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Foreword

Half of the world’s population lives and works in the informal economy - not by
choice, but by necessity. In the language of economists, poorer families in devel-
oping countries are consumption-smoothing households and capital-consuming,
self-employed entrepreneurs at the same time. As a result, they need a broader
range of financial services to manage inevitably irregular income and expense
spikes, accumulate working capital, build assets, and mitigate risks. Lacking better
alternatives, they often resort to informal financial mechanisms, such as money-
lenders, pawnbrokers, and rotating savings clubs, which can be very unreliable
and expensive.

At the same time, an increasing body of evidence shows how appropriate financial
services can help improve household welfare and spur small enterprise activity.
There is also macroeconomic evidence that economies with deeper financial in-
termediation tend to grow faster and reduce income inequality.

Against this backdrop, policy makers around the globe are embracing formal finan-
cial inclusion as an important soft infrastructure ingredient for social and economic
progress. The G20 has made financial inclusion one pillar of its development agen-
da and some 50-plus countries have made explicit financial inclusion commit-
ments. More recently, the World Bank Group has called for universal access to
basic transaction services as a building block for economic development by 2020.

As emerging markets countries develop and deepen their financial systems, there
may be lessons to be learned from the formalization of financial intermediation in
today’s highly industrialized countries. The German Financial Inclusion story is
one example. There, new types of local, community-based financial institutions
started serving customers in the very late 18" century for the same reasons we
have seen microfinance institutions and other non-conventional providers
emerge much more recently in developing countries: because the predominant
commercial banks of their time pretty much catered to government, big business,
and wealthy patricians, leaving the vast majority of the working population ex-
cluded.

The German Sparkassen (loosely translated as savings and loans institutions) and
somewhat later the Genossenschaftsbanken (cooperatives) introduced a safe way
for farmers, artisans, low-income workers, domestic employees, traders, budding
entrepreneurs, and everybody else to deposit money and get credit. Early on they
introduced long-term savings to help provide for older-age in the absence of the
yet-to-be introduced public pension systems. They accompanied the Industrial
Revolution throughout the 19" century, built trust and capital through three re-
gional wars, predating modern German unification in 1871. Laws were written,
regulations introduced and by 1913, before the outset of World War I, every sin-
gle German family had a savings and transactions account.



XX Foreword

As they draw lessons from this experience, the authors of the study presented
below highlight the importance of decentralized inclusive financial systems, an-
chored in the community, understanding their customers, and lubricating the
local economy. They point to the historic economic success that this system has
brought about and to the recent, relative stability it ensured. About 70 percent of
German retail deposits today remain with these local, community-based institu-
tions that continue to be at the center of economic life in small towns and munici-

palities.

The world has of course changed since the rise of the German Sparkassen and Ge-
nossenschaftsbanken. New institutional set-ups and technologies allow for new
ways to reach people faster and more cheaply. But, the underlying imperatives to
understand and serve customer needs, to be trusted in the community, and to
serve the larger purpose of helping people improve their lives and realize their
economic potential remain the same.

Read on and draw your own conclusions about the elements of the German story
that might be applicable to the financial inclusion challenges in a different time
and under different circumstances.

Washington, July 2015 Tilman Ehrbeck, former CEO of CGAP,
now a partner at Omidyar Network



Preface

Microfinance is a diverse and difficult socio-financial phenomenon. It is difficult
to define, to understand, to perform, and to implement. The last decade in partic-
ular has seen the gamut of emotions regarding it, from hype to disenchantment
and from microcredit to microfinance - the latter term having been coined back
in 1991 by Hans Dieter Seibel, one of the authors of this book. Another landmark
was the establishment of the Consultative Group to Assist the Poor (CGAP) in
1995 as a think tank first of the microcredit movement, then of the microfinance
movement which succeeded it. The topic entered the global arena of public and
scientific discussion upon the awarding of the 2006 Nobel Peace Prize to the Gra-
meen Bank and its founder, Muhammad Yunus.

In fact, the more promising an approach is, the ruder the awakening will be when
disappointment sets in, and the more difficult it becomes to evaluate existing in-
stitutions. In the extreme case, insiders today generally negate the suitability of the
microfinance approach; others assume the position that organizations aiming to
provide inclusive financial services can be successfully run only as nonprofit en-
terprises, operating on permanent subsidies. For some time these evaluations have
been prompting the microfinance community to consider new ways to diversify
and optimize the original business model. Nevertheless, it seems that, in general,
too little systematic knowledge has flowed into the design of microfinance models
and projects.

