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ABSTRACT: Microfinance is often assumed to be an ethically progressive industry,
but in recent years it has been the target of much ethical criticism. Microfinance
institutions have been accused of using exploitative lending techniques and charg-
ing usurious interest rates; and critics even question the ability of microfinance to
alleviate poverty. This article reviews recent research on the microfinance sector that
addresses these ethical issues. We show how this research is relevant to a number
of theoretical issues, such as how to define poverty, how to understand exploita-
tion, and how to balance financial and social goals in commercial organizations.
We conclude by identifying a critical agenda for future research.
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1. INTRODUCTION

ICROFINANCE IS THE EXTENSION OF FINANCIAL SERVICES to poor

or low-income clients who typically are denied service by mainstream com-
mercial banks. Most notably it involves extending very small loans, often below
$200, to impoverished people in developing countries. This practice of microcredit
lending has received global attention over the last two decades, especially since the
United Nations declared 2005 the “Year of Microcredit,” and the 2006 Nobel Peace
Prize was awarded jointly to Muhammad Yunus and the Grameen Bank. As a result
of this positive attention, microfinance institutions (MFIs) are receiving a growing
share of the international aid budgets of many developed countries, including France,
Germany and the United States (Gidhwiler & Negré, 2011).

This praise chiefly stems from a belief that, by facilitating self-employment and
entrepreneurship, access to credit can help people break out of poverty traps, in
other words, that it can help the poor to lift themselves out of poverty (Armendariz
& Labie, 2011; Morduch, 1999a). Indeed, Yunus (2002, 2007) argues that access
to credit should be considered a human right since it will help to “put poverty in
museums.” In line with this claim, the microfinance industry is frequently held up

©2013 Business Ethics Quarterly 23:4 (October 2013). ISSN 1052-150X 561-589
DOI: 10.5840/beq201323440

https://doi.org/10.5840/beq201323440 Published online by Cambridge University Press


https://doi.org/10.5840/beq201323440

562 BuUsINESs ETHICS QUARTERLY

as ethically progressive. According to Pohl & Tolhurst (2010: 180), it is “one of the
fastest growing CSR [corporate social responsibility] tools in the finance sector.”
Similarly, MFIs are often characterized as hybrid institutions with a twofold agenda:
to do good (increase the social outreach of credit) and to do well (achieve financial
sustainability) (Battilana & Dorado, 2010; Cull, Demirguc-Kunt, & Morduch, 2009;
Morduch, 1999a).

In recent years, however, the microfinance industry has been the target of much
moral criticism—indeed some scholars talk of an “ethical crisis” in the field (Hudon,
2011). Much of the debate started in 2007, when it was discovered that the very
successful stock offering by the Mexican MFI Compartamos partly originated from
poor borrowers’ having to pay interest rates in excess of 100 percent (Lewis, 2008;
Rhyne & Guimon, 2007). Other MFIs have been accused of relying on exploitative
lending techniques, using forceful loan recovery practices, and pushing borrowers
into “debt traps” (Harper, 2007; Hulme & Arun, 2011; Karnani, 2011). More gener-
ally, a number of scholars have started to question the belief that microfinance is an
effective tool for alleviating poverty, or at least to demand further empirical evidence
of its impact (Ellerman, 2007; Meyer, 2007). The most critical scholars argue that
the popularity of microfinance really stems from neo-liberal ideology, particularly
the aim to dampen resistance to financial sector liberalization and economic austerity
policies at the community level (Bateman, 2010; Weber, 2004).

In some cases, these criticisms have triggered a severe political reaction. Local
and federal authorities have closed branches of large MFIs in Ecuador, India, and
Nicaragua (Counts, 2008). More than forty developing countries have imposed
mandatory interest rate ceilings to address concerns of “usurious” pricing practices
among MFIs (Fernando, 2006)—most recently Bangladesh and India, the world’s
two largest microfinance sectors. Allegations of usurious interest rates were also
central in the recent chain of events that led to the dismissal of Muhammad Yunus
from his post as head of the Grameen Bank. Yunus was ousted because, in the words
of the Prime Minister of Bangladesh, MFIs “are sucking blood from the poor in the
name of poverty alleviation” (Ahmed, 2010: 1). Thus, it is fair to say that the very
existence of the microfinance sector is being threatened.

In this article we review some recent research on microfinance that relates to the
abovementioned ethical concerns. The overall aim is to introduce microfinance as
an interesting case study for business ethicists, both empirical and philosophical.
Because the microfinance sector largely has been neglected in the critical literature,
we focus primarily on empirical research (both quantitative and qualitative), but
we try to show how this research is relevant to a number of more theoretical issues
central to business ethics. Furthermore, our aim is to draw out some preliminary
implications from the empirical material that can provide the basis for further criti-
cal research in the future.

The article is organized according to what we take to be the three most funda-
mental ethical questions concerning microfinance: (1) Should it be done at all (what
is known about the impacts of microfinance)? (2) How should it be done (do MFIs
exploit poor clients)? And (3) who should do it (what are the characteristics of an
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ideal microfinance provider)? After analyzing these issues, the article closes by
outlining a critical research agenda for the future.

2. WHAT IS KNOWN ABOUT THE IMPACTS OF MICROFINANCE?

In most attempts at justifying microfinance, as noted above, proponents appeal to
its potential for alleviating poverty. For example, Yunus (2007: 171) contends that,
“combined with other programs that unleash people’s potential, microcredit is an es-
sential tool in our search for a poverty-free world.” But what does this mean exactly?

In the philosophical literature on poverty and development, there are a variety of
different conceptions and/or theories of their essential features. Most importantly,
it has been suggested that poverty may be understood as: (1) a lack of the means
necessary to satisfy certain basic needs (or the actual dissatisfaction of those needs),
including shelter, clothing and nutrition (Doyal & Gough, 2007); (2) a lack of cer-
tain basic human capabilities, including bodily integrity, emotional response and
practical reason (Sen, 1999; Nussbaum, 2000); (3) exclusion from “normal social
processes,” specifically through discrimination, powerlessness and “voicelessness”
(Lenoir, 1989; Silver, 1995); or (4) lack of secure access to certain fundamental
social and economic rights, including the rights to subsistence, education and health
care (Nickel, 2005; Shue, 1996).

We suggest that recent research on the impacts of microfinance is relevant to
this philosophical debate, especially to the issue of what dimension of poverty
commercial agents can and should address. This can be understood as the central
business ethics issue related to the philosophy of poverty, which obviously is also
relevant to many other types of programs for CSR and development. We will here
introduce this research, focusing in particular on economic poverty, empowerment
and social exclusion.

Whether there is a human right to credit per se or whether MFIs can be seen as
discharging other fundamental human rights obligations is an interesting issue that
we unfortunately cannot address here (but see Hudon, 2009). According to recent
business ethics scholarship, the argument that private companies, particularly
transnational corporations active in global markets, could and should be assigned
direct human rights obligations makes both moral and legal sense (Arnold, 2010;
Cragg, 2012; Wood, 2012). More specifically, Arnold and Valentin (2013) argue that
the only ethically legitimate way for companies to target desperately poor people
(sometimes called the “base of the pyramid”) involves respecting their human rights
to subsistence and well-being by enhancing their human capabilities and function-
ings. Future research may investigate the precise role that the financial sector can
and should play in this regard.

