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Topic 12: Financial 
inclusion



Main things to learn
1. Financial inclusion: definition and why it matters.  

2. Microcredit: 

- Origin and motivation. 

- Impact

3. Risk and insurance:  

- The need for insurance.

- Informal and formal insurance, and challenges.

4. Savings: 

- The impact of access to formal savings.

5. Mobile money and remittances:

- Resilience to shocks, poverty and gender inclusion. 
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12.1. Definition and 
problem
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Financial inclusion: definition
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Financial inclusion: the problem
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What do you have when there is financial inclusion

The alternative:

• Storing money in cash. 

• Paying always in cash. 

• Informal credit. 

• Support network. 

Four core essential services within financial inclusion:

• Savings accounts: to securely store money. 

• Payment systems: for safe and efficient transactions. 

• Credit facilities: to invest in education, businesses or

cover emergencies.  

• Insurance: to protect agains risks and shocks. 



Financial inclusion: the problem - businesses
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Building forward better for businesses in Guinea-Bissau, 2021

https://www.undp.org/guinea-bissau/publications/building-forward-better-businesses-guinea-bissau


The problems with informal finance
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Formal and informal financing

Main strategies to respond to shocks, by type of shock

Guinea-Bissau, National Strategy for Financial Inclusion, Diagnostic – Demand side study

“After obtaining (informal) credit, producers become 
dependent on that creditor, the producer is obliged to always 
strengthen that relationship. He does everything to remain 
faithful because he will have other future needs and will need 
that person's help. The creditor becomes a boss of the debtor”

Guinea-Bissau, National Strategy for Financial Inclusion, Diagnostic – Informal credit study

• Social network of support => insecure and bad for 

savings, capital accumulation and investment. 

• Bad conditions for informal loans: more later.

COMPETITION!!!



12.2. Microcredit
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Guinea-Bissau, National Strategy for Financial Inclusion, Diagnostic – Supply side study



Microcredit: origins
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Muhammad Yunus and the Grameen Bank https://grameenbank.org.bd/

Muhammad Yunus

Bangladeshi economist and founder of the

Grameen Bank, an institution that provides

microcredit.

In 2006, Yunus and Grameen received the Nobel Peace Prize ‘for 

their efforts through microcredit to create economic and social 

development from below’.

In Chennai, India, when the typical fruit seller reimburses the 

wholesaler at night for the 1000 rupees’ (USD 51) worth of 

vegetables she got in the morning, she gives him 1047 rupees on 

average.

This interest payment is 4.7 percent per day!

These very high interest rates were the call to action for the founders 

of microcredit.

https://grameenbank.org.bd/


Microcredit: problem
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Very few poor households get loans from proper lending institutions: in Sub-Saharan Africa 6% of adults borrow from 

formal financial institutions; 47% borrow informally.

Credit from informal sources tends to be expensive: in a recent survey in India, those living on less than 1USD/day pay on 

average 3.84%/month as interest rate (equivalent to 57%/year).

The poor pay higher interest than the rich: the rich have access to formal institutions, which are cheaper; the rich can offer 

collateral.

Borrowed from a financial institution (% age 15+). Source: Global Findex 2014.



Should Government Intervene? 1