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1 introduction 
Microfinance used to be known as

a basic banking model for villages

in the developing world. It had no

connection with the fast-moving

capital markets, private equity

funds and giant banking groups

that make up the modern financial

sector. But the two worlds 

are now starting to converge.

From Citigroup’s growing global

microfinance business to Morgan

Stanley’s placement of AA-rated

structured instruments in the

mainstream markets, from

Vodafone’s experimentation 

with mobile banking to venture

capital investment by Sequoia

Capital – the firm behind 

Google and Yahoo – a wave 

of innovation is transforming 

the microfinance sector. 

These are early days, but more

and more opportunities are

emerging for mainstream players

to get involved. The full potential

of the sector is estimated at 

$300 billion, pointing to a huge

reservoir of untapped commercial

and human development returns. 

This summary paper1 provides 

an insight into this emerging

trend. It gives examples of

innovations in products, processes

and market mechanisms that are

giving poor communities increased

access to financial services. 

It also explores the potential 

for a UK financial sector initiative

to accelerate the development 

of the microfinance industry.

Forum for the Future is 

exploring how profit-seeking

capital can increasingly be

allocated to activities that

provide environmental or social

returns in addition to financial

return. Microfinance is among 

the most dynamic areas of

progress but is certainly not 

the only one. Further work will

look to apply similar innovative

techniques and models to a much

broader set of activities.2
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1.1 the microfinance model

Around 2.5 billion people do not have access to 
formal financial services that help to grow incomes,
accumulate wealth and manage risk. Microfinance has
emerged as a successful bottom-up phenomenon that
has demonstrated that the poor are a low credit risk
and can be served profitably. 

Microfinance broadly refers to the provision of credit
and other financial services to low-income clients in
small increments, with affordable service charges. 

Microcredit – the provision of small loans (usually under
$200) without formal collateral – is the most well known
form of microfinance product. But the sector also
extends to savings, insurance, payment transfer and
remittance services. Microfinance institutions (MFIs)
range from small-scale NGOs to major banks. 
Some of the key differences between microfinance 
and mainstream finance models are outlined in the
table below.

table 1. Main differences between mainstream finance and microfinance 

Mainstream
finance

Microfinance

Product range

Comprehensive product
portfolio based on higher-
value transactions.

Competitive transaction costs
and interest rates. 

Limited products concentrated
on credit but increasingly
offering other services. Uses
low-value, high-volume model.

Very high costs because of
transaction-intensive business
model, leading to high 
interest rates. 

Lending model

Mostly built on collateral-
based lending. Use of
sophisticated credit 
scoring systems. 

Individual and 
enterprise lending.

No need for formal collateral.
MFIs use group lending to
provide social collateral but
increasingly lend to individual
and micro-enterprise clients.
Short loan cycle (6-12 months)
with weekly payments.

Organisational status

Formal regulated institutions,
with a wide variety of local,
national and international
entities.

Use of strong management
information, technology and
risk management systems. 

Diverse range, from small
NGOs through to formal 
bank status.

Most use little or no
technology, have rudimentary
information systems and lack
financial sophistication. 

Several studies have shown how the financial picture
can improve for individuals, households and enterprises
as microfinance boosts entrepreneurial activity and
enables people to spend money on education, nutrition
or healthcare. But microfinance is not a magic solution
to poverty, nor is it an automatic enabler of higher living
standards. An exhaustive survey of impact assessments
found that much depended on the type of services
offered, client profiles and the regional environment.3

Successful microfinance can help the poor enhance
incomes, manage risk and create wealth. But to do so
it needs an enabling environment. It is dependent both
on industry-specific factors – interest rate caps,
financial regulation, foreign investment rules – and on
wider social and economic influences, such as the
general rule of law, functioning economic systems and
viable income generation opportunities.