2.1 The Impact of Microfinance on Economic Poverty

Curiously, microfinance was traditionally supported on the basis of anecdotal evi-
dence alone, and few rigorous assessments of its impact were conducted (Banerjee,
Duflo, Glennerster, & Kinnan, 2010). In the wake of the ethical crisis facing the
industry, however, a number of scholars have started to question the precise rela-
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tionship between microfinance efforts and poverty alleviation, or at least to demand
further empirical evidence. Consequently, a number of impact studies have been
conducted, primarily in South Asia and Latin America.

Most of this research focuses on the impact of microfinance on clients’ financial
situations, i.e., their wealth or spending. We may refer to this as economic poverty.
The first study was carried out in the early 1990s on a sample of clients of rural
credit programs in Bangladesh. Using this database, Pitt & Khandker (1996) claimed
that, for every 100 taka lent to a woman in Bangladesh, an additional eighteen taka
is added to the annual expenditure of her household. Moreover, Khandker (1998)
found that as many as five percent of the clients of these credit programs eventually
managed to lift themselves out of poverty.

Many scholars have been critical of the methodology used in these early studies
on the grounds, for example, of endogeneity problems and selection biases related to
MFIs’ eligibility criteria (Armendariz & Morduch, 2010). In recent years, therefore,
scholars have started to analyze microfinance’s impact using randomized control
trials (RCTs). Two of the most detailed and methodologically stringent RCTs are
those by Karlan & Zinman (2010) and Banerjee et al. (2010), and both produce less
enthusiastic results. Karlan & Zinman (2010) discovered that, on the outskirts of
Manila, the average male borrower receiving consumer credit appears to increase his
profits but at the same time shrink his business as a result of the microloan. Banerjee
et al. (2010) found that expenditure on durable goods increased in “treated” areas
and the number of new businesses increased by one third, but they also found that
access to microcredit had no impact on average monthly expenditure per capita.

There are so many studies on microcredit that we cannot cover all of them here.
However, to evaluate the evidence, a review was recently commissioned in the United
Kingdom by the Department for International Development (DFID). Analyzing as
many as 58 impact studies focused mainly on microcredit, the review unfortunately
finds methodological problems even in many RCTs. For instance, the studies fre-
quently lack proper randomization and/or double blinding. Ultimately, the report
takes a rather pessimistic stance and states that: “it is still unclear under what cir-
cumstances, and for whom, microfinance has been and could be of real rather than
imagined benefit to the poor” (Duvendack, Palmer-Jones, Copestake, Hooper, Loke,
& Rao, 2011: 75). The general message is that more research is needed.

A few RCTs assess microsavings (as opposed to microcredit), with more opti-
mistic results. For example, Brune, Gine, Goldberg, and Yang (2011) analyzed the
availability of savings accounts in rural Malawi and found that they have a positive
impact on household expenditures. Similarly Abraham, Kast, and Pomeranz (2011)
found that availability of microsavings reduces vulnerability to economic shocks
among clients in Chile, who also said they were less worried about their financial
future. Prina (2013) suggests that access to savings has increased monetary assets
among microfinance clients in Nepal. Further, a recent study in rural Kenya found
significant positive effects of microsavings among women working as market
vendors, but not among men working as bicycle-taxi drivers (Dupas & Robinson,
2013). Almost all of the enthusiasm surrounding microfinance in recent decades has
concerned credit, with savings products being largely neglected (Roodman, 2012).
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The results of these four impact studies suggest that this asymmetry may have been
misguided, however. At the very least, there seems to be some further potential in
microsavings products.

One finding common to all microfinance products is that the impact of microfi-
nance is certainly more heterogeneous than previously assumed. Mayoux (2001)
found that access to microloans can actually increase local income inequalities
because borrower groups tend to become controlled by those who are powerful in
the community, to the detriment of the poorest and most disadvantaged. Biosca,
Lenton, and Mosley (2013) similarly found that the social capital structure of bor-
rower groups determines whether the non-financial services offered by MFIs have
an effect on borrowers with the lowest incomes. As just noted, Dupas and Robinson
(2013) found significant differences with regard to gender and occupation in their
RCT on savings, with larger effects for female market vendors. Finally, in a recent and
much-anticipated RCT of Compartamos’s clients, Angelucci, Karlan, and Zinman
(2013) found that treatment effects varied a great deal among the twenty different
sub-groups examined. While no group was seriously harmed by microfinance, some
types of clients benefited more than others, such as those with a longer education
and those with previous business experience. The authors conclude by stressing
the need for further empirical scrutiny into the underlying mechanisms that make
microfinance work better for some than for others.

Judging from the above, we conclude that there is reason for concern over what
is known about the impact of microfinance on clients’ economic poverty. While
some microfinance initiatives appear to have positive effects on economic poverty
under certain circumstances and for some groups of clients, there is still insufficient
evidence to justify the whole phenomenon of microfinance since many studies find
little or no positive impact. This concern also has broader implications because
few other CSR initiatives have been as clear about their methods and goals when it
comes to alleviating poverty as has the microfinance industry. Thus, the results of
these empirical investigations seem troubling to the whole idea of addressing global
poverty through commercial activity.

Of course, it is possible that researchers may have been focusing on the wrong
measurements. One recent suggestion is that microfinance can increase the economic
resilience of clients and decrease their vulnerability (by adding an additional source
of funds) without impacting directly on their wealth or spending. For instance, Mor-
duch (2013) argues that consumption loans should be developed more extensively in
microfinance, although with adequate controls for the risks involved. Interestingly,
while most of the talk about microfinance has focused on microcredit, the impact
studies that we find the most compelling in this context are those on microsavings
products. However, we are apprehensive about the results on heterogeneity because
they suggest that microfinance indirectly can lead to greater inequality in poor
communities.
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2.2 Microfinance and Empowerment

While most impact studies have focused on economic poverty, we have seen that
poverty alleviation can also involve other factors, such as psychological or soci-
etal empowerment, elimination of societal discrimination and exclusion, or more
generally a higher quality of life for the poor. It is well known that the “social” (or
more generally the non-financial) performance of hybrid organizations is difficult to
assess (Mair & Marti, 2006). One reason is that elements of social value are often
considered as “standing beyond measurement and quantification” (Emerson, 2003:
40). However, amid increasing pressure for results and aid measures, there has also
been stronger pressure to measure the social performance of MFIs. Some of these
measurements are rather complex—the Social Performance Taskforce, for example,
has produced lengthy matrices of social indicators (Copestake, 2007)—but we will
focus on just two dimensions here: empowerment and exclusion.

Microfinance is often connected to empowerment in various senses. For example,
it is often hailed for lending predominantly to women, which is thought to lead to
the empowerment of women and girls in patriarchal societies (Holvoet, 2004). The
Grameen Bank notably decided to focus on women, on the grounds that this would
have a greater impact on the wealth of the entire household (Yunus, 1998). According
to the latest data from the Microcredit Summit, women account for more than 75
percent of the 195 million microborrowers worldwide (Reed, 2013). Thus, women
continue to be the main clients of MFIs.

