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The optimistic beginning 
Thirty years ago, it was widely thought that the perfect solution 
to unemployment and poverty in developing countries had 
been found in the shape of microfinance, the provision of tiny 
microloans used by the poor to establish an income-generating 
activity. Microfinance is most closely associated with the US 
trained Bangladeshi economist and 2006 Nobel Peace Prize re-
cipient, Dr Muhammad Yunus. By celebrating self-help and indi-
vidual entrepreneurship, and by implicitly discrediting all forms 
of collective effort, such as trade unions, social movements, co-
operatives, public spending, a pro-poor ‘developmental state’ 
and – most of all – collective moves to ensure a more equitable 
redistribution of wealth and power, neoliberal policy-makers in 
the international development community fell in love with mi-
crofinance. The World Bank, USAID and other agencies began to 
aggressively push forward the concept and, in order to reduce 
the need for subsidies, also insisted microfinance be turned into 
a for-profit business. Microfinance soon became the internation-
al development community’s highest profile, most generously 
funded and supposedly most effective economic and social de-
velopment policy. 

Reality finally breaks through 
Unfortunately, it is now clear that Dr Yunus was wrong. The past 
30 years has actually shown microfinance to be part of the prob-
lem holding back sustainable poverty reduction in developing 
countries, and not the solution.1 Not only is there no solid evi-
dence that microfinance has had a positive impact on the well-
being of the poor,2 since 1990 the microfinance sector has been 
increasingly marked out by spectacular levels of Wall Street-style 
greed, profiteering, client abuse, and market chaos.3 It turns out 
that microfinance has largely been driven forward by nothing 
more than hype, PR, celebrity support, and a constant stream of 
faith-healing-like pronouncements from Yunus and his acolytes.  

The problems with microfinance are deep and multi-faceted. 
First, right from the start it was assumed that no matter how 
many informal microenterprises were helped into life thanks to 
microfinance, sufficient local demand would always automati-
cally arise to absorb this additional local supply of simple items 
and services. Yunus was clear on this. However, this understand-
ing is fundamentally wrong: a local demand constraint does ex-
ist. Even in the 1970s, local communities in most developing 
countries were a hive of informal activity with most simple items 
and services pretty adequately provided by a community’s poor 
inhabitants. An artificially-induced increase in supply was thus 
always likely to generate very little benefit in terms of additional 
jobs and incomes. Instead, cramming more and more informal 

microenterprises into the same local economic space typi-
cally leads to ‘displacement’, where new microenterprises 
only survive by tapping into the local demand that up to 
then was supporting incumbent microenterprises. Thanks 
to many new microenterprises, most of the hapless (and 
equally poor) individuals already struggling to survive in 
the microenterprise sector are faced with reduced turno-
ver, leading to lower margins, wages and profits. Any em-
ployees might have to be dismissed. The additional supply 
also tends to depress the prices of the local goods and ser-
vices in question, thus negatively affecting all (new and 
incumbent) microenterprises. In short, all too often micro-
finance results in promoting nothing more than an unpro-
ductive process of local ‘job churn’, with no real net em-
ployment, income or productivity improvements regis-
tered. Another way to look at it is that the existing commu-
nity of poor micro-entrepreneurs are effectively being 
made to pay the price, in the form of lower incomes, for the 
few net jobs being created in the local community thanks 
to microfinance.4 This is hardly fair and equitable. 

Compounding the problem of displacement is the related 
problem of microenterprise failure. Even more than small 
or medium businesses, microenterprises are ‘poverty-push’ 
by nature, and so we tend to see a very high failure rate of 
such business units. This means into the longer term micro-
finance generates far less sustainable job creation than is 
typically thought. Failure also means the poor often experi-
ence the dangerous loss of important assets. Households 
first draw down family savings and divert remittance in-
come to try to repay their microloan. If this is not enough, 
there is then the need to sell off important assets (often at 
fire-sale prices), such as equipment, machinery, motor vehi-
cles, housing and land. On losing these assets, poor house-
holds all too often plunge into deeper, and often irretrieva-
ble, poverty. While the narrative of those supporting the 
microfinance movement (notably the World Bank’s neolib-
eral-inspired ‘Doing Business’ program) focuses upon max-
imising the ‘freedom’ and ‘opportunity’ to do business, this 
deliberately overlooks the negative outcomes associated 
with failure that are actually the main experience for the 
majority of the entrepreneurial poor.  