Microfinance institutions range from small-scale

NGOs to major banks. 
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1.2 commercialisation needed to scale up the sector

The microfinance sector is attracting increasing global
attention – including the award of the 2006 Nobel
peace prize to Muhammad Yunus and the Grameen
Bank of Bangladesh. But it still lacks capacity and
capital to meet the latent demand for financial services.
At best the industry is currently meeting only about 
10 per cent of a potential demand of $300 billion,
mainly through the provision of credit. Products 
such as insurance and remittances are particularly
under-developed. 

The sector is also highly fragmented. The ‘tier-1’ MFIs –
an exclusive club of 75-100 organisations - have
developed an excellent track record that compares
favourably with mainstream financial institutions. They
tend to be characterised by high growth rates, a good
product portfolio, strong profitability, low default risk,
robust Management Information Systems and access
to commercial funding sources. A return on equity of
above 20 per cent is common, and average default
rates are only 3 per cent. Some studies report that
many top MFIs outperform local banks in terms of
return on equity.4

However, the majority of the industry is at the other end
of the spectrum – very small scale, with weak balance
sheets, inefficient operating systems and a complete
reliance on grant funding. Only 11 per cent of MFIs
have more than 10,000 clients, while 73 per cent have
under 2,500.5

The microfinance business model has shown itself 
to be sound, but it needs to professionalise to realise
scale and operating efficiencies. Interest rates are
unsustainably high in a mainstream context – 
ranging from 30 to over 100 per cent annually. 
This may compare favourably to the rates charged 
by local money lenders but it is clear that reducing 
the high costs both of capital and of administering
services is essential. 

1

2

3

4

Source: Jennifer Meehan, ëTapping Financial Mar kets for Microfinance’,
Grameen Foundation USA, 2004.

Tier 1: Mature and best-known MFIs with strong financial 
and operational track record. Most are regulated.
• 2%, at most, of all MFIs, the “top 50 or 100”.

Tier 2: Successful but smaller, younger, or simply less well 
known MFIs. At or near profitability. Mostly NGOs; consider 
convension. Majority will progress up.
• 8% of all MFIs.

Tier 3: Approaching profitability. Understandable 
shortcomings due to young organization, lack of capital, 
weak MIS or other needs. Nearly all NGOs. Some will 
progress up.
• 20% of all MFIs.

Tier 4: Mix of unprofitable MFIs: start-ups, post-conflict 
settings, weak institutions or microfinance is not focus. 
Some will progress up.
• 70% of all MFIs.

figure 1. The microfinance sector is highly fragmented 
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The exact scale of the industry is difficult to assess.
Information systems are weak, and data sources
conflict. One calculation produced an estimate of $30
billion including broad government-run programmes.
Another analysis from a commercial perspective
estimated $8 billion outstanding in microloan portfolios
in 2005, forecast to grow to $20 billion by 2008.6

Despite such wide disparities most sources confirm a
strong growth trend, with a rapid increase in borrowers,
loan portfolios and the number of MFIs. One study
found explosive growth in tier-1 MFIs across all
regions. Among a sample of 71 MFIs total assets grew
by 191 per cent to $6.7 billion between 2004 and 2006.
Total equity increased by 122 per cent to $791 million,
loan portfolios by 231 per cent to $4.8 billion and the
number of borrowers by 73 per cent to four million.7

An increasing number of industry experts argue that
microfinance needs to access commercial capital to
unleash its full potential. The estimated capital

requirement of $270 billion to meet potential demand –
$45 billion in equity and $225 billion debt assuming 
a 5:1 leverage – will not be met by donor funds or
philanthropists alone. Total Official Development
Assistance – including all emergency aid, debt relief,
bilateral and multilateral funds – was about $100 billion
in 2005.8 This capital gap is likely to grow, as
particularly high rates of population increase are
anticipated among lower-income groups. 

It is essential to expand the tier-1 and tier-2 MFI base
significantly by building institutional capacity and
seeding new commercial MFIs. Without this the
industry will not be able to scale up and improve
absorptive capacity for debt and equity capital.
Continuing the current trend of focusing private and
public investment on a handful of tier-1 institutions
could have dangerous consequences, leaving the
majority of smaller-scale MFIs to stagnate and decline. 