In terms of real impact, however, recent empirical studies paint a more nuanced
picture of the relationship between microfinance and women’s empowerment. For
example, one recent study found that, compared with men, female clients worked
in sectors with lower profits and growth potential and with harsher competition,
and that microloans tended to perpetuate rather than challenge this economic order
(Guérin, Kumar, & Agier, 2013). Agier and Szafarz (2013) analyzed a database of
34,000 loan applications from a Brazilian MFI and, interestingly, found that credit
officers discriminated to some extent against female applicants. While there was
no gender bias in approval rates, evidence was found of a “glass ceiling” effect
that downsized the largest projects of female clients. Garikipati (2008) provides
an in-depth analysis of borrower testimonies and finds that, while loans to women
frequently end up as household assets or income, those assets are then controlled by
men. In her most recent research, Garikipati explains that the way in which women
use their loans is critical to their empowerment. For instance, while investing in
household assets often leads to disempowerment, loans can also be used in more
empowering ways (Garikipati, 2013). This is in line with the preceding conclusion
that, while some forms or uses of microfinance may have positive effects, there is
no wholesale justification for it.

Microfinance is often connected to empowerment on a more general level, too,
however. We submit that part of its luster among international donors and politicians
may be due to its “liberal” characteristics, namely that it emphasizes the responsibil-
ity of clients to escape poverty through microenterprise. Liberal scholars—that is,
scholars who put great weight on the autonomy and responsibility of individuals (as
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opposed to groups or the state) in political matters—typically argue that empower-
ment should be a central goal of development. For instance, Thomas Pogge (2002:
9) puts credit and microcredit on the list of projects that “augment the capacities of
the poor to fend for themselves.” And there are indeed empirical studies that lend
support to this claim. Ravi & Rai (2011) compared microfinance borrowers with
participants in a mandatory health insurance project and found that the latter were
disempowered relative to the former.

While most empowerment studies have concentrated on microcredit, an exception
is Ashraf, Karlan, and Yin (2010), who found that women’s decision-making power
in households increased with access to an individually held savings product. This,
once again, suggests that microsavings has further potential.

According to other scholars, however, focusing on empowerment is too indi-
vidualistic and decontextualized, mainly because it ignores the role of social and
macroeconomic structures (Alsop, 2005). As noted above, the most critical scholars
tie microfinance to neo-liberal ideology—a radical form of liberalism that forbids
all types of state intervention in the market, including for public education and
social security. Weber (2002; 2004) argues that microcredit is strategically embed-
ded in the global political economy and has been used primarily to facilitate the
implementation of financial sector liberalization on a global scale as well as the
global trade in financial services. Similarly, Bateman (2010) argues there is no
proof that microfinance has an impact on poverty alleviation; instead, it undermines
economic and social development on the structural level. This is because it tends
to work within, and thereby to perpetuate, or even strengthen, existing economic
structures. Bateman concludes that microfinance is supported more by neo-liberal
ideology than by proof.

In the end, we are unconvinced by Bateman’s analysis. It understates the benefits
of the stability of MFIs due to their reduced dependency on subsidies compared with
the public credit programs or state-led structures of previous eras. Such programs
tended to fall short of reaching their targets when public funding or interest ran out
(Armendariz & Morduch, 2010). In contrast, the establishment of cost-covering
institutions that pursue development goals may offer opportunities to cope with
external shocks. This should not be confused with neo-liberal ideology because
even critics of neo-liberalism may appreciate the stability of MFIs.

Moreover, it is important to distinguish between two levels of agency in this con-
text: political (as exercised by the state) and organizational (as exercised by MFIs).
We agree with the critics that further emphasis must be put on the political dimen-
sion of microfinance, and that the current hands-off approach by some governments
gives a neo-liberal impression, leaving the industry to sort everything out for itself.
Not all states have acted in this manner towards microfinance (see the research on
subsidies in section 4.2). In any case, such a political critique has no clear implica-
tions for what to think about the activities of the microfinance industry or individual
organizations. Microfinance as such cannot be held to blame for neo-liberal policies
because MFIs are not political agents (in the present meaning). To the extent that
microfinance has a positive effect on the local level, we think it more plausible to
say it is doing what is best under the prevailing circumstances.
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This is also our view on the implications of the empowerment studies discussed
earlier. In so far as microfinance can reach out to and empower certain neglected
groups, both financially and socially, we affirm that it has both intrinsic and instru-
mental value. It has intrinsic value because empowerment is a form of development
per se, and instrumental value because it tends to lead to other forms of develop-
ment as well. Unfortunately, studies to date fail to confirm a general connection
between microfinance and empowerment. That connection can only be found in
some circumstances and for some MFIs.

2.3 Microfinance and Financial Exclusion

In a recent and influential book, Roodman (2012) reviews many of the studies men-
tioned above. While taking issue with Bateman’s reading of the available evidence, he
agrees there is insufficient justification for widespread optimism about MFIs’ ability
to alleviate poverty. Indeed, he argues that there are cases when microfinance has
done more harm than good. This is the case when there is an oversupply of funds,
and borrowers have been able to repay loans by borrowing from competitors—a
phenomenon known as “overindebtedness” (see also Schicks, 2013). One of Rood-
man’s conclusions is that MFIs need less money from overenthusiastic international
donors and investors.

In the end, however, Roodman suggests that the real justification for microfinance
lies elsewhere, namely its ability to address “financial exclusion.” MFIs quite simply
provide financial services (or access to them) to people who typically are denied
service by mainstream banks; that is, those who do not ordinarily have access to
such mundane yet important things as bank accounts, advice on financial planning,
and the possibility to borrow. And according to Roodman, this is an important
achievement in its own right.

Roodman is not alone in talking about financial exclusion and inclusion; this is
actually a recent trend in the microfinance industry (Ehrbeck, Pickens, & Tarazi,
2012). It is frequently noted that MFIs’ current coverage is far from the 2.5 billion
people believed to be financially excluded worldwide (Demirguc-Kunt & Klapper,
2012)." Indeed some authors argue that financial inclusion ought to replace poverty
alleviation as the central mission of MFIs (Servet, 2011). In our interpretation, this
trend seeks to locate the justification of microfinance in its ability to counteract a
possible form of discrimination: poor people’s lack of access to financial services.
As we have seen, some philosophers regard social exclusion and discrimination as
a central form of (social) poverty (Lenoir, 1989; Silver, 1995).

We suggest that this view is simplistic, however. Surely, the fact that poor people
receive access to formal financial services is not valuable per se, and the sole justifi-
cation therefore cannot be that MFIs provide a service previously denied to the poor.
Rather, the explanation must lie in some other value that is made possible by access
to financial services. It may be natural to associate discrimination with some kind
of harm or disempowerment because the two often go hand in hand (Pogge, 2002).
In our view, however, the connection between financial inclusion and economic or
social empowerment must be established empirically to justify further emphasis on
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the former. As we have seen, it is not necessarily the case that poor people who are
granted access to microfinance become wealthier or more empowered than their
“untreated” peers.

It may be argued here that poor people’s demand for microfinance products should
be taken as a presumption of the products’ broader justification. If some poor people
accept MFIs’ offers of loans and savings accounts, it is probably because those
products meet some kind of need. Those poor people likely think they are better off
(in the broad sense of preference satisfaction) with the products than without them,
and therefore it should be presumed that financial inclusion is a worthwhile goal. We
soon note certain troubling circumstances, however, that we take to speak against
or complicate this argument (in section 3.2). At present, we simply stress again the
current lack of empirical evidence in favor of such a presumption.