In addition, the vast bulk of microfinance is not used to fuel 
microenterprise development, but actually goes to support 
simple consumption spending. Thanks to easy availability 
but with interest rates typically very high – one Mexican 
microfinance bank, Compartamos, charges its poor clients 
an annual interest rate of 195% - we increasingly find that 
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the poor all too easily end up spending a large part of their in-
comes on interest repayments. This psychology also helps to 
account for the dramatic emergence of Ponzi-style dynamics in 
a growing number of developing countries, characterised by 
the poor gradually becoming trapped into accessing more new 
microloans simply to repay existing microloans. The most dra-
matic example of this destructive trend was in Andhra Pradesh 
state in India, a development that in 2010 eventually precipi-
tated the collapse of almost its entire microfinance sector. 

The most important drawback to the microfinance model, 
however, is simple: the programmed output of microfinance – 
informal microenterprises – is completely the wrong founda-
tion upon which a country can attempt to escape poverty and 
deprivation. A country needs a flourishing enterprise sector 
based upon a critical mass of enterprises possessing the capac-
ity to achieve minimum efficient scale, deploy some state-of-
the-art technologies, develop some innovative capacity, pro-
ductively link with other enterprises vertically (sub-contracting) 
and horizontally (clustering), and with some potential to ex-
ploit non-local markets. With such prerequisites in place, long-
term productivity growth is possible, and so also sustainable 
poverty reduction. As Chang shows,5 this is the experience of 
today’s rich developed economies, as well as that of the more 
recent East Asian ‘miracle’ economies. However, thanks to their 
growing exposure to microfinance, today’s developing coun-
tries have been heading in the opposite direction.  

The experience of Africa and Latin America illustrates the im-
mense scale of the problem. Africa already has more micro-
entrepreneurs per capita than anywhere else, and the rapidly 
expanding supply of microfinance is increasing this number. 
Yet Africa remains trapped in its poverty precisely because it 
has only evolved such a shallow enterprise structure, one that 
is structurally incapable of giving rise to sustainable productivi-
ty growth. The Inter-American Development Bank (IDB) also 
points to the same adverse dynamic to explain why Latin 
America’s recent history is one of very high levels of poverty 
and unemployment.6 Latin America has for too long chan-
nelled too much of its scarce financial resources into low-
productivity informal microenterprises and self-employment, 
and too little into more productive formal small and medium 
enterprises. The IDB has blown out of the water the belief that 
Latin America has benefitted from the programmed expansion 
of microfinance.  

But policy-makers still don’t get it 
Bad policy choices are still being made with regard to micro-
finance. As even a cursory glance at CNN or Al Jazeera will have 
shown, the brave young people behind the Arab Spring upris-
ings in North Africa are not just calling for the overthrow of 
dictators, but also for ‘real jobs’ – that is, jobs that are meaning-
ful, dignified, secure and make use of their high level profes-
sional skills (often expensively acquired abroad). As one de-
monstrator said, the young in North Africa now demand a de-
cent working life, and ‘not just selling falafel on the street-
corner’. However, the World Bank, USAID, EBRD and other 

agencies are currently planning to assist these young people 
mainly with microfinance programs, the aim of which is essen-
tially to support exactly the type of jobs that have just been so 
ferociously rejected. Microfinance might actually inflame the 
situation in North Africa. 

Similar wrong-headed thinking is found in the European Com-
mission (EC). Through a new €100 microfinance fund, the EC 
hopes to promote a new raft of microenterprises in the worst 
recession-hit locations, and so create new jobs. With virtually 
all EU countries now seeing their existing microenterprise sec-
tor dramatically contracting thanks to a decline in local de-
mand, however the vast majority of new micro-entrepreneurs 
are going to find it almost impossible to identify new sources 
of local demand with which to begin and to grow. In Greece, 
for instance, the dramatic fall-off in local demand has meant 
more than half of its existing microenterprises and small busi-
nesses - cafes, small retailers, souvenir sellers, bars, fast food 
joints, etc - are today unable to meet their payroll, laying off 
employees or closing down. The same downward spiral holds 
for most EU countries. It is a cruel fantasy to expect new micro-
enterprises to be able to take root in the same communities.  

Microfinance was for so long seen as an effective market-
driven intervention that was massively reducing poverty and 
promoting sustainable ‘bottom-up’ development. Even long-
standing supporters now accept this claim to have been false.7 
Even at this late stage, we urgently need to understand the 
drawbacks to microfinance and begin to redirect our scarce 
resources into much better uses, notably credit unions, finan-
cial cooperatives, community development banks, and so on. 
Only in this way will local communities be spared even more 
financial sector-driven damage than that inflicted on them al-
ready, thanks to our long-standing but fundamentally mistak-
en belief in the power of microfinance.  
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