized products and stores,
however, islimited; U.S. households do not spend large shares of their budgets on the output of
microenterprises. Furthermore, entry into the most common microenterprise in the world—
agriculture—is seldom easy at a profitable scale in the United States.

The service sector offers more opportunities for U.S. microenterprises, athough service
firms may ill not provide a steady income. In promising news for microenterprises, as U.S.
househol ds become richer, they tend to demand more customized services. Many U.S.
microenterprises make repairs (clothes, plumbing, cars), clean (homes, offices, cars, lawns), cater,
or care for children or elders. Many service jobs require little human capital and so may be

within the reach of poor, unskilled people, but this dso means that they do not pay well.

d) Competition from commercial lenders. Microfinance in the Third World competes
with moneylenders and other forms of informd finance (Bouman, 1995; Christen, 1989).
Microfinance in the United States competes mainly with credit cards. Many of the poor—if they
have ajob and a clean credit record—can get a credit card.? Of course, credit cards are less
access ble to the salf-employed than to the wage-employed, but they ill provide many U.S.

microentrepreneurs with accessto smal, quick, hasde-free loans. Most borrowers from a

® Bird, Hagstrom, and Wild (1997) report that 40 percent of households at or below the poverty
line had a credit card in 1995 (up from 20 percent in 1983) even though 40 percent of poor
households had been two or more months delinquent in the past five years. A 1999 survey by
Freddie Mac and five historicaly black colleges and universities found that among people with
income under $25,000, 48 percent of black borrowers and 31 percent of white borrowers had a
record of late payments, delinquencies, or bankruptcies (Associated Press, 1999). Boyd (1997)
finds that 42 percent of blacks who had defaulted on student |oans nonetheless owned homes
(and presumably had home mortgages). Credit in the United States iswidely available, even for
the poor and even often for those with past repayment problems.
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relatively large U.S. network of microfinance lenders had credit-card debt (Himes and Servon,
1998), and they often used microfinance loans to consolidate other debts.

The poor in the United States also have greater access to other forms of forma finance
than do the poor in the Third World. Hung (chapter 8 of this volume) reports that among
borrowersin his sample of microfinance lenders, less than haf in the Third World had borrowed
from other sources, whereas about 80 percent in the United States had had other loans. In
addition to loans for consumer durables, cars, and homes, U.S. microentrepreneurs have access
to arange of “fringe banks’ (Caskey, 2000 and 1994a) such as pawn shops and check-cashing
outlets.

In the Third World, the task of microfinance is to judge the risk of self-employed
borrowers new to formd credit; in the United States, the task is often to judge therisk of sdf-
employed borrowers with bad credit records. For example, 18 percent of borrowersin the U.S.
sample of Hung (chapter 8 in this volume) had declared bankruptcy in the past. Likewise, 25
percent of clients of the network studied by Himes and Servon (1998) had bad credit records. Of
course, many of these potential borrowers are no longer bad risks and are now willing and able to
repay microfinance loans, the chalenge for the lender isto learn to distinguish this group from

those who are sill bad risks.

e) Limits to joint-liability groups. Microfinance in the Third World rests on two new
ways to judge risk and enforce repayment. The first is the cash-flow analyss of the household
coupled with chattel mortgages on household durables; the second is joint-liability groups thet
make al members responsible for each other’ s debts (often called “group lending™). The first

U.S. microfinance programs used the joint-liability modd of the Grameen Bank of Bangladesh
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(Monda and Tune, 1993; Soloman, 1992). The potentid for such groups in the United States,
however, seems low, and there has been adow shift awvay from them (Taub, 1998).” Lenders
often fail to manage groups properly, members lack socid capita, and the opportunity costs of
group participation are high.

One purpose of joint-ligbility groupsisto shift some of the work of screening and
enforcement from the lender to the group. In the Third World, this means that group members
are saf-sdected. Memberships tend to form among people who dready know each other, and
members screen-out bad risks because they do not want to repay the debts of their fellow group
members. Furthermore, groups form among people who interact often outside the context of their
microfinance loan because these links decrease the transaction costs of enforcement and incresse
the effectiveness of socid or economic sanctionsin the event of ddlinquency. In the United
States, however, lenders often place strangers together in groups, losing the potentia gains from
sdf-sdection and informa contract enforcement (Sternberg, 1998). Furthermore, enforcement of
joint ligbility in the United States has been uneven (Hung, chapter 8 of thisvolume). If group
members doubt that programs will really make them pay each other’ s debts, they will shirk the
unpleasant task of pressuring delinquent borrowers, and program staff must do most enforcement
(Hung, 1998).

Low socid capita may aso decrease how well U.S. joint-liability groups can screen and
sanction members (Taub, 1998; Bhatt and Tang, 1998). Although the poor are often referred to
as “low-income communities,” there is often no basis for assuming that poverty, close proximity,

and/or common membership in aracid/ethnic group are dways enough to somehow impart the

" The 1996 Directory of U.S. Microenterprise Programs (Severens and Kays, 1997) lists 193
lenders, of which 51 used groups. The 71999 Directory (Langer, Orwick, and Kays, 1999) lists
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socid capitd of acommunity. Unlike many contexts in which microfinance has worked in the
Third World, the poor in the United States are not tied to avillage or plot of land. Asaresult,
they are less concerned about allegiance to loca |eaders and about the maintenance of an
unblemished reputation. Thisisin part because, like dl Americans, the poor move often, and
each move cuts some of the socid and economic ties that might otherwise strengthen ajoint-
ligbility group. The U.S. culture of individuaism and the feding that often “good fences make
good neighbors’ aso make Americans hesitant to throw in their lot with agroup. Groupsin the
Third World typicaly buld on trust and socid capitd that aready exigts. Joint-liability groups
there may increase social capital (Edgcomb and Barton, 1998), not as a product but as a by-
product. In contrast, U.S. joint-liability groups are often seen asaway to build social capita
(Anthony, 1999; Servon, 1998), not as a by-product but as a product.

Participation in joint-liability groups may aso be less codtly for the poor in the Third
World than for the poor in the United States. 1n Bangladesh, the weekly mesting isavaued
socid event for many women group-members (Larance, 1998). Women in the United States, on
the other hand, tend to have more socid opportunities, so the non-economic aspects of group
meetings, while dill vauable, are less attractive than they might be dsewhere. Findly, transport
costs may be higher for the U.S. poor. Rurd Americans are not dways clustered in villages, and
even urban Americans may be distant from each other in terms of the time and cost of transport,

especidly if they do not own cars.

) Microfinance for housing. Inthe Third World, the fungibility of cash loansdlows

microenterprise loans to finance home repairs or improvements indirectly. Microfinance for

199 lenders, of which 45 used groups. Ashe (2000) records the rise and fal of one of the most
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housing is less common in the United States, not because loans are any less fungible, but state
and local laws impede progressive home improvements to low-cost homes (Ferguson and Haidor,
chapter 10 of this volume).

In the Third World, the home is typically the most important physica asset, and most
poor people own their homes:® People build their own houses, starting small and adding rooms or
floors through time. Mortgages are rare, in part because the poor are loath to risk their main
physica asset, in part because macroeconomic factors conspire againgt long-term deposits and
thus againg long-term loans, in part because of the underdevelopment of credit-scoring models,
and in part because legd imperfections make foreclosure difficult (Fleisig, 1996). Moves by an
entire family arerare, and severa generations often share a home. In this context, as Ferguson
and Haidor argue in chapter 10, many microfinance loans are likely (explicitly or implicitly) to
finance home repair and improvement.

In the United States, the home is dso the most important physica asset of the poor
(Wolff, 1998), dthough a smaler share of the poor are homeowners. Few poor people construct
their own homes. Smdl repairs and improvements may be financed by credit cards or by home-
equity loans. Those options exist due to a stable macroeconomy, extensive credit bureaus and
credit scoring systems, abundant wage jobs, and alega system that facilitates inexpensive
foreclosure. For legal reasons, larger home improvements are often | eft to professonds. For
safety and to protect the vaue of neighboring houses, loca governments make and enforce
building codes and zoning laws. These laws serve valid purposes, but they also constrain access

to smal, low-cost houses because they increase the minimum cost of a house and limit

famous U.S. group lenders.
8 The next two paragraphs draw on ideas presented in Ferguson and Haidor, chapter 10, and in
Merrill and Temkin, chapter 9.
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progressive improvements once a home is built. Furthermore, single- parent families are common
in the United States, and people move often (perhaps due to congtraints on progressive home
improvements). In the Third World, most congtraints on microfinance for housing are financia
and technologicd; in the United States, they are mostly legd (Ferguson and Haidor, chapter 10
of thisvolume):

Microfinance of housng may require U.S. financid inditutionsto innovate in

individua pricing of loans and other ways. . . . The greatest change necessary for

expandable housing and microfinance in the United States, however, would be a

new acceptance by government of smaller units, greater lot coverage, shorter set-

backs, and automatic approva of pre-planned expansion of units and of

condruction of new in-fill units (Lowry and Ferguson). . . . Because of the deep

economic and culturd roots of high and inflexible standards, increasing the

flexibility of locd sub-divison and building codes for progressve housing may

well require leadership & the state and nationd levdl.