Domestic $26 bn

Foreign $4 bn

Total investment – 100% = ~$30 billion

Foreign 
equity

5%
Foreign

debt
16%

Foreign
guarantee

2% Domestic
debt
16%

Domestic
equity
12%

Domestic
guarantee

1%Deposits
45%Current supply

~ $300
billion

~ $30
billion

Potential
demand

Source: CGAP, McKinsey estimates. This refers to a very broad estimate of the total microloan portfolio including government-run institutions.

6

figure 2. The microfinance industry is only meeting a fraction of total demand
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A wide range of global and regional banking groups

is getting involved in microfinance to test the

waters. Only Citigroup and ICICI Bank (an Indian

bank expanding globally) seem to be developing

comprehensive commercially driven strategies. 

Wholesale loans to MFIs by a set of international

banks were estimated to amount to between $450

and $550 million in 2006 – a $100 million increase

over 2005. 

ABN Amro is building a strong microfinance

business through its local subsidiaries in Brazil and

India, focusing on wholesale loans and services 

to MFIs but also investing in microfinance venture

funds and pursuing strategic partnerships. 

Barclays has a small microbanking service in

Ghana but a large retail presence in South Africa

through its subsidiary ABSA, which has 4.3 million

low-income clients. 

Citigroup has a dedicated Microfinance Group

which works across the global business. It forms

commercial relationships with MFIs, develops

products, creates financing facilities and facilitates

capital market transactions - particularly in local

markets. It is pursuing a partnership model with MFIs. 

Deutsche Bank manages a number of global

microfinance funds that offer tailored funding

options for MFIs, including guarantees, long-term

local currency funding through co-lending, letters

of credit and credit default swaps. 

HSBC is piloting projects to provide wholesale

services to MFIs, including loans, transaction and

remittance services. It aims to embed microfinance

within local subsidiaries. 

ICICI Bank pioneered the partnership model in

India and is aggressively pursuing a multi-pronged

microfinance strategy that includes product

development, use of new technologies and a

comprehensive technical assessment and seed

capital programme. ICICI has innovated in

launching new products, including life and crop

insurance, and is piloting a new internet-enabled

rural agent banking model. 

Standard Chartered offers wholesale loans to

MFIs in Africa and Asia. The current portfolio is

around $50 million but it is establishing a $500

million facility to disburse funds over five years 

in Africa and Asia. It also has equity stakes in a

couple of Asian MFIs. 

Source: ING ‘A billion to gain: Update’ 2006, 
ICICI, Citigroup

microfinance and international banks 

7

Some global banks’ focus is no longer

philanthropy but core business

development and opportunity. 

Some global banks’ microfi nance strategies 

are no longer philanthropy but core

business development and opportunity.
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There is some concern that the donor and philanthropic
community is crowding out private sector investment
by allocating soft funds to strong tier-1 MFIs that can
access commercial sources of capital.9 Donor and
philanthropic support needs to be directed primarily to
weaker and less commercially appealing organisations.
In this way it can be used to leverage private sector
funding and can be invested in public goods and an
enabling infrastructure for the microfinance industry. 

The main public agencies active in international funding
are the development-finance institutions – both
multilaterals such as the International Finance
Corporation (IFC) and those from individual countries
such as KfW (Germany) and OPIC (United States).
These institutions held a combined microfinance
portfolio of $2.3 billion in 2006. Just five accounted 
for 75 per cent - KfW (Germany), AECI-ICO (Spain), 
IFC (multilateral), OPIC (United States) and EBRD
(multilateral).10 DFID, the UK government agency,
promotes microfinance within a broader financial sector
strategy. It is moving away from directly funding MFIs
to providing support for financial infrastructure and
capacity building.11

In the medium term, the major portion of the capital
requirement is likely to be provided by domestic
sources – including savings, commercial bank loans,
retained MFI earnings and domestic debt and equity
investors. But this is currently happening only in a few
isolated cases, with strong MFIs that are legally able 
to take deposits, and in active local capital markets.
Domestic funding, particularly in low income nations, 
is unlikely to grow fast enough to meet demand without
capital from international investors. 