This study on microfinance represents the findings of an interdisciplinary team of
authors. It picks up on past experiences, describes and analyzes them, and merges
them into a fresh interpretation of microfinance, widening the scope in the sense
of the CGAP graduation approach. In doing so, it seeks to learn from the past,
presents options, and tries to define parameters of success and failure. The au-
thors have studied the subject in manifold ways. Hans Dieter Seibel, a retired pro-
fessor of sociology at the University of Cologne, and Reinhard H. Schmidt, a re-
tired professor for international banking at the University of Frankfurt, have
worked in the field for many years, both as practitioners and as theoreticians with
long publication lists. To extend the scope of observation and add a long-term
perspective, Paul Thomes, a professor at RWTH Aachen University and an expert
in banking history, has added a comparative analysis of examples from the era of
European industrialization. At that time, savings banks and credit cooperatives
started to play an important role in change management, especially in Germany,
with the emergence of these institutions being a kind of microfinance revolution
in its own way. Of course, the historical case studies must not be seen as a tem-
plate to be adopted one-to-one in the present day, although attempts have been
made to copy historical European role models and they often have been cited (un-
critically) in the microfinance literature. But the present time is different indeed,
and so are cultures and people. However, the latest trends in microfinance, espe-
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cially in the context of the discussion about sustainability, seem to confirm that it
is well worth looking at all the different methodological solutions and models that
the past and the present have at their disposal.

The authors are convinced that their holistic approach has the potential to deepen
general knowledge about microfinance and to generate among the parties in-
volved a better mutual understanding, which has frequently been obstructed in
the past by cultural and other differences. Financial participation, understood in
the context of its importance, intentions and effects, is comparable to people par-
ticipating in energy supply and transportation infrastructures. In light of the cur-
rent global challenges, the ultimate objective must be inclusive and reflective soci-
eties which address challenges together in a partnership of equals. Optimized mi-
crofinance concepts - in the sense that they are better culturally adapted — might
contribute to the achievement of this ambitious aim.

Designing, structuring, and writing the present text was a joint endeavor. Howev-
er, roles have been assigned, reflecting the three authors’ main fields of interest.
The main author of Chapter I, which offers a general introduction, clarifies con-
cepts and provides an economic background of today’s microfinance, is Reinhard
H. Schmidt. Chapter II, on the history of savings and cooperative banks in the
long 19" century, is the domain of Paul Thomes, the historian among the trio of
authors. The main contributions to Chapter III, which is essentially a collection of
case studies of large microfinance institutions and programs that aspire to be in-
clusive and development-oriented, were authored by Hans Dieter Seibel, with
Reinhard Schmidt as an additional contributor. The final chapter, Chapter IV,
which provides a summary and outlook, is then indeed a joint endeavor. In spite
of this assignment of roles, all chapters have been jointly discussed among the au-
thors at great length in order to create coherence in terms of substance and, to
some extent at least, also of style.

The work underlying this book has been generously funded by the German Feder-
al Ministry for Economic Cooperation and Development [Bundesministerium fiir
wirtschaftliche Zusammenarbeit und Entwicklung] and two organizations belong-
ing to the German Savings Banks Finance Group, namely the Savings Banks
Foundation for International Cooperation [Sparkassenstiftung fiir Internationale
Kooperation] and the Academic Sponsorship of the Savings Banks Financial
Group [Sparkassen Wissenschaftsforderung|. For their confidence in us and for
their financial support, we owe a great debt to these two organizations.

The person who oversaw the work at the Savings Banks Foundation is Dr. Ilonka
Riihle. Her continual support and encouragement, as well as her valuable contri-
butions to the substance of our text, are by all standards outstanding. We are
grateful for all she has done to bring this book into being and, as we hope, with
successful results at that. Our gratitude to Dr. Rithle goes far beyond what would
be due merely to her formal role.
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Since we are not native English speakers, we also needed support to improve the
linguistic and stylistic quality of our original manuscript. We were really fortunate
to have Ms. Grace Tasch and Mr. George McElheny to help us out in this respect.
Their competence both as translators and editors with a long-time focus on mi-
crofinance made them our ideal partners. We are deeply indebted to them for
their outstanding work.

Bonn, March 2016 Reinhard H. Schmidt, Hans Dieter Seibel
and Paul Thomes
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