In their discusson of microfinance for housing, Merrill and Temkin (chapter 9) Sate that
“microcredit for housing as utilized for the very poor in emerging markets is not redly relevant
inthe U.S. market, largely because we do not build incrementally constructed core housing nor
‘starter’ housing that does not meet relevant codes.” Still, their chapter discusses at least five
other ways in which housing finance for the low- and moderate-income market in the United
States might learn from the Third World. The first and most important lesson isthat, in most
financing schemes, savings comes firg. According to Merrill and Temkin, this means “relying on
borrower savings to establish credibility, provide collatera, and promote risk sharing.” Second,
risk-based pricing could alow banks to charge prices that cover the costs of smdler loansto
poorer people, if those loans and people are indeed of unusudly high risk. The main impediment
to risk-based pricing in the United States gppears to be fear of being labdled a usurer by the
press and shelter advocates. Third, employers might automatically deduct loan repayments from

paychecks, cutting costs and risk for lenders and thus making them more likely to go
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downmarket. Fourth, banks might hire new gaff and train old gaff to be willing to make smal,
unglamorous loans to poorer customers. Fifth, the supply of long-term funds for housing
micrafinance depends on a stable macroeconomy (especidly low inflation) and alegd sysem
that alow the perfection of homes as collaterd; as Merill and Tempkin explain, “in the mgority
of emerging nations, the main barriers to the greater availability of credit for housng are
macroeconomic and systemic in nature.” The United States has enormous advantages over the
Third World in this regard.

g) Regulation. Developing countries tend to have large, dynamic informa sectors where
regulation and taxes are largely absent. In the United States, regulation congtrains not only
microfinance for housing but aso the potentia for microfinance for microenterprise® The
congraints affect both microfinance lenders and microenterpreneurs.

For microfinance lenders, the chief regulatory congtraints are laws that cap interest rates
and thus limit potentid profitability. Banks must publish annud percentage rates and, probably
more importantly, they fear being known as as usurers; the pressis quick to report apparent
predators—banks, non-banks, or not-for-profits—who charge the poor more than therich.
Consumer protection hasits place, but because the supply of microfinance to the poor costs more
than the supply of traditiona finance to the non-poor. Because profits matter for permanence,
interest-rate cgps limit the potentiad of U.S. microfinance. The record in the Third World
suggests that interest-rate caps have often done more harm than good (Krahnen and Schimid,

1994; Adams, Graham, and VVon Pischke, 1984).

® Microfinance has not taken hold well in large and/or middle-income countries where
government regulations (for example, on interest rates) might be enforced and/or where public
development banks might crowd it out (for example, Argenting, Brazil, China, India, Mexico,
and South Africa, with exceptionsin Indonesiaand Thailand).
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For U.S. microentrepreneurs, the chief regulatory congtraints concern taxes, licenses, and
welfare rules (Dennis, 1998). Unlike most U.S. microenterprises, few Third-World
microenterprises are formaly registered or pay taxes. U.S. zoning laws preclude some types of
home-basad firms, and child-labor laws limit the use of children in the business. These laws
ensure important protections, but they aso reduce the returnsto U.S. microenterprise. American
microentrepreneurs, unlike their Third World counterparts, must keep accounts and guard against
regulatory infractions and lawsuits, especidly if they expand and hire employees'©

Licenses are required for three of the most-common types of microenterprise run by
women in the United States: food service, child care, and beauty salons. Licensing protects the
public, but, relative to the Third World where such requirements do not exist or are not enforced,
they increase the cost of entry into microenterprise (Servon, chapter 6 of this volume). Even
seemingly simple businesses can be complex in the United States. For example, afood vendor in
the Third World could in practice go out on the street with a cart and start to sell. Locditiesin
the United States would first require alicense, an ingpection, and a permit, if street vending is
dlowed a dl.™*

The design of wdfare programs does little to encourage sdlf-employment. Public
assistance is subject to means-tests on financia assets, and this discourages persona saving
(Powers, 1998).'? Low leves of saving impair the ahility to start a business and then to keep it

going (Montgomery, Johnson, and Faisal, 2000; Bates, 1997; Holtz Eakin, Joulfaian, and Rosen,

1% Taub (1998, pp. 61-2) relates how one woman worried about whether to buy liability insurance
for her business that sold lotions.

! Licenses for taxis and the public monopoly on other forms of public transport also limit the

U.S. potentia of one of the sectors most-dominated by microenterprise in the Third World.

12 |n the wake of the 1996 welfare-reform law, most states greatly relaxed limits on financid

assets and on the vehicle net worth, so asset-tests have less import now than they did in the past
(Greenberg, 1999).
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1994). Also, the Personal Responsibility and Welfare Reform Act of 1996 reinforces the
movement of people from welfare to wage jobs. Time and effort invested in
microentrepreneurship do not count against work-search requirements, and the new time limits
on wdfare ignore the lengthy gestation of most smal businesses (Servon, chapter 6 of this
volume).*® Deductions from income limits are low, and deductions are often not alowed for the
organizationa costs of anew firm. Case workers have some discretion, but they are not dways
sure how to evaluate the claim that a person deserves continued welfare benefits while they work
to start their microenterprise. By nature, entrepreneurship is unsupervised, and a case worker
cannot know with certainty whether a mop and bucket claimed as a business expense for a
cleaning microenterprise are redlly being used in the household. In short, thisis another case
where regulations that work for the mgority turn out to hinder attempts to spread microenterprise

in the United States.

3. Training and microfinance

Thedifficulty of microenterprisein the United States has contributed to afocus on
training that isin sharp contrast to experiencesin the Third World. The focus on training fits
with the Third Way vision to equip the poor to compete in the marketplace. The Third World
microfinance experiences, however, have few lessons to offer in the area of training. Mot large,
wdl-known Third World programs make loans but do not offer training, but most U.S programs

offer only training or both training and loans™* As Servon notesiin chapter 6, “ credit isthe

'* Dennis (1998) etimates that average gestation is about one year.

“ The 1999 Directory reports that about 30 percent of U.S. programs provided only training,
about 8 percent only made loans, and about 62 percent did both. The 1996 Directory reports that
27 percent provided only training, 6 percent only made loans, and 67 percent did both. Johnson
(19984) saysthat training takes precedence over loans in the United States. Of the four Third-
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digtinguishing characterigtic of programs, but it isfar from the most important thing that they

do.” Infact, some U.S. programs make loans at least in part because donors will then fund
training (Servon, 1996 and 1994). The emphasis on training follows from the belief isthat in the
United States, humant capital constraints matter more than financia-capital constraints. In the
Third World, the common wisdom is thet finance is the main congtraint and that classes would

too often waste borrower time and increase program codts. |s the United States so different?

Skills as a constraint. As argued above, microenterprise is often more complex in the
United States. In Bolivia, awoman can watch someone sdll oranges from abox on the sdewalk
and then buy some oranges and sdll them hersdlf. Few U.S. microenterprises are so smple, and
examples or mentors, dthough believed to be crucial for success (Aronson, 1991; Mokry, 1988),
are few and less vigble. Furthermore, many of the U.S. poor have access to microfinance
through credit cards or other sources, so human capita may indeed eclipse financid capitd as
the greatest constraint on U.S. microentrepreneurship.t®

U.S. entrepreneurs must be decathletes who excd in many tasks (Schreiner, 2000a). Not
everyone, however, can come up with abusinessidea, produce agood or service, market it, dedl
with suppliers, keep the books, and manage a host of other activities. Bates and Servon (1998)
argue that many of the poor lack the human capital (skills and experience) required for successin
sdf-employment. Indeed, entrepreneurs with greater human capital—in terms of age, experience

in entrepreneurship, or experience in aline of busness—are more likely to succeed (Benuset al.,

World programsin Hung (chapter 8 of this volume), one offered training, whereas 64 percent of
the U.S. programs required training before borrowing.