1.3 the role of international

commercial players

The commercial involvement of international institutions
can act as a catalyst to professionalise and scale up
the microfinance industry while providing value for
mainstream participants. MFIs stand to gain access 
to a much larger pool of more flexible risk capital, often
at lower interest rates than those available through
commercial loans from domestic banks. Potential
benefits also include opportunities to leverage
domestic funding, access to equity investment, market
discipline, formalisation, an expanded product portfolio
and technical assistance. 

The advantages for international commercial financial
institutions vary according to business objectives and
strategic intent. For large global banking and insurance
groups seeking growth opportunities in emerging
markets in the mid to long term, early involvement 
in microfinance will provide market intelligence and
access to a potentially massive future customer base.

Commercial involvement in microfinance is increasing.
From initial forays prompted by philanthropy or
corporate social responsibility concerns, some
institutions are implementing increasingly sophisticated
strategies to approach microfinance as a business
opportunity. Commercial players are looking at ways 
to provide capital and deliver financial services through
employing new techniques, technologies and business
models. For those examining microfinance through a
commercial lens, this report sets out innovations that
are transforming the industry landscape in three main
areas – investment, product development and 
technical assistance. 
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2 capital markets and investment 
A diverse range of investment

vehicles has emerged to channel

private and public capital into

microfinance institutions. 

The variety of organisational

structures – traditional funds,

structured instruments such as

collateralised debt obligations

(CDOs), finance companies –

reflects the lack of an industry

consensus as yet on performance

standards and structures.12

Microfinance investment vehicles

(MIVs) are growing fast – at 

233 per cent between 2004 and

2006 – to about $2 billion. But

there are several challenges to

overcome if they are to become

viable commercial investment

propositions. Although this is

starting to change, the dominant

investment model currently

involves short-term foreign

currency debt to a narrow set of

elite microfinance institutions,

where foreign exchange risks are

borne by the MFI and not hedged

effectively. There are no standard

performance metrics, transparency

is poor and most MIVs of this

kind do not offer market-rate

returns. This forces them to rely

on donors and social investors.

There is a real need for funding

solutions that can provide longer-

term debt and equity funding in

local currency to a broad range 

of MFIs beyond the top tier. Some

new initiatives such as Minlam

and Locfund are trying to focus

on local currency lending. 
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figure 3. Growth in the microfinance investment vehicle universe

Most MIVs are relatively small. This makes it difficult to
absorb management costs. 86 per cent have less than
$20 million under management, while only 8 per cent
have more than $50 million. The top ten account for 
67 per cent of total investments.13 The largest MIVs -
ProCredit (a holding company for a group of 19
microfinance banks in Eastern Europe, Africa and Latin
America based in Germany) and Oikocredit (a Dutch 30
year old privately owned cooperative society that offers
investors a capped 2% dividend return) are mainly
development MIVs but more commercially driven 
funds (such as Dexia) and CDOs are becoming
increasingly important.

MIVs are also very reliant on funding from social
investors and development finance institutions.
‘Preservation of capital’ investment – where investors
want to protect their principal but do not demand
market returns – dominates foreign microfinance
funding both directly and through MIVs. Socially
Responsible Investment (SRI) is a growing force in
private MIVs, accounting for about 47 per cent of total
investment. Seventy per cent of this comes from
European investors with a wide variety of investment
styles and return targets, from near-market rates
through to minimal returns. Almost all MIVs – except 
for the CDOs which provide a range of risk-adjusted
returns according to their tiered structure – offer sub-
commercial returns of around 1-3 per cent. The more
mature MIVs that focus on debt offer returns of
between 2.6 and 5.1 per cent in US dollars.14
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