Finally, a recent sociological study gives further context to the topic of financial
exclusion. Collins, Morduch, Rutherford, and Ruthven (2009) studied the day-to-
day financial “diaries” of poor people in Bangladesh, India and South Africa. Even
though their transactions were on a very small scale, the study found that poor
people entered into many kinds of credit arrangements, with money flowing not
just from family networks and informal lenders (moneylenders) but also from more
organized creditors and “rotating savings and credit associations” (ROSCAs). If
and when the populations in question received microfinance, it only supplemented
these other funding sources. Apparently, therefore, poor people already have access
to financial services, although not from formal actors. Judging from this study, it
seems that the real challenge for MFIs is to provide high-quality services rather
than to simply “include” the poor in the formal financial sector. Accordingly, the
justification for microfinance must lie in some more concrete economic or social
advantage in comparison with informal sources, such as moneylenders or ROSCAs.

Summarizing our comments on the impact literature, we have suggested that
this literature is relevant to the critical issue of what dimension of poverty can and
should be addressed by commercial agents. Hardly any other commercial initiative
has been as clear as the microfinance industry about its methods and goals in terms
of poverty alleviation. This also makes it interesting from the broader perspective
of CSR and development.

With regard to the issue of what should be addressed, we have argued that the
impact of microfinance must be tangible and measurable. It is insufficient to note
that poor people receive access to products they were previously denied and talk
of development on the grounds that “social exclusion” is a part of the definition of
poverty. Many companies can grant access to new products, but the important ques-
tion is whether those products make a real difference to poor people’s lives, in other
words, whether they are financially or socially empowering. We have argued that it
is commendable for MFIs to pursue such empowerment despite the shortcomings
of the political environment: accusations of neo-liberalism should be directed at
politicians rather than at MFIs.

With regard to what can be addressed, however, we have concluded that there are
insufficient grounds for general optimism about microfinance’s ability to alleviate
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poverty. Despite widespread praise, microfinance is insufficient to “put poverty in
museums” as claimed by Yunus (2007). Instead, its impact seemingly depends on
a broad range of details, including the way in which services are provided. We will
now discuss these practical details further.

3. DO MICROFINANCE INSTITUTIONS EXPLOIT POOR CLIENTS?

Many of the recent concerns about microfinance are clearly related to business ethics
in that they pertain to the daily management of MFIs. As noted above, some MFIs
have been accused of charging usurious interest rates, relying on exploitative lending
techniques, and using forceful loan recovery practices. If the most spectacular of
these allegations are true, it seems clear that some MFIs have acted objectionably
on certain occasions. But do any of the allegations point to a more general ethical
problem in the sector?

As a theoretical point of departure, we may explore different philosophical con-
ceptions of exploitation. The following dimensions of such conceptions seem to
capture the essence of many—but perhaps not all—allegations against MFIs. First,
exploitation is often considered to involve one party taking unfair advantage of
another, in the sense that they lay their hands on an unreasonable proportion of the
benefits produced by the mutual transaction (the distributive dimension; cf. Arne-
son, 2007; Snyder, 2010). “Unreasonable” may be understood in relation either to
some fixed baseline or to a “hypothetical competitive market” (Wertheimer, 1996).
Alternatively or additionally, exploitation is often taken to mean that the exploited
party is under some condition of impaired voluntariness or consent, i.e., that he or
she is being coerced or duped into accepting the transaction (the procedural dimen-
sion; cf. Steiner, 1984; Reeve, 1987). So, for example, Zwolinski (2007) argues
that the answer to the question of whether using third-world sweatshops is illicitly
exploitative ultimately depends on the consent of the workers involved. There is also
a third dimension, which we will return to later: Exploitation may also refer to the
rationale behind the acting agent’s behavior, for example, whether or not he or she
aims to deal with the other person merely as a means to an end (the motivational
dimension; cf. Munzer, 1990). Buchanan (1988: 87), for example, suggests that
exploitation of a person occurs “with the harmful, merely instrumental utilization
of him or his capacities.”

Which of these dimensions is ultimately the most important?* Once again we
suggest that recent research on microfinance is relevant to this philosophical debate,
and especially to the issue of whether MFIs’ current practices are unethical because
they exhibit some of the above features. The following discussion is structured on
the basis of the above dimensions so that we consider the distributive dimension in
relation to interest rates, and the procedural dimension in relation to lending tech-
niques and loan recovery practices. We later discuss the motivational dimension in
relation to MFIs’ commercialization in general.
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3.1 High Interest Rates on Microloans

The most salient criticism of microfinance in recent years concerns the comparatively
high interest rates charged by the industry. Much of this ethical debate started with
the Compartamos stock offering in 2007, which in part was made possible by inter-
est rates in excess of 100 percent plus value-added tax, VAT (Lewis, 2008; Rhyne
& Guimon, 2007). These rates alarmed Yunus, who, when interviewed, compared
Compartamos to local moneylenders or “loan sharks” (Results, 2006). They even
alarmed representatives of the Consultative Group to Assist the Poor (CGAP), a
major donor consortium hosted by the World Bank (Rosenberg, 2007). The question
that everyone was asking was whether Compartamos’s rates were unique or whether
they were common practice in the industry.

Recent research confirms that interest rates on microloans are consistently much
higher than those offered by standard commercial banks, even in developing coun-
tries. According to figures from the Microfinance Information Exchange (MIX)
database, typical annual rates range between 20 percent and 70 percent, with an
overall average of about 30 percent (Rosenberg, Gonzalez, & Narain, 2009). These
figures should be put into perspective. First, unlike Compartamos, very few MFIs
charge annual interest in the region of 100 percent (Rosenberg, 2007). Second, these
rates may not be all that different from what mainstream banks charge for their most
expensive services, e.g., credit cards (Meier & Sprenger, 2010). Third, MFIs typically
charge lower rates than do local moneylenders or “loan sharks,” who sometimes
charge anywhere from 10 percent to 20 percent per month. But a legitimate question
is whether the difference is one of kind or simply degree, i.e., whether MFIs are
“the new moneylenders.” Does it not constitute distributive exploitation to charge
as much as 70 percent in interest when lending to the poor?

In arecent article, Sandberg (2012) argues that we need further information about
how microfinance works, beyond just the absolute value of interest rates, before
we can answer this question. A first issue concerns how poor clients are likely to
be affected by high rates. According to many economists, there is good reason to
believe that poor micro-entrepreneurs should be able to cope with very steep inter-
est rates. According to the “law of diminishing marginal returns on capital,” the
smaller the amount of starting capital, the higher the relative returns on investments
(Armendéariz & Morduch, 2010). Thus, an experienced businessman who invests yet
another $1,000 in his already proven company is likely to get much less out of this
extra money than is a street vendor who uses $1,000 to start her first micro-business.
Because interest rates are relative to the borrowed amount, the street vendor can
also afford a much higher rate than the businessman.

Some authors have expressed doubts about whether this “law” actually describes
reality (Harper, 2005). By and large, however, recent empirical studies seem to
confirm the economists’ forecasts. For example, de Mel, McKenzie, and Woodruff
(2008) analyzed the returns of microfinance clients in Sri Lanka and found an av-
erage real return to capital of 4.6 percent to 5.3 percent per month (55 percent to
63 percent per year), which is very high compared with “normal” businesses. On
closer examination, they also found a huge gender gap. While the average return
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was 8 percent for men, there were no positive returns for female borrowers, which
is troubling because women represent the vast majority of clients in Asia. Using
similar methodologies, McKenzie & Woodruff (2008) found returns in the range of
20 percent to 33 percent per month among micro-entrepreneurs in Mexico, and Faf-
champs, McKenzie, Quinn, and Woodruff (2011) noted high returns to capital among
microenterprises in Ghana, although, again, higher for male clients. In combination,
these results suggest that returns may have been over-estimated for female clients.

A second important question in this context is what drives the comparatively high
interest rates on microloans. In other words, are they mainly due to shareholders’
high return requirements or perhaps to the risks inherent in lending to the poor?
According to Hudon & Ashta (2013), the fairness of microcredit arrangements must
depend on the distribution of the surplus generated by the credit transaction—that is,
on who benefits most from it (the lenders or the borrowers). Many would probably
consider it exploitative if a substantial portion of the interest yield was extracted from
MFIs in the form of lavish dividends to shareholders. So where does the money go?

Interestingly, a recent report from CGAP suggests that almost 80 percent of a
typical MFI's income goes directly to cover two central costs: operating expenses
and the cost of funds (Rosenberg et al., 2009). The unusually high operating or
administrative expenses stem from the fact that MFIs typically administer an enor-
mous number of very small financial transactions that generally require face-to-face
interaction with borrowers (Fernando, 2006). Many MFIs also use personal contact
as a substitute for formal collateral or computerized credit scoring. Furthermore,
the unusually high cost of funds stems from the fact that MFIs are seldom able to
depend on their own clients’ deposits but instead borrow from commercial or quasi-
commercial sources and then on-lend to the poor (Armendariz & Morduch, 2010).

The same CGAP report indicates that the costs due to loan losses are relatively
low, especially in comparison with commercial banks. Furthermore, the average
profits of financially sustainable MFIs are only about 14 percent of the interest yield
(Rosenberg et al., 2009). This means that even if an average MFI were to cut out all
of its profits, it would only be able to reduce the interest rate by roughly one-seventh.
In conclusion, then, it seems that what drives the comparatively high interest rates
on microloans is neither high profit requirements nor the risks inherent in lending
to the poor, but simply a very high level of operating costs.

Both Sandberg (2012) and Zwolinski (2008) argue that issues concerning fair-
ness in pricing ultimately must be answered in light of the relevant institutional
alternatives. From this perspective, it actually seems difficult to argue that MFIs
exploit their clients in the distributive sense—that is, that they lay their hands on an
unreasonable proportion of the mutually produced benefits (Wertheimer, 1996). This
allegation seems to presuppose in particular that MFIs could give their clients much
better deals. We have just seen, however, that most MFIs face very high costs and,
in practice, many are unable to reduce their rates without assistance from outside
agents such as governments, commercial banks, or overseas investors. So, while the
interest rates on microloans are high, it seems that they are not always unreasonable
or disproportionate in practical situations.
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It may of course be argued that “unreasonable” should be understood in an abso-
lute sense. For example, Yunus (2002) does not talk about a human right to credit
in general but to affordable credit. On one interpretation, Yunus’s position is that
poor people have legitimate, justice-based claims to lower rates (Hudon, 2009). But
we once again wish to stress the difference between political and organizational
agency in this context. In so far as MFIs cannot be held responsible for (and can-
not influence) the high costs that they face, they should not be criticized for setting
interest rates high enough to cover these costs. And, if some clients cannot afford
cost-covering interest rates, it plausibly falls on public bodies to issue subsidies to
help MFIs decrease their prices (or to help these citizens in other ways).

We think that the above conclusion is not only interesting in the practical con-
text, but that it also has implications for the theoretical discussion at hand. A more
plausible theory of the distributive feature of exploitation must also take into ac-
count the opportunity cost to the receiving party—that is, that even an unreasonably
small benefit may be preferable to no benefit at all. In so far as microfinance does
indeed have a positive effect at the local level, and when there are no realistically
available alternatives with better effects, we believe it is counterintuitive to criti-
cize MFIs on the grounds of exploitation. This is not simply an external opposing
moral reason—that is, a justification of microfinance even though it is exploitative
in the distributive sense. Instead we see our argument as an alternative idea about
distributive exploitation as such. One benefit of the latter view is that it avoids the
seeming absurdity of exploitation being good for someone.

3.2 Consent from Clients

Much of the recent negative media coverage of microfinance has concerned allega-
tions of MFIs using coercive lending techniques and forceful loan recovery practices
(Counts, 2008; Heineman, 2010; Priyadarshee & Ghalib, 2012). One may interpret
this kind of criticism as a different take on exploitation, namely the procedural dimen-
sion. The criticism would then be that microfinance transactions are less than fully
voluntary on the part of the clients. We give more details on these allegations below.

Interestingly, many advocates of microfinance respond to the criticism of ex-
ploitative interest rates with an argument that appeals precisely to clients’” consent.
As just noted, repayment rates on microloans are extremely high. The latest figures
from the MIX database indicate that the global average of loan losses due to de-
linquency or default is 1.9 percent (Rosenberg et al., 2009). This is well below the
rate for most commercial banks (Hulme & Mosley, 1996), a fact often mentioned in
attempts to justify the interest rates. According to Jackelen & Rhyne (1991: 5), for
example, if a microfinance program ‘“has excellent recoveries, mobilizes savings and
demonstrates the ability to break even or be profitable using unsubsidized sources
of funds, a prima facie case exists for the effort being justified.”

This argument has affinities to Zwolinski’s (2007) view on fairness in pricing, namely
that much must depend on the transacting agents’ own choices and consent. To the ex-
tent that clients willingly pay the relatively high prices, they indicate that the service is
more important to them than the price. Furthermore, this reasoning is strikingly similar
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to what we said could be an argument for microfinance’s more general justification,
namely the idea that poor people’s demand for microfinance products indicates that
these products are meeting some kind of need. Borrowers likely think they are better
off (in the broad sense of preference satisfaction) with the products than without them,
and, therefore, the presumption should be that financial inclusion is a worthwhile goal.

What does recent empirical research say about these matters? We wish to high-
light two causes for concern. First, economists are well aware that one of the main
explanations for high repayment rates, and hence for the financial success of many
MFlIs, is that money is frequently lent exclusively to groups (Ghatak & Guinnane,
1999; Hulme & Mosley, 1996). The Grameen Bank, for instance, has pursued a
policy of lending only to groups of five women (Yunus, 1998; 2007). In turn, what
explains the success of the group-lending model is the existence of heavy peer
pressure on the individuals who have problems with repayment (Hulme & Mosley,
1996; Montgomery, 1996). Since the group members typically are jointly responsible
for the repayment of loans, they may all get into trouble if one member defaults.

In recent qualitative research, a number of scholars have found troubling sto-
ries about the negative effects of peer pressure in borrower groups. For example,
Shylendra (2006) found that such peer pressure can be one of the main causes of
overindebtedness, since defaulting borrowers often turn to moneylenders to avoid
abuse from their peers. Similarly Pattenden (2010) explains, based on a study of
groups of laboring women in India, that negative group dynamics can reproduce or
even widen economic and political inequalities, and they can also involve humili-
ation by members from upper classes and castes. In related research, it has been
shown that borrower groups are sometimes formed without lenders analyzing local
social practices and pre-existing social ties or collective pressures (Morvant-Roux,
Guérin, Roesch, & Moisseron, Forthcoming). Based on an ethnographic study in
Nepal, Rankin (2002) found that group lending models tended to exacerbate social
hierarchies and thereby make it harder for women to become empowered.

It is important to stress that MFIs themselves do not force clients to repay using
the group lending model. This should forestall the criticism of direct procedural
exploitation. But relying on peer pressure could possibly be deemed a comparable
offense. At the very least, it departs from the ideal of full willingness on the part of
clients. According to Harper (2007: 39), “[i]tis clearly convenient for any institution
to outsource to borrowers themselves the task of collecting debts from the poor,
particularly when harsh methods have to be used” (emphasis added).’

The second cause of concern we wish to mention is even more indirect. An inter-
esting debate in the philosophical literature concerns whether one can be coerced by
a situation rather than by an agent. So, for example, it is often argued that a transac-
tion can be exploitative when the weaker party is forced to accept it out of material
or psychological necessity. Robert Goodin (1987: 185) holds that “those who are in
rapidly declining positions and who in effect have ‘no choice’ but to accede whatever
demands the other might make are . . , exploited when the other plays for advantage
and strikes a hard bargain with them.” The relevance of this to our case is fairly
straightforward: One may argue that the severe poverty of many microfinance clients
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creates a situation that similarly departs from the ideal of full willingness because
the borrowers may in practice have no other choice than to seek loans from MFIs.

A related concern may be formulated by talking about exploitation of social
vulnerability. According to Arnold (2013), a straightforward form of exploitation
occurs when commercial agents take advantage of poor people’s cognitive, social,
or economic vulnerabilities in ways that undermine their human capabilities and
basic rights. The concept of social vulnerability here specifically involves a sus-
ceptibility to accepting products that are not needed or that even cause harm to the
consumer or borrower. As noted by Arnold and Valentin (2013: 1908), the addition
of further consumer choices is not always a good thing but “may lead individuals
in circumstances of dire poverty to purchase alcohol products rather than millet, or
accept usurious loan terms from a commercial micro-lender in order to celebrate a
religious festival.” The relevant form of exploitation thus involves taking advantage
of a situation that similarly departs from the ideal of full willingness.

Naturally, there are some arguments that advocates of microfinance may use in
response to our two concerns. With regard to peer pressure in borrower groups, it
could be argued that these circumstances are known to the clients before they enter
the groups. And regarding the desperate situation of the poor, one could make the
case that viable (and easily comparable) alternatives sometimes exist. For example,
the second concern may not be relevant when clients also have access to traditional
development aid and are sufficiently rational to make an informed decision between
the two. These arguments may be taken to partly mitigate our concerns.

What should we conclude from the considerations above? On the theoretical
level, we think it important to note the vagueness of the procedural account of
exploitation. While very few MFIs use practices that are forceful or coercive in a
direct sense, they may nevertheless depend on various indirect forms of coercion.
So which types of coercion are ultimately relevant? We think that further critical
work is needed on this important issue and hope to have shown how microfinance
is an interesting test case in the context.

On the practical level, the limited conclusion we reach at this stage of our analysis
is that the high demand for microfinance products cannot simply be taken as an indi-
cation of their beneficial effects. In other words, we should not presume that clients
choose a product because it meets some kind of need, since they may just as well
be coerced into the arrangement by either their situation or their peers. Therefore,
as noted before, our standpoint is that we need more solid empirical evidence on
the impact of various microfinance initiatives before accepting them. This is in line
with Arnold and Valentin’s (2013) conclusion that much ultimately must depend on
whether businesses enhance or undermine the capabilities of the poor.

Summarizing our comments on recent criticisms, we have argued that there are no
general ethical problems that undermine the justification for the whole microfinance
sector. While interest rates are comparatively high, they seem more reasonable when
put into the context of MFIs’ high costs and clients’ assumed level of tolerance. We
have argued that this is so, at least so long as microfinance has beneficial effects
on the poor. Furthermore, the MFIs that have used directly forceful lending or loan
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recovery practices may have acted wrongly, but it is less clear what to say about
the indirect coercion—from the borrower’s situation and peers—that may be more
typical of the industry. Our modest conclusion is that further empirical evidence
must be sought before taking sides on this issue. Accordingly, no a priori presump-
tion should be accepted about the justification—or lack of it—for microfinance. We
shall now discuss some further empirical studies of the different business models
in microfinance.

4. CHARACTERISTICS OF THE IDEAL MICROFINANCE PROVIDER

Although often grouped together simply as “microfinance institutions,” the organiza-
tions that currently provide financial services to the poor are very diverse. They range
from non-governmental organizations (NGOs) and cooperatives to self-help groups,
rural development agencies and ROSCAs, not to mention public and private banks
of all sizes, credit unions and international financial institutions (IFIs) (Armendariz
& Morduch, 2010). This raises the questions of what an ideal microfinance provider
is, and what responsibilities different kinds of potential microfinance providers have.

As a theoretical overlay here, we may use the current debate in business ethics
about different CSR models. Given the enormous magnitude of the literature on
CSR, we cannot give a full overview of this research; we will simply note some
major strands. Much of the research focuses on the “business case” for CSR, i.e.,
whether various sorts of socially responsible business conduct may lead to various
financial advantages or rewards (Carroll & Shabana, 2010; Margolis, Elfenbein, &
Walsh, 2007; McWilliams, Siegel, & Wight, 2006). In line with this instrumental
focus, some theorists have sought to develop a “strategic CSR” model, which allows
companies to use CSR to further their strictly commercial interests (Orlitzky, Siegel,
& Waldman, 2011; Porter & Kramer, 2006). In contrast, however, other research-
ers have emphasized the importance of intrinsic social motives—we may call this
“ethical CSR”—whereby companies engage in social issues as an independent and
wholehearted part of their mission (Arnold & Valentin, 2013; Campbell, 2012;
Mirvis & Googins, 2006; Windsor, 2006).

In the context of this CSR model research, we suggest that the microfinance indus-
try is an interesting example because it has been uniquely vocal about its dedication
to the mission of alleviating poverty. We start by reviewing recent research on the
commercialization of microfinance, and thereafter discuss the possibility of a more
social business model inspired by poverty-oriented MFIs.

4.1 Commercialization and Mission Drift

A general question that seems to apply to both issues in the previous section is
whether or not microfinance ought to be conducted as a commercial venture. It
should be noted that most MFIs started out as non-profit organizations, but there
has been a recent trend towards commercialization in the industry. In an article
in the New York Times, Yunus expresses great concern about this trend. He says,
“Commercialization has been a terrible wrong turn for microfinance, and it indicates
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a worrying ‘mission drift’ in the motivation of those lending to the poor” (Yunus,
2011: 23). To evaluate this statement, we first need to clarify a couple of things.

First, “commercialization” in microfinance might have at least two meanings
(Armendériz & Morduch, 2010). On one reading it means the increased application
of market-based principles to MFI management, reflected in MFIs” attempts to make
their activities more efficient by mimicking the behavior of commercial companies.
This sort of commercialization is probably less controversial, especially in light of
the current emphasis on aid efficiency by many development actors (Bourguignon
& Sundberg, 2007). Indeed, the whole social enterprise sector seems to share a
trend towards commercialization in this sense (Zahra, Ireland, Guiterrez, & Hitt,
2000). On another reading, however, commercialization means the increased use of
commercial sources of funding, or the institutional transformation to commercial
governance structures that allow for the distribution of dividends. It is true that some
MFIs recently have been transformed into for-profit businesses, at times simply
because this is legally required in order to take deposits (Schmidt, 2010). This sort
of commercialization is probably more controversial.

But why is it controversial? Once again there are two possibilities. On one view,
there is something inherently problematic about having pecuniary motives—whether
mainly or primarily—when lending to the poor. This seems to be what Yunus is
getting at when he says that commercialization “indicates a worrying ‘mission drift’
in the motivation of those lending to the poor” (Yunus, 2011: 23). We suggest that
this view on mission drift connects to the motivational dimension of exploitation
outlined above, namely the idea that it may be exploitative and wrong in itself to
view someone merely as a means to one’s own ends. On another view, however, the
real ethical problem lies in the effects of mission drift, in what happens to the poor
as a result of MFIs’ pecuniary concerns (Sandberg, 2012). We will focus here on
the latter view because it more easily lends itself to empirical scrutiny.

A number of recent empirical studies have indicated a trade-off between the fi-
nancial and social performance of MFIs. For example, Ghosh & van Tassel (2008)
argue that MFIs providing larger loans are better able to meet donors’ profitability
requirements, but typically have lower social performance (‘“poverty return”) since
larger loans are designed for relatively wealthier clients. Similarly, Mersland & Strgm
(2010) found that some MFIs have abandoned their poorest clientele by increasing
the size of loans, and D’espallier, Hudon, and Szafarz (2013) found significantly
weaker social performance among institutions that had not received subsidies during
the previous five years. Modeling the behavior of MFIs, Armendériz and Szafarz
(2011: 341) found that the trade-off between impact and loan size seems due to
“the interplay between [MFIs’] mission, the cost differentials between poor and
unbanked wealthier clients, and region-specific clientele parameters.” Finally, in
a comparative study, Cull et al. (2009) found that typical commercial banks were
currently generating considerable attention in the microfinance arena, but that they
failed to replicate the outreach of subsidized MFIs. Accordingly, institutions with a
strong social mission, rather than with substantial financial means, are best placed
to reach and serve the poorest customers.
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By contrast, Hoepner, Liu, and Wilson (2011) argue that most studies have used
a too narrow definition of social responsibility, focused only on average loan size.
With a broader definition, they find a positive but non-linear relationship between
the social responsibility and financial performance of MFIs. Specifically, there are
at least some dimensions of social responsibility for which commercialization can
lead to increased social performance.

We conclude from the above studies that microfinance seems to involve starker
contrasts than do many other industries. With just a few exceptions, most of this
research indicates a trade-off between MFIs’ social and financial performance. This
is markedly different from the mainstream CSR research, in which the results are
varied but many studies indicate a positive relationship between the two (Carroll &
Shabana, 2010; Margolis et al., 2007; McWilliams et al., 2006). We take this result
concerning MFIs to lend some credence to Yunus’s criticism of the trend towards
commercialization in microfinance. Before we can fully agree with Yunus’s rec-
ommendations, however, we must also analyze his alternative model to determine
whether there is a viable alternative to commercialization.

4.2 Social Business and Subsidies

As indicated above, Yunus has a different business model in mind for microfinance.
What he claims to have discovered when he started the Grameen Bank is that aims
typically associated with charitable organizations (such as the aim of alleviating
poverty) can be combined with techniques for market survival and growth generally
associated with for-profit commercial ventures (Yunus, 1998). In his recent writ-
ings, Yunus (2007; 2010) calls this the “social business” model. Some important
tenets are that all profits should be reinvested in the organization, no dividends can
be distributed to investors, and the only overarching goal should be to alleviate
poverty (Yunus, 2010). The model remains a business model, however, because the
organization seeks financial self-sufficiency through charging cost-covering interest
rates (Yunus, Moingeon, & Lehmann-Ortega, 2010).

It may be interesting to compare Yunus’s model with the research on strategic
and ethical CSR models. As noted at the outset of the present article, MFIs are of-
ten characterized as hybrid institutions that seek to both do good and do well. This
echoes the tenets of the ethical CSR model (Battilana & Dorado, 2010; Cull et al.,
2009; Morduch, 1999a). In our view, however, Yunus’s model actually goes beyond

Standard Strategic Ethical CSR: Social Standard
for-profit CSR: E . business: charity or
business: . qual balance . NGO:
Commercial of commercial Social goal
Commercial goal but and social but Social goal
goal and social strategy goals and commercial and social
commercial strategies strategy strategy
strategy

Figure 1: Social business and CSR models
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the CSR models. This is illustrated in Figure 1, where we distinguish between an
organization’s overarching goal (an objective that is aimed at for the objective’s
own sake) and the strategies it uses to further its goal (contingent objectives that
depend more on effectiveness and circumstance).* Our reason for keeping the so-
cial business model separate is Yunus’s argument that the social goal should not
only be an independent motivation, as with ethical CSR, but that it should be the
organization’s only overarching goal. In this way, social business can be seen as the
mirror image of strategic CSR: Whereas social activities are purely instrumental in
strategic CSR (and the real objective is commercial), the commercial technique is
purely instrumental for social businesses. Since they are essentially a mix between
NGOs and commercial companies, social businesses blur the boundaries between
the charitable and the traditional business sectors.

We must now ask whether social businesses work in practice. Recent empirical
research on the most poverty-oriented MFIs suggests that there are two main chal-
lenges of a financial nature: First, a common topic in the microfinance literature is
operational (in)efficiency—the daily challenge of bringing in enough money to cover
one’s costs (Armenddriz & Morduch, 2010; Prior & Argandoiia, 2009). Consistent
with the aforementioned research into social versus financial performance, many
studies have found a trade-off between efficiency and social performance in MFIs;
in other words, they confirm that poverty-oriented MFIs tend to be less efficient
(Hermes, Lensink, & Meesters, 2011; Hartarska, Shen, & Mersland, 2013). Ac-
cording to one study, MFIs organized as NGOs try to minimize costs by relying on
volunteer work, whereas more commercially oriented MFIs can rely on professional
staff to build a more balanced portfolio of loans (Gutiérrez-Nieto, Serrano-Cinca,
& Mar Molinero, 2007).

MFIs can increase their operational efficiency in many ways. They may, for
example, increase their size (Caudill, Gropper, & Hartarska, 2009), decrease staff
turnover, or form partnerships with traditional banks (Sriram, 2005). Another way
is by earning additional margins through new products, such as microinsurance
and remittances (Armenddriz & Morduch, 2010) or business development services
(Sievers & Vandenberg, 2007). But seemingly the most common tactic is to engage
with less-poor clients (Armendériz & Szafarz, 2011; Cull et al., 2009). This is, of
course, what makes some MFIs less poverty-oriented than others.

The second challenge facing social businesses concerns funding. Without easy
access to capital, commercial organizations will find it harder to start up and grow.
This has recently been highlighted as a central challenge to the microfinance in-
dustry, especially for poverty-oriented MFIs that refuse to engage with commercial
investors (Morduch, 2011; Sonne, 2012). Without access to commercial funding,
the main alternative for these institutions would seem to be subsidies from private
donors, states, or international aid agencies.

Interestingly, empirical research suggests that subsidies were a large part of the
success of the Grameen Bank, probably larger than Yunus himself wants to acknowl-
edge (Morduch, 1999b). More recent evidence from a benchmark sample of MFIs
suggests that a majority still take private or public subsidies, for example in the
form of direct development aid from industrial nations (Armendariz & Morduch,

https://doi.org/10.5840/beq201323440 Published online by Cambridge University Press


https://doi.org/10.5840/beq201323440

580 BuUsINESs ETHICS QUARTERLY

2010). According to data from CGAP, private and public donors contributed more
than $14 billion to the microfinance industry in 2010, most of which was in the
form of loans at concessionary rates (Gihwiler & Negré, 2011). Subsidies may well
decrease in the future, though, either because of the financial crisis and its impact
on aid budgets or because of the recent criticisms of microfinance.

Donor subsidies can do much good for MFIs. Most obviously, they allow MFIs to
focus on the very poorest clients who give little in terms of profit margin. However,
subsidies can sometimes also be a problem. For instance, Caudill et al. (2009) find
a negative correlation between how much an MFI has received in subsidies and the
cost-effectiveness of its operations over time. Similarly, Bogan (2012) studied the
impact of MFIs’ capital structure and found a positive correlation between the ratio
of subsidies (or grants) as a percentage of assets and the cost per borrower, i.e., the
ratio of operating expenses to the number of borrowers. These studies indicate that
donor subsidies have created a disincentive for some institutions to act efficiently,
and this inefficiency has then been passed on to the customer.’

We conclude from the above studies that the social business model faces serious
financial challenges that seemingly undermine its viability, but we wish to add a
further perspective in this context: As demonstrated by the previous analyses in this
article, the greatest challenge for poverty-oriented MFIs is actually to demonstrate
their impact on poverty alleviation. Specifically, there is seemingly nothing left to
justify the social business model unless we believe it has a real social impact. So
once again, the central question concerning the justification of various microfinance
initiatives is whether they can be proven to have beneficial effects on the poor.

Summarizing our comments on business models, we have argued that microfinance
is interesting in the context of the current debate about CSR models because the
microfinance industry seems to involve starker contrasts than do many other indus-
tries. The current trend towards commercialization would indeed seem detrimental
to the social aims of most MFIs. In this context, Yunus’s “social business” model
may seem more promising, and we have argued that it is unique in its strict emphasis
on social goals. Recent research indicates a number of financial challenges for the
more poverty-oriented MFIs, however. Furthermore, we have argued that Yunus’s
greatest challenge is to demonstrate more clearly that microfinance has beneficial
effects on poverty alleviation.

5. A CRITICAL RESEARCH AGENDA

In this article, we have reviewed research related to the current ethical crisis in the
microfinance sector. We have noted how this sector has been largely neglected in the
more critical or philosophical literature, which, in our view, is unfortunate. Microfi-
nance is an interesting test case for several important theoretical issues in business
ethics, such as how to define poverty and development, understand exploitation,
and view companies with a “social mission.” Furthermore, the microfinance sector
itself clearly needs to address these ethical issues if it wishes to retain its credibility.
To provide direction for further critical research in the future, we have related the
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results of recent empirical research and outlined some preliminary implications for
the more theoretical issues. We close by expanding on some of the research ques-
tions raised by our review, organized in relation to what we suggest are the three
key ethical issues in microfinance.

The first question concerns the general social or ethical justification for micro-
finance. We have noted that many scholars have started to question the precise
relationship between microfinance and poverty alleviation, or at least to demand
further empirical evidence for it. Although a series of ambitious studies on this sub-
ject have been performed in recent years, there remains a need for further empirical
research on many aspects. However, there is also a need for more critical research
that can address theoretical issues such as: What does poverty alleviation really
mean? What aspects of poverty are most pressing and should take center stage in
corporate activities in the future? And what do we ultimately want from microfinance
(what should be its overarching goal)?

The second fundamental question concerns the appropriate behavior for MFIs.
We have noted how some MFIs have been accused of charging usurious interest
rates, relying on exploitative lending techniques and using forceful loan recovery
practices. There is a pressing need for further qualitative empirical research that
goes to the bottom of these accusations and investigates the breadth of the problem.
However, the accusations also raise a series of interesting questions for philosophi-
cal business ethics: To what extent is it a good idea for commercial companies to
take part in alleviating poverty (which is seemingly a task for the social services
or international development aid)? Should commercial companies be operated dif-
ferently when they interact with customers who are desperately poor? And, if so,
are there any absolute ethical restrictions on such interactions, for example, with
regard to the customers’ consent or how the cooperative benefits are distributed?

The final fundamental question concerns the characteristics of the ideal micro-
finance provider. We have noted how empirical studies indicate a likely trade-off
between the social and financial performance of MFIs. Further work is needed to
better understand this trade-off, as well as to explain the seeming difference between
microfinance and other industries in this regard. However, further critical research is
also needed to address issues such as: What is the best balance between social and
financial aims in commercial enterprises? What are the ethical responsibilities of
organizations that can contribute significantly to achieving microfinance’s goals but
are currently doing very little (such as mainstream commercial banks)? And what are
the responsibilities of governments with regard to supporting microfinance—should
there indeed be a human right to credit?

NOTES

This article was originally conceived of in conversation with the former editor of Business Ethics Quarterly,
Gary R. Weaver, during his visit to Solvay Brussels School of Economics and Management in March 2011.
The authors are very grateful for many insightful and constructive criticisms from the current editor, Denis
G. Arnold, as well as two anonymous referees. This research has been partly carried out in the framework
of an Interuniversity Attraction Pole on Social Enterprise funded by the Belgian Science Policy Office.
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1. Interestingly, then, there seems to be an oversupply of funds to some clients while the vast majority
of poor people still lack access to formal financial services. Armendariz & Labie (2011) see this mismatch
between supply and demand as a central challenge of the microfinance industry.

2. A reviewer suggests that the standard view of exploitation is that a transaction can be exploitative
on either distributive or procedural terms. In other words, it does not need to fail on both grounds, either is
sufficient. In contrast, the motivational element should best be understood as a necessary but not sufficient
one; that is, disrespectful intent without unfairness or coercion is not exploitation.

3. Itshould be noted that not all MFIs engage in group lending and that many have shifted to individual
loans. This is partly due to client complaints about wasting time during meetings, as well as emerging tensions
in the groups, and the risk of joint default of group members (Armendariz & Morduch, 2010). Alternative
lending techniques have also been developed, such as loans backed by movable assets (e.g., animals) or by
consumer goods (e.g., refrigerators). These techniques allow MFIs not to ask for any financial collateral. To
ensure that clients will have the money to repay their loans, some MFIs have decided to provide the asset
(the machinery or animal) instead of a loan (Safavian, Graham, & Gonzalez-Vega, 2001). Finally, some
MFIs are asking for guarantors, who can be the borrower’s spouse or, sometimes, any person accepting to
be liable. Interestingly, some of these “innovations” seem to make microfinance less unique and more akin
to traditional or mainstream banking.

4. This classification is in line with previous scholarship on social enterprises, such as in Alter (2007)
and Dees (1998).

5. The solution is probably to provide better-targeted subsidies. For example, Armendariz & Morduch
(2010) argue that donors should try to provide “smart subsidies” that maximize social benefits while mini-
mizing distortions, mistargeting and inefficiencies. Examples of smart subsidies include start-up expenses,
and training or guarantee funds that could help to raise additional funds. Accordingly, these interventions
are often time-limited, rule-bound and transparent.
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