> Human capital encompasses skills from education and from experience and what Schreiner
(1999) cdls oomph, the ineffable essence of entrepreneurship.

'® Of course, human capital and financia capital are complements (Bates, 1996 and 1990).
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1995; Drury, Walsh, and Strong, 1994; Evans and Leighton, 1989). Because skills matter so

much, microenterprise programs naturaly seek to impart them.

Who to train. Microfinance in the Third World often dedl's with business owners with a
least one year of experience,'” so they bypass the many small firms that fail soon after they Start
(Buckley, chapter 4). In contragt, training in the United States usudly aims a sart-ups. This
reflects the hope that microenterprise will help people to exit from poverty, but it increases the
skills gap to befilled, increases costs, and increases the number of trainees who never gart a
business or whose firmsfail.

Bendick and Egan (1987) argue that evidence from large, nationa programsin Britain
and France suggests that assistance to young-but-experienced firmsis more effective than
assiging sart-ups: “ Public efforts to assst entrepreneurs should not attempt to increase the
number of business starts but instead should concentrate on reducing failures among those
dready operating” (p. 538). Likewise, Spalter-Roth, Soto, and Zandniapour (1994) argue that
microenterprise training islikely to be most effective for those welfare recipients with sdlf-
employment experience and for those who are dready sdlf-employed. If the program’sfocusis
on start-ups, then inevitably training will have to play alarge role in microfinance, necessitating
higher costs and making much greater demands on staff. Although Third World experience has
some lessons for the United States, the experienceis less extensive in training than in lending, so

U.S. programs will have to solve many problems for thefirst time.

" Important exceptions include the Grameen Bank and the network of village banks and other
indtitutions that aim to create socid transformation aongside income generation
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What to teach. It isnot ways clear what to teach. Programs might focus on generd
entrepreneurship, self-esteem/personal devel opment, sector-specific issues, or long-term, on-cdl
advice. Training seems more effective if rooted in specific issues that come up in real small firms.
The smplest gpproach—qguest speskers from local small businesses—may be inappropriate
unless these speakers run firms smilar to those likely to be run by the trainees.
The god of genera entrepreneurship classes “isto provide the practica knowledge to do
the myriad of little things it takes to start and sustain an enterprise” (Balkin, 1992, p. 141). Drury,
Wadsh, and Strong (1994, p. xiii) explain that “training for entrepreneurship is fundamentaly
different from re-employment training. Its god is not merely to provide business kills, but to
help develop anew and viable organization” Beyond basic classes for skills common to dl firms
(such as tax management or accounting), microenterprise programs can hardly hope to teach the
wide array of skills needed by different businesses, and it is not clear that they can do much to
impart entrepreneuria spirit or perseverence (Bhatt, 2000). Evidence in Schreiner (1999Db)
suggests that the main effect of genera entrepreneurship classes may be to warn potentia
entrepreneurs of the risks that they may face™® Good genera classes may discourage small

ventures more than they encourage them.*®

'® The widespread provision of classes, degrees, and even schools of entrepreneurship may
reflect lesstheir likely effectiveness and more the lure of the American Dream of small-business
ownership and the pressure on paliticians to “do something” for economic development.

¥ In an andysis of two microenterprise programs in Cdifornia, Bhatt and Tang (forthcoming, pp.
9-10) note that “in some ingtances, the training provided was so generic and inappropriate that it
was hardly any use to participants, who ultimately needed to eva uate whether their specific
ventures had agood chance of making money in the marketplace. It is, for example, not very
useful to force prospective borrowers who have hobbies instead of businesses to undergo
mandatory training on financid-statement analysis or to listen to * guest speskers, such as
attorneys or investment bankers, talk about their life experiences. In fact, engaging participants
in such activities probably does more harm than good because it distracts them from ng
the feagbility of their ventures.”
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This screening role is an important outcome, but it crestes tensions with a second god,
building the sdif-esteem of participants. In chapter 7, Bhatt, Tang, and Painter highlight the
tension between classes that focus on “making the participants ‘fed good' about their business
ideas’ and classes that focus on skill transfer and on the assessment of the viability of abusiness
plan. It may be difficult to create a positive experience for participants and yet sill screen out
those for whom an excursion into self-employment might be amgor mistake. Moreover, sdlf-
employment classes may not be a cost-effective way to build sdf-esteem.

Sector-gpecific classes that teach the basics of professond child-care or food-service
operations hold more promise (Sherraden, Sanders, and Sherraden, 1998). Although
microenterprise programs may not be able to teach bakers how to bake, mechanics how to repair
cars, or artists how to create, they can at least teach them how to deal with the red tape needed to
get alicense so that participants need not muddle through on their own.

Findly, some evidence suggests that long-term, on-cal advice for problems as they come
up can be more effective than up-front classes meant to immunize againg anticipated problems
(Schreiner, 1999b; Bendick and Egan, 1987). On-cal adviceisless codly, as problems that
never come up are not treated, and people who never start a business are not trained.

In sum, useful training might orient participants to options both in and out of sdlf-
employment. It might serve lessto impart skills than to make sure that trainees know what they
are likely to face as smd|l-business owners (Bender et al., 1990). In that vein, Bakin (1989)
proposes that microenterprise programs first help poor people to get more education, then to
search for awage job, and only last to attempt self-employment. Mangum and Tansky (1987)
suggest that salf-employment training include job training, given that saif-employment does not

always work out. According to Bhatt (2000, p. 107) “The focus of training and technical
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assstance needs to change from ‘completion’ and ‘ graduation’ to ng the feasbility of
proposed plans for business start-up or expansion” To do this, Bhatt proposes that training-cum-
consultations focus on five key questions whose answers * do not require lengthy curricula and
elaborate ingtruction schedules”

Does the idea make sense in business terms?

Has the entrepreneur mistaken the crestion of a product/service with the existence of

amarket for it?

Can the market support the business's projected sales?

How long will it take for the business to bresk even?

Does the loan applicant have the necessary resources to get by until the firm shows a

profit?

Training as monitoring and screening. Traning can play important roles beyond the
imparting of knowledge. Business plans may aso help to track sdf-employment effort (Dennis,
1998) and to indicate who is likely to be a successful entrepreneur. Welfare rules assumethat al
work effort will be in wage-employment in part because self-employment is difficult to verify;
no paycheck from an employer proves that work took place. Without a natural monitor, people
who receive public assistance asthey gart asmdl firm might be tempted to shirk. Microfinance
offers two ways to Sgna sdf-employment effort. With classes, the sgnd is attendance and
progress through a business plan. With loans, the sgnd is repayment. States have been willing to

waive wefare rules for salf-employed people monitored in these ways?° If classes and loans are

%% Examplesinclude lowa (Raheim and Friedman, 1999) and the five states in the Self-
Employment Investment Demonstration (Raheim, 1996; Friedman, Grossman, and Sahay, 1995).
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mainly sgnds of commitment to saf-employment, however, thenisit possible to find amore

efficdent agnd? How effective istraining overdl?

Does training work? Most programs and participants say that training is worthwhile. For
example, Spalter-Roth, Soto, and Zandniapour (1994, p. 8) found that “the mgority of
participants in the micro-enterprise programs were enthusiastic about their need for additional
training.” Few evauations, however, look rigoroudy at the effects of training (Schreiner, 1999c;
FIELD, 1998). Without the accountability sparked by the feedback of eva uation, improvements
depend mostly on the good will of program staff. Advocates say that participants want training
and that dlasses build human capita that has high returns even if salf-employment fails
(Friedman, Grossman, and Sahay, 1995). This may be true, but it also allows programs to
continue to train, something that many of them did long before the advent of microfinance,
something that may absolve them from the need to judge credit risk, and something that provides
jobsfor gaff.

One smple check on the worth of training is whether participants will pay asmdl feeto
atend. Another smple check is whether training is voluntary or mandatory.?! Beyond these
ample tests, microenterprise training in the United States should look to forma cost- benefit

andysisor to itsless-involved cousn, cost-effectiveness andyss (Schreiner, 1999¢).

Is the United States different? For the most part, microfinance lendersin the Third World

eschew training for four main reasons. Firdt, they expect borrowers to know their businesses,

most of which are rdaively smple. Second, they fear that borrowers might blame failed projects
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on their training and thus fed judtified to default on their loans. Third, good lenders are not
necessarily good trainers.2? Fourth, training is costly to supply.

These reasons may be lessrelevant in the United States. First, U.S. borrowers might have
a greater need for training that can be standardized, such as for taxes and licenses. Lenders could
know more than borrowers in these general-business areas even if borrowers know more, for
example, about the specifics of how to sew or lay aroof. The full costs of such microenterprise
training, like eementary education, probably cannot cover the full cost of supply with participant
fees. Thus, it requires continued subsidies (Servon, chapter 6 of this volume), and so far donor
funding in the United States has been available to subsidize training even when they choose not
to subsidize loans. Second, U.S. microfinance lenders can motivate repayment by reporting
delinquent borrowers to credit bureaux, athough few have done this so far. Third and findly, the
United States has an extensive network of training infrastructure dready in place, for examplein
county extenson services and community colleges. To cut cogts and to take advantages of
specialization, programs might link participants with existing sources of training (Bhatt and Tang,
forthcoming). Thus, the issue in the United States may be less whether or not to train and more
how to ensure low costs and high qudlity.

A naturd question then is how, in the absence of prices, can programs ensure an
innovative, efficient supply of training? No one has dl the answers, but the limited experience in
the Third World suggests three approaches.

Firgt, programs should charge participants something, even if it istoo little to cover codts.

About hdf the U.S. programs surveyed by Langer, Orwick, and Kays (1999) did charge some fee

%! Few U.S. programs charge even nomind fees for training, and many, if not most, make
training a prerequisite for accessto other services such asloans.
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for training and technical assistance. Fees can encourage participants to commit themsalves more
than they might in afree program (which they might view as required rather than chosen).
Furthermore, it increases the cost of participation and thus increases the chance that participants
will not settle for low-quality services.

Second, programs should measure and report the costs of training, and do so separately
from the cogts of lending (Rosenberg, Christen, and Helms, 1997; Inter- American Development
Bank, 1994). Cost measurement can be painful, but it helps to focus attention on efficiency
(Schreiner and Y aron, forthcoming; Von Pischke, 1996).

Third, in an experiment in Paraguay, vouchers promoted innovation and efficiency in the
supply of microenterprise training (Schor and Alberti, 1999; Navagjas, 1998). Not only did
microentrepreneurs receive vouchers to redeem at registered providers of training, but the
providers themsalves were usualy microentrepreneurs. Training was decoupled from loans, the
entrepreneurs chose which classes to take and from whom, and the best trainers—as judged by
the entrepreneurs themsa ves—made the highest profits. In essence, vouchersinduced a market

for microenterprise training, with subsequent incentives for quality, low-cost service.

4. Financial sustainability and social impact
Learning from internationa experiences requires re-visting the main arguments and
tensons that have animated microfinance discussons. The chief axis on which theissuesturnis

the trade-off between the pursuit of financia sustainability (thet is, a Sate where profitability no

%2 For example, Bhatt and Tang (2000, p. 28) say that “microenterprise experiences from around
the world provide few examples of good lenders being good trainers and vice versa’.
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longer congtrains permanence) and the pursuit of depth of outreach (that is, effects on poverty
dleviation and community empowerment).?®

This theme, and various responses to the tensons, arise in every chapter of this volume.
A fundamentd difference stands out between microfinance in the United States and in the Third
World. In the Third World, & least some donors and large microfinance organizations espouse a
sngle-minded focus on sdf- sugtainability, and some organizations are salf-sugtainable, or very
closetoit (Buckley, chapter 4 inthisvolume). Many believe that the salf-sustainability camp
dominates mogt discussions of micrafinance in the Third World. In the United Statesin contrast,
vey few (if any) donors or microfinance organizations intend to become self-sustainable soon or
even beieve that sdf-sugtainability is possible. The discusson insteed revolves around
gppropriate funding strategies and incentive systems to motivate efficiency and innovation—
aong with large socid impacts for large numbers of poor people—without the hep of a profit
motive.

The tensions between financia sustainability and socid impeact illustrate a generd
chalenge for the Third Way. The First Way focuses on socid concerns, but paid less attention to
economic incentives and market forces. The Second Way focused on the market, and paid less
attention to the socia consequences. The Third Way intends to use market forces to achieve
social ends, and to use non-market interventions to enable the poor to succeed in the marketplace.
The chdlenge is to design incentive structures that lead to outcomes that mimic the desired

socid.

2% Morduch (2000) and Schreiner (1999d) discuss the main issues in the debate.
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The trade-off in principle. Given alending or training technology, serving poorer people
cost tends to cost than serving than less poor people (Conning, 1998). Even if the poor are more
willing to repay loans, they are probably less able. Training is aso costlier because poorer people
tend to Sart with less human capital.

As poverty increases, cost increases, and so at some point, the benefit that a poor
entrepreneur might derive from microfinance is smaler than the cogt. If the poor entrepreneur
were the only one who benefited from microfinance, or if society did not care more for the poor
than for the non-poor, then the story would end here. Microfinance would be I€eft to private firms,
prices would cover costs, and microentrepreneurs would buy servicesif the benefits exceeded the
price.

Microfinance, however, is seen as apossible tool of redigtribution, and many would argue
that microfinance could be socialy worthwhile even without full cost recovery from dients®*
Microfinance may aso lead to postive spillovers. For example, some poor people start
businesses so as to set a good example for their children (Sherraden, Sanders, and Sherraden,
1998; Friedman, Grossman, and Sahay, 1995). Likewise, a poor entrepreneur may hire others
and thus improve the well-being in the loca community. In generd, successful business
strengthens the neighborhood and the economy as awhole.

In sum, microfinance may have two types of benefits: direct benefits to poor
entrepreneurs and indirect benefits that spill over to others. If the cost of the supply of
microfinance borne by the poor entrepreneur exceeds the direct benefit to the entrepreneur,

however, then shewill not buy it, even if the sum of al types of benefits exceeds the cost of

* How exactly microfinance can best help the poorest is beyond the scope of this paper. The
strengths and weaknesses of the two main paradigms (economic development and poverty
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supply. Inthis case, society (typicaly via government) may choose to subsidize microfinance to
reduce the cost borne by the poor entrepreneur. And, even without spillovers, subsidization can
in some cases be justified on efficiency or distributiond grounds (Morduch, 1999b).

The optimd supply of microfinance requires answersto three questions. Firg, given that
resources are scarce and that funds used for microfinance could benefit the poor in aterndtive
uses, does the sum of the direct and indirect benefits indeed exceed the cost of supply?In
answering this question, a second question must be asked: how vauable to society are the
benefits that accrue to the poor? Are funds spent cost-effectively relative to dterndtive socid
investments? Third, if microfinance is worthwhile, then how can society ensure that the supply is
efficient and that programs work hard to experiment to improve quality and reduce costs? As
Buckley points out in chapter 4, even if an organization is not sustaingble, “it is unquestionably a

good ideato dways try to use resources as effectively as possible.”

Is microfinance worthwhile? Vindli sums up theissue in chepter 5:

“The ultimate questions are whether U.S. microfinance organizationsin the

United States are adequate instruments to leverage the skills and socid capitd of
the poor in order to improve their living conditions, and whether these
organizations are cost-€effective. . . . The best way to answer the first question isto
perform careful impact evauations using control groups. The only way to answer
the second question is to weigh the benefits of microfinance, derived from impact
evauations, againg the socid costs of supporting microfinance organizations.”

To date, among the only explicit comparisons of the benefits and costs of microfinance
are Khandker (1998) and Schreiner (1999d, 1999, and 1997). The measurement of benefitsis

difficult and so far has left much to be desired (Adams, 1988), but better, more careful

dleviation) are discussed in Modey and Hulme (1998), Johnson (1998a and 1998b), and Servon
(1997).
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measurements are not impossible (Morduch, 1999b). If society isto alocate public funds well,
then the microfinance fidld must take benefit-cogt analyss serioudy.

For now, rigorous work has not shown whether private provison works best, nor whether
public provison isworthwhile. In the meantime, the assumption is that microfinance in the Third
World is often worthwhile, or can soon be made so. In the long term, especidly if microfinance

remains heavily subsidized, society will require better proof.

Outreach. How many poor people use microfinance in the United States (breadth of
outreach), and how poor are they (depth of outreach)? The available numbers are rough, but they
suggest that few Americans use microfinance, athough many clients (but not dl) are poor.

The average number of clients (trainees or borrowers) in the 283 U.S. programs in Langer,
Orwick, and Kays (1999) is about 200. The average for the U.S. programs surveyed in Hung
(chapter 8 of this volume) is about 110. For comparison, the Grameen Bank of Bangladesh has
more than 2 million members, and it competes with other programs operating at asmilar scae
(Morduch, 1999a). In 1996, Bolivia had about 8 million people and 200,000 microfinance clients
(LaRazdn, 1997). U.S. microfinance programs come up far short by this measure.

U.S. programs serve both the poor and the non-poor (Servon, 1999). As arough rule-of-
thumb, loan size decreases as people are poorer, and Hung (chapter 8 of this volume) notes that
the average group loan in his sample in the Third World is 30 to 45 percent of per-capitaincome
but only about five percent in the United States. About 91 percent of the U.S. programsin
Langer, Orwick, and Kays (1999) “either target low-income individuas or have assisted them
directly,” and about haf of these programs had some clients on welfare. Four percent of the

programs serve only women, and about 40 percent have a client base of more than haf women
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(so about 60 percent have a client base of more than half men). Astheir top god, about 44
percent listed job creation/business development, and 29 percent listed poverty dleviation. In

one large network, 87 percent of clients were non-white, and 40 percent were women (Himes
and Servon, 1998). Among the seven oldest and best-known programs, two-thirds were non
white, and three-fourths were women (Servon, 1997; Clark and Huston, 1993). Bhaitt, Tang, and
Painter (chapter 7 of thisvolume) say tha programsin their survey “have served a limited

number of entrepreneurs, especialy those who are low-income individuals. In addition, programs
sarving the poor have faced high loan-loss risks and transaction costs.” Schreiner (1999, p. 496)
a0 argues that “maost poor Americans who use microenterprise programs are not among the
poorest. Rather, they have the most assets, the most years of school, the most skills and
experience, the strongest support networks, and one or more wage jobs.”

Of course, the breadth or depth of outreach does not revea how much society values
outreach. Discussons of the microfinance strategy would improve if assumptions were explicit
about how best to trade-off larger, short-term gains for afew very poor people (the poverty-
dleviation or relief pergpective) agangt smdler, long-term gains for many less-poor people (the

devel opment perspective).

Efficiency and innovation. A program is efficient if it achieves agiven god with asfew
resources as possible. An innovation either increases what can be done with given resources or
reduces the resources required to achieve agiven goal.

Von Pischke (chapter 2 of this volume) suggests that the importance of
commercidization is the chief lesson from the experience of microfinance in the Third World.

The focus on commercidization rests on three assumptions. The firgt isthat a profit motive will
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generate hedthy incentives for efficiency and innovation and thus decrease costs and increase
benefits. The second is that available subsdies are too smdl to provide microfinance to al who
might benefit from it. The third is that many microenterprises benefit so much from microfinance
that they are willing and able to pay pricestha cover the cost of supply.

Do these assumptions hold in the United States? Firg, the profit motive does promote
effidency and innovation, but government and other donors might be able to provide equivaent
incentives if they retract subsidies from microfinance suppliers who do not meet contracted
performance goals that force staff to stretch beyond their comfort zones?® Also, beyond a
handful of lendersin even fewer countries, few microfinance lendersin the Third World are truly
profitable as yet. Profitability is probably even more difficult in the United States. Second,
because the United Statesiis richer and because the potentid market is smaler, it might be able to
subgdize al microenterprises, dthough this does not necessarily mean that it would be
worthwhile to do so0. That is, subsdization of unprofitable microfinance for avery large share
microentrepreneurs Smply is not possible in the Third World due to budget congtraints
(Rosenberg, 1994), even if such subsidized microfinance would be socidly optimal; the United
States has degper pockets, so permanent, massive subsidization might not be impossble. Eveniif
U.S. microfinance need not be profitable, measurement of profit (or losses) would still provide
useful information (Buckley, chapter 4). Third, athough most U.S. microenterprises could

probably pay more for microfinance than they do now, higher prices will put microfinance

%% |n practice, government and donors have rarely enforced hard-nosed expectations. Also, the
threst of loss of support may not motivate programs that expect to be able to move on to another
type of project with other sources of support should microenterprise funds fade.
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beyond the reach of some and decrease benefits for dl, at least in the short term. In principle, the
socia benefits of microfinance may justify subsidies (Morduch, 1999a and 2000).2°

Even though the worthwhileness of microfinance in principle may not require financid
sugtainability, profitability in practice is hepful in many ways. Defaultsincrease if borrowers
believe that alender is not permanent (and so cannot reward repayment in the present with
further loansin the future) or if they believe that the lender will not punish them, as may happen
when funds come from government (Bhatt and Tang, forthcoming; GonzaezVega, 1998; Bates,
1995). Thus, permanence and private funds tend to boost repayment rates, and it ssems unlikely
that microfinance can be worthwhile unless amost al borrowers repay as promised.

In the end, what matters is not whether microfinance programs are run by for-profit firms
with private resources motivated by sdlf-interest or by not-for- profit firms with public resources
motivated by the public good. What mattersis efficiency and innovation and that microfinance
makes the best use of scarce resources earmarked to assst the poor. Profitability matters only

inasmuch as it affects these consderations.

Profits and depth of outreach. If financid sustaingbility maiters, then it doesso asa
meansto an end, not an end initself (Schreiner, 1999d; Rhyne, 1998). The profit motiveisa
common and powerful way—~but not the only way—to generate incentives for efficiency and
innovation. In the short-term, however, the poor are both more costly to serve and less able to
pay, so more profit also means less depth of outreach. As Vindli (chapter 5 of thisvolume)

points out, a blind focus on financia sustainability can lead to misson drift if alender seeks

%% \Von Pischke (1991) notes that the market-failure wild-card is dangerousin practice even if
correct in principle because it is often played for reasons other than to optimize social well-being.

35



profit not by working harder to make better, less expensive products but rather by searching for
esser-to-serve clients.

Although profits and outreach are in short-term conflict, they may be long-term
complements if the profit motive leads to innovations that cut costs (Schreiner, 1999d).
Innovation can reduce trade-offs. For example, Ferguson and Haidor in chapter 10 argues that
the outreach of microfinance for housing in the United States is congtrained by profitability.
They foresee that technology—in particular, credit scoring—will alow risk-based pricing to
“facilitate non-traditiond lending such as micro-loans for progressive housing. At firgt, U.S.
advocates are likely to bemoan the higher rates on smaller loans to low-income families. . . .
However, asin developing countries now, these modestly higher rates will be asmall priceto
pay for the greater flexibility these households gain to match their income and changing needsto

their housng.”

Costs. U.S. microfinance programs have been much more open about costs than their
Third World counterparts. Still, discussion is overwhelmingly weighted toward benefits. No U.S.
microfinance organization is close to financid sugtainability. For example, the seven oldest and
best-known lenders spend about $1.50 per $1 disbursed (Edgcomb, Klein, and Clark, 1996).
Cogtsin one large demonstration were about $2,000 per participant (Raheim, 1997), and rough
estimates from datain Severens and Kays (1997) and in Langer, Orwick, and Kays (1999) put
cogts for alarge sample of U.S. programs at about $2,000 per client in 1996 and about $1,300 per

dlient in 1997.2” One lender in Bhatt, Tang, and Painter (chapter 7 of this volume) spent about

" Schreiner (1999a) outlines the method used here.
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$3.60 per $1 dishursed, and average ratio of administrative cost per dollar disbursed for 16
Cdifornian programs surveyed by Bhatt, Painter, and Tang (1999) was about 2:1.

Revenues do not cover these cogts. For the lendersin Edgcomb, Klein, and Clark (1996),
the ratio of revenue from interest and fees to operating costs was between 3 and 25 percent
(reported in Bhatt, Tang, and Painter, chapter 7 of thisvolume). Likewise, for the mogt profitable
(or least unprofitable) member of the mogt profit-minded network of U.S. programs, revenue
covered 41 percent of operating expensesin 1995 (Bhatt, Tang, and Painter, chapter 7 of this
volume).

The lack of profits slems from severa factors. Oneisthat program staff are often
unwilling to charge interest and fees even below thelegd limit (Bhait, Tang, and Painter,

Chapter 7 of thisvolume). Funders sometimes also cap interest rates (Bhatt and Tang,
forthcoming). Programs, the public, and the press dso often fail to redlize that the “market” rate
is acost-covering rate and that costs differ across markets. Thus, they often believe that the cost-
covering rate in the market for large blue-chip borrowers who are inexpensive to serve is the
same rate that should apply to the different market of risky microentrepreneurs who are very
expensive to serve. For example, Ferguson and Haidor in chapter 10 say that “rates that are
subgtantialy above those for large, long-term mortgages to upper-income househol ds often
continue to be viewed as unethical and produce bad press.” Most lendersin Langer, Orwick, and
Kays (1999) report annua interest rates between 10 and 12 percent, and none charge more than
18 percent, lessthan atypical credit card (computed by Bhatt and Tang, forthcoming).

High wages dso contribute. Lending is labor-intensive, and training even more 0. The
United States, unlike many placesin the Third World, lacks a ready supply of unemployed,

college-educated people willing to work with the poor for low wages. Inexpensive, high-qudlity
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labor is crucid in the cogt structure of the best programsin the Third World (Chrigten et al.,
1995; Rhyne and Rotblatt, 1994). Furthermore, U.S. programs are too small to regp economies of
scae, and high ddlinquency drains funds through default and distracts saff from other work.

Perhgps most importantly, few U.S. programs see financid sdf-sugtainability asan
important god (Bhatt and Tang, forthcoming). The likdihood that microfinance in the United
States will not be profitable makes careful, credible cost-benefit sudies dl-the-more important.

Standards beyond sustainability. All the authorsin this volume that ded with
microfinance for microenterprise agree that profitability is not a reasonable expectation for U.S.
programs. Bhatt, Tang, and Painter (chapter 7) say that among the 27 programsin Cdifornia that
they surveyed, “many programs are not sustainable due to operationd inefficiencies. . . . These
results can be explained by various socid and economic circumstances that make it difficult for
U.S. programs to gpply successful Third World operationa methods in reaching large numbers
of poor microentrepreneurs a relatively low codts. . . . Policymakersin the United States must
understand these unique socia and economic conditions.”

Vindli makes asmilar argument in chapter 5, saying that “it is unredigtic to expect very
high levels of financid sugtainability in U.S. microfinance organizations, regardless of the
positive impact that these organizations may produce.” Heis careful to note that “this does not
mean that microfinance is doomed to fail. But it does mean thét it would be unredistic and
potentidly damaging to present microfinance in the United States as a panacea that achieves
socid improvement at no cost.”

Servon (chapter 6 of this volume) aso bdieves that the standards that VVon Pischke
derives from Third World experience are not appropriate in the United States and have

contributed to harmful myths. She says that “some of the focus on credit and the lack of
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recognition that programs need operating support comes from the confusion between U.S.
microenterprise programs and the developing-world mode s that motivated the U.S. movement.”

If the United States has deep pockets and if non-profit incentive structures can motivate
efficency and innovation, then the question of financid sustainability might be moot. But Himes
and Servon (1998, p. 7), for example, expect that “the current flurry of interest among policy
makers in the microenterprise srategy will not be sustained over the long term.”  Programs
rightly worry about where they will get cash to pay future expenses. Servon reportsin chapter 6
that “ program directors and field experts across the board expressed the need for greater funds
for operating support.” In the same vein, 80 percent of programsin Langer, Orwick, and Kays
(1999) listed * programmatic sustainability” as avery high priority, and 73 percent dso listed
diversfying and broadening ther funding base as a very high priority.

Many programs are not permanent; Bhatt, Tang, and Painter report in chapter 7 that
“more than 30 percent of the microcredit programs that were in operation in Cdiforniain 1996

were no longer in existence in 1998.”

5. Governance structures and appropriate incentives

If standards for U.S. programs should be different, then what should the different
sandards be? The challenge is to ensure that less-stringent or more-quditative Sandards are
truly more appropriate, and not merely masks for inefficiency or other weaknesses. Furthermore,
even if profitability is unredligtic, programs must sill be induced to work hard to be permanent,
to maintain high rates of repayment, and to increase quality and decrease codts. In the absence of
aprofit motive, clear systems of incentives to reech efficiency targets—and credible threats to

enforce them—become even more important. Without an assumption of dtruism (the Firs Way)
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and without sdf-interested owners with a profit motive (the Second Way), the Third Way must
find some mechanism to motivate the employees of donors, governments, and microfinance
organiztions, dl of whom harbor some combination of sdf-interest and dtruism.

Asthe search for appropriate standards and incentive structures continues, microfinance
must continue to balance financid sustainability againgt socid impact, a least in the short term.
“Efforts to achieve efficiency should be supplemented with efforts to remain committed to
produce va uable impacts in the communities” (Vindli, chapter 5).

Likewise, Von Pischke states in chapter 2 that “The critical chalengeisto get the
incentives right in order to combine a sustained commitment to the target group with the quest
for profitability. Too much emphasis at the board level on outreach tends to compromise
sudtainability. Too much emphasis on making money tends to jeopardize outreach and
commitment to the target group.” For Von Pischke, the key is owners and/or board members
who will somehow baance the two godss properly. The question is then how to design a
governance structure that will determine the proper balance and then give owners or board
members incentives to achieve it.

Markets are a the heart of the Third Way, but markets are not dways kind to those who
arrive with few resources. Thus, the Third Way leaves room for public intervention, not to
supplant markets but rather to shift their incentive structures so that the self-interested pursuit of
the private good will aso improve the common good, with a preference for the poor. From
bottom to top, the microfinance experience in the Third World suggests that success hinges on
close attention to incentives. Microfinance works best when the individua actors involved have a

Hf-interested reason to make it work.
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For example, unless borrowers repay their loans as promised, microfinance is little more
then athinly-velled cash-transfer program—a First Way solution. And athough most borrowers
who repay their loans probably do so more because they are honest than because they fear the
costs of default, incentives that increase the cost of default and/or increase the benefit of

repayment can only improve repayment.

Controlling Arrears. The bedrock of the success of microfinance in the Third World has
been aweb of incentives for borrowers to repay. These include peer pressure from members of
joint-liability groups, the threat of repossession on chattel mortgages on household goods such as
televisons or gppliances, and the promise of future access to loans for those who repay as
promised (Armendariz de Aghion and Morduch, 2000).

Thus, the firgt step for amicrofinance organization is to control arrears (Von Pischke,
chapter 3 of thisvolume), but U.S microfinance has struggled in thisarea. For example, Bhatt,
Tang, and Painter (chapter 7 of this volume) dso find loss rates of over 20 percent for four
Cdifornia programs. Likewise, seven of the oldest and best-known U.S. microfinance lenders
had a 10-percent average annual loss rate (Edgcomb, Klein, and Clark, 1995). If U.S.
microfinance programs cannot devise better incentives to ensure that almost &l borrowers pay

their debts as promised, they risk losing credibility as aworthwhile development tool .2

?% U.S. microfinance programs have been unusua in their candor about arrears, and athough they
may have to exert more effort due to their frankness, accurate datais hedlthy because it creates
pressures to find ways to control arrears. For comparison, the Smal Business Administration
(SBA) in the 1960s and 1970s made microenterprise Economic Opportunity Loans (EOL) to
minoritiesin inner cities. Default rates in Boston, Chicago, and New Y ork exceeded 70 percent,
but the program continued because, according to Bates (1997, p. 170), “The SBA successfully
covered up the fact, for nearly a decade, that the mgority of al EOL loans to minority borrowers
ended in default.”
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Microfinance lenders serve those whom the banks judge as too risky (Servon, 1999). This
does not mean, however, blindly accepting high risks; rather, it means working to judge risk
better than banks. Much of the chdlenge of U.S. microfinance isto devise ways to identify poor
entrepreneurs whose true risk is overestimated by traditional underwriting techniques. Thisisa
difficult chellenge. Microfinance lenders must sort through salf-employed people whoserisk is
highly dependent on their specific business and on their specific human capitad and who often
have imperfect credit records. Somehow, they must pick out the exceptions, the good risks who,
at first look, appear to be bad risks. “Thusit is not surprising that many microcredit programs
have a hard time identifying people who failed to qudify for atraditiona bank loan, but may be

qudified for microloans’ (Bhatt, Tang, and Painter, chapter 7).

Encouraging innovation. The search for the required innovations is costly. Employees of
microfinance programs are more likdly to take time and exert effort if they are sysematically
rewarded for the search and the discovery of useful innovations. Microfinance lendersin the
Third World often place most of the power and responsibility for the control of risk on the
shoulders of loan officers and then pay them performance-based incentives (Churchill, 1999).
For example, loan officers may get sdlary bonuses for keeping defaults under a specified
percentage of the loan portfolio. The employees of the not-for-profits that run most U.S.
microfinance programs may be lesswilling to participate in such an incentive scheme.

In private firms, the benefits of innovations accrue to the owners, who thus have sdlf-
interested reasons to pressure (and reward) employees to improve efficiency and quality. Not-
for-profit organizations, in contrast, lack owners with a salf-interested reason to pressure (and

reward) innovative employees. Government and other donors may or may not make sure that
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microfinance pushes for constant improvement.?® Of course, dltruistic donors may pressure
microfinance programs to improve because they care about the wel-being of the target group, or
sf-interested donors may demand constant improvement because their own benefits and costs
are somehow tied to the benefits and costs experienced by the target group. Still, it seems at least
possible that the benefits and costs experienced by donors are only loosaly connected to the
benefits and costs that accrue to the target group.

Thus, the success of U.S. microfinance rests on a chain of incentives—for borrowers to
repay as promised, for employees to make sure that borrowers repay as promised, and for
programs to reward innovation—that ultimately depend on the incentives faced by donors.
Beyond atruism, the incentives for donors depend, at least in the long term, on whether voters
and taxpayers believe that support for microfinance is worthwhile. In the short term, sdif-
interested elected officials and bureaucrats want programs that—at least in gppearance if not dso
in fact—have big effects on the lives of people, that hide or diffuse costs, and/or that concentrate
benefits on smal groups (perhaps poor entrepreneurs, perhaps the employees of microfinance
programs). For private donors, the incentives are different but till complex and potentialy
ambiguous. Although their mandeate often explicitly includes the encouragement of innovation,
the sanction for failure to fulfill that mandate is not aways clear. There are till pressures for
quick results, and often pressures to disburse quotas of funds per year. Again, measurement of
costs and benefits (and explicitness about what can and cannot be measured) can improve

information and thus alow dl incentive structures to work better (Schreiner, 1997).

% \Von Pischke (Chapter 2 of this volume) says that donors rarly have strong reasons to provide
hedlthy incentives. Servon (Chapter 6 of this volume) quotes a practitioner as saying that
“legidators like to have successes and like to have endings.” Bates (2000) describes some of the
incentives within the U.S. Small Business Adminigration that stifle attempts to improve

efficency.
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6. Savings institutions

A decade ago, this book would likdly not have had “microfinance’ in the title; insteed, it
would have been about prospects for “microcredit.” The shift in wording reflects the avareness
that the “unbanked” lack access to more than just loans. In the United States, the recognition has
meant adding training programs, while in developing countries, it has typicaly meant an
incressed focus on the provision of safe and convenient deposit services®® Experiencein the
Third World suggests that, especidly for the poorest, saving is a least asimportant, if not more
30, than loans in the effort to help househol ds to accumulate resources. Firg, if households can
generate adequate assets on their own, the need for loansis reduced. The bulk of evidence (e.g.,
Berger and Uddll, 1998, Bates, 1997) suggests that lack of savings constrains the start-up and
expanson of smal business more than does lack of accessto loans. Second, savings provides a
buffer againgt misfortune (e.g., illness, business setbacks, or uninsured property loss). Third, the
discipline of building up savings over time can yield important lessons for entrepreneurs. Fourth,
funds within households tend to be largely fungible, and focusing just on financing for
microenterprises misses much of how households need and use money. Funds earmarked for
amal businesses, for example, are more likely to be diverted to paying for other expenses when
borrowers lack other resources (like savings) to address short-term contingencies®*

Stll, for the most part, the papers in the volume have focused only on lending and

training. Recognizing the place of savings requires questioning long-held assumptions? The

% More recently, there has been a groundswell of interest in developing countries in waysto
provide life insurance and, more ambitioudy, health and property insurance (Brown, 2001).

31 Buckley (chapter 4 in this volume) points out that movements in the past two centuries that
resemble the current microfinance movement started with a heavy emphasis on saving services.
%2 This section draws in large part on Caskey (2000).
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firgt isthat poor households are too close to subsistence to save much—monthly expenses
exhaugt al resources. Evidence from the United States appears to support this concluson for the
subset of 10 to 15 percent of households who have no transaction accounts at any depository
institution (the unbanked).33 When asked why they lacked savings accounts, half of the unbanked
respondents in a 1997 study commissioned by the U.S. Treasury indicated that they had
inaufficient funds (Booz Allen and Hamilton Shugoll Research, 1997).

The demands for financia services of the typica low-income household in the United
States differ from those in the Third World. For example, in the United States, low-income
households in principle have access to safe, liquid, remunerative deposit services. But in
practice, costs and requirements may deter the opening of accounts. The “unbanked” tend to
have difficulty maintaining month-to-month balances of around $500, the point at which banks
often waive monthly maintenance fees for passbook or checking accounts. Low-balance
account holders are dso more likely to bounce checks and thus to incur other fees; the $25 to $35
cost of a bounced check can make the cost of the use of conventiona bank accounts grester than
the cost of check-cashing outlets—and a history of bounced checks greeatly reduces the
likelihood of digibility for achecking account in the first place (Caskey, 2000). Wire transfers
and payment services (for example, money orders to pay monthly bills) are o rdlatively more
important for the U.S. poor.

Experience in the Third World has shown that the positive correlation between low assets
and the lack of bank accountsis due to both factors operating at the same time: households with
low assets have trouble maintaining an account, and second, househol ds without access to

convenient, flexible accounts have trouble building assets. Rutherford (2000) argues that poor

% Dunham, Scheuren, and Willson (1998) place the number of unbanked Americans at 30
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households typically have the cash flow to make small, regular deposits that can add up over
timeto “ussfully large” sums of money. In Bangladesh, Rutherford and Rubeyaldam, a
housawife in Dhaka who had long experience running informal rotating savings and credit
groups, put thisideato work in founding SafeSave. Program gaff solicit savings from
participants daily in their businesses or homes. Depositors may borrow againgt their deposits for
any purpose (not just for microenterprise). Staff vidts are feasible because most clients live and
work in densely populated dums.

Providing Smilar door-to-door deposit servicesin the United States is apt to be too
expensive and too insecure. But Caskey (2000) has proposed a potentially workable five-point
strategy toward the same end: (1) Banks open low-cost “outlets’ that are conveniently-located
for lower-income households (for example, in discount stores) and that provide regular banking
services as well as fee-based check-cashing, wire transfers, and money orders. These outlets
should be smdll, safe, and friendly, following the seemingly successful moded established by the
Union Bank of Cdifornias“Cash and Save’ outlets. (2) The outlets offer accounts with low
minimum:-balance requirements but no check-writing; instead, low-cost ($0.40 to $0.75 each)
money orders are available. Thus, customers can pay hills, but the bank assumes no extrarisk
from bounced checks. (3) Specia accounts, much like traditional “Christmas Club” accounts,
are offered to help customers save in smdl, regular ingtdlments. The ingalments should be
timed to coincide with income flows, preferably through direct-depost arrangements. These
gpecia accounts are Smilar to Individual Development Accounts, which typically am to help
depositors save for medium-term purchases like education or housing and which feature

meatching funds provided by philanthropic organizations or government. But IDAS can be costly

million.
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(Schreiner et al., 2000).3* The proposed accounts are a cheaper and more flexible complement to
IDAs. (4) Aswith Dhaka s SafeSave, quick, deposit-secured emergency loans are available.
And (5) partnerships are formed with community organizations to promote the services and
provide appropriate training for interested customers.®

Cresting outlets and developing low-cost, low-requirement savings accounts should be
feasible for many banks interested in serving a broader community.*® This s encouraged by the
federd Community Reinvestment Act of 1977, which requires banks to channd a portion of
profitsinto local community development.®” And the federd Community Development
Financid Ingtitutions Fund has so far provided over $300 million to encourage efforts.
Pennsylvania and severd other states are also providing tax credits, matching funds, and other
incentives to spur banks to expand in low-income communities. The result has been adoubling
of assats under management of Community Development Financid Indtitutions since the sart of

the program, to over $5.5 billion by 2000.

% The U.S. experience with Individual Development Accounts (Sherraden, 1991) suggests that
the ability and willingness of the poor to save dependsin part on incentives and inditutiond
structures. IDAs are low-cost, low-requirement passbook accounts held by banks but linked to
financia education through community not-for-profits. Deposits by the poor (typicaly those
under 200 percent of the federd- poverty guideline) are matched (often a arate of 2:1) if used to
purchase a home, pay for post-secondary education, or finance a microenterprise. Withdrawals
for other purposes are possible but are not matched. IDA staff encourage savers to make regular
deposits. In ademondration at 14 sites across the United States, the average IDA participant in
an average month deposited about $25, and the average participant made a deposit in 7 out of 12
months (Schreiner et al., 2001).

% Fondation, Tufano, and Walker (1999) suggest that church groups might be useful
collaborators with banks.

% Details here are from Tannenbaum (2000).

%" Since 1995, banks can get Community Reinvestment Act credit for financia support of
microfinance ingtitutions and banks working in low-income communities. Bhatt, Tang, and
Painter (chapter 7 in this volume) find that about 23 percent of the funding of microfinance
organizationsin their survey comes from banks, many of which are seeking to meet their
mandated community- development obligations.
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Still, there remain substantia barriers to full-service banks in low-income communitiesin
the United States®® One isthat some state welfare programs have means tests that diminish
incentives to accumul ate assets (Powers, 1998, and Servon, chapter 6 of thisvolume), dthough
requirements have been greetly relaxed in the wake of the 1996 welfare reform legidation.
Another istha non-profits that wish to offer deposit services would have to operate in
partnership with fully-regulated banks, and some donors are uncomfortable with subsidizing a
private bank. A third isthat potentid customerslack experience with and trust in commercia
banks—and that commercid banks lack an understanding of the potential market (Caskey,
1994b). None of these barriers seems insurmountable, and expanding access to afull menu of

financia services will be alarge step forward for low-income communities.

7. The promise of microfinance in the United States

Microfinance embodies much that attracts policymakers and practitioners who work to
expand opportunities for low-income Americans. In particular, microfinance offers away to
help low-income dients find new livelihoods while moving away from cash transfer programs
associated with the treditional welfare system. Thus it fits squardly with the Third Way
approach adopted by the United States under Clinton and by Britain, France, and Germany.

In principle, success sories from Ada and South America should be replicable in the
United States, and this hope has driven donors and activists. In practice, however, establishing
microfinance in the United States has proved difficult. Many of the programs described in the
present volume face unexpected costs, find low demand for their services, and fail to reach

ubsgtantid scade.

% Some evidence suggests that many people choose to be unbanked (Doyle, Lopez, and
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Among the earliest supporters of U.S. microfinance were Bill Clinton and Hillary
Rodham Clinton, but, eight years after promoting the establishment of the Good Faith Fund of
Arkansas, Hillary Rodham Clinton (1997, p. ix) equivocates in surveying the recent landscape.
She writes:

... given the smaller scde of the salf-employment sector in our nation, and the

costs associated with providing the technical assistance that businesses need to

succeed in our highly competitive market and legd system, microenterprise

programsin our country will clearly look different than those in the Third World.

And success will be measured differently as well-lessin terms of the economic

sdf-aufficiency of microenterprise indtitutions, and more in terms of the cost-

effectiveness of microenterprise as astrategy for reducing poverty and building

our economy.

The tempered tone reflects recognition thet the god driving many microfinance
advocates in developing countries—achieving the complete financid sdf-sufficiency of
programs—has remained out of reach in the United States. The excitement about financial sdif-
auffidency is ultimately tied to concern with impacts on poor households in low-income
countries. With full financid sdf-sufficiency, it isargued, programs can untether themsdves
from donor funding, seek commercid financing, and grow to serve tens of millions more people
than would otherwise be possible (Morduch, 2000).

The strong push to improve financid results in developing countries has led to the neglect
of the development of frameworks with which to build microfinance as a cost- effective (but
subsdized) poverty-dleviation strategy (Morduch, 1999b and 2000). This chapter has described

some of the required pieces of such aframework. Advocates for microfinance in the United

States argue that profitability should not be expected here, but the field has yet to convinaingly

Saidenberg, 1998; Bond and Townsend, 1996).
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demondtrate that it can be efident and can generate socid impacts that would justify the costs of
on-going subgdization This critical tenson must be faced if the field is to move forward.

Acceptance of the possibility of agreater diversty of approaches (some of which may
include ongoing subsidization) is dowly emerging in developing countries, but not quickly
enough to provide guidance for U.S. programs. Non-profit programsin the United States will
have to take the lead in the development of better ways to provide clear and gppropriate
incentives to staff and customers. In addition, new ways will have to be found to monitor socid
and economic impactsin atimely, trangparent way. Woller ez al. (1999) and Schreiner (1999c)
show that thereis till far to go on this score in the United States, particularly with regard to the
use of control groups in making inferences, but there are ample methodological lessonsto be
learned from eva uations of ongoing experiments with welfare reform, school vouchers, and job-
training programs.®

There is dso need for greater realism with regard to what microfinance can and cannot do
(Servon, chapter 6 of thisvolume). Microfinance will never be the solution to U.S. poverty.
Bates (1997, p. 207) concludes that “ scholarly studies have failed to produce hard evidence that
entrepreneurship in the United States today is an effective strategy for bootstrapping one' s way
out of poverty,” and the papers in this volume offer little additional evidence to counter that view.
Even if microfinance is effective for those who choose to participate, the sze of the
microenterprise market in the United States remains very smdl. Vroman (1997) and Ddlinger
(1989) suggest that microfinance may help about 1 in 100 displaced workers become sdlf-
employed who otherwise would not have, and, according to Schreiner (1999a), the ratio for

people on public assistance may be closer to 1 in 1,000. Even with effective, universa
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microfinance, the most common routes out of poverty will remain acquiring a good wage job and
acquiring more human capital.

Greater realism aso requires openness to a diversity of gpproaches to assst low-income
households and communities reach their potentia. Microfinance may fill important nichesin
thisregard. The microenterprise strategy has generally not been targeted toward the “truly
disadvantaged,” but it has engaged |ow-income individuas with mativation, basic education,
some relevant business experience, and a support network of family and friends that provides an
informa safety net. As Servon (1997, p. 166) concludes: “The programs studied do more to help
those who exigt at the margins of the mainstream economy than those who are cut off from the
economic mainstream.”  But these are often important groups, and addressing their needs can
help reduce the chance that they will dip backward.

For microfinance to make further headway in the United States, it is necessary to push on
anumber of smultaneous fronts. Firg, thereisaneed to look for technologica improvementsin
cost- effectively judging the risk of loansto the sdf-employed poor. In the Third World, this has
been done largely viajoint-liaility groups and cashflow andyssfor individud loans. Inthe
United States, though, joint-liability groups have had less success, and the use of business plans
and coursework as an indirect tool to screen for risks has been inefficient. Potential approaches
include credit scoring (Schreiner, 2000b) and the use of landlord references, savings records and
escrow accounts, proof of bill payments, and symbolic chattel mortgages (Bhatt, Tang, and
Painter, chapter 7 of thisvolume). Second, thereis aneed for greater efficiency. Thisincludes
ways to streamline training, provide appropriate incentives to staff, and expand marketing. Third,

technica standards need to be improved. Many microfinance practitioners have no specia

39 |n an important first step, Servon and Doshna (2000) compare the cost per job of
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knowledge or experiencein lending. Ther energy and willingness to learn on the job have given
acriticd jump-gart to many programs, but mature programs require strengthened financia
expertise, management experience, and professiond informationmanagement systems. Fourth,
methods for timely, transparent, and inexpensive socid-impact eva uations need to be devel oped,
and issues surrounding cost-effectiveness have to be confronted regularly and openly. Fifth,
partnerships with commercia banks should be explored where possible to create low-cost
savings accounts and to provide access to inexpensive wire transfers and money orders.

Given the diverdty of contexts, achieving the promise of microfinance in the United
Saeswill likely sem from a diversity of approaches. In developing countries, the rush to
establish aunified set of “Best Practices” has come with both costs and benefits, and
microfinance leaders should take care not to et premature standards dampen innovetion. As
Vindli argues, “a‘one-sze-fits-all” model discourages experimentation, innovation, and learning,
anironic fate for amovement that grew out of these values’ (Vindli, chapter 5). Von Pischke's
recognition of adiversty of approachesin his catalogue of Best Practices (chapter 3 of this
volume) is an important step toward expanding conversations. Microfinance can play arolein
the continuing struggle to equalize opportunities in the United States, but the current record has
been disgppointing when viewed in the light of Third World successes. Thisis il very much a

time for experimentation, refinement, and evauation.

microenterprise programs with the cost per job of other traditiona interventions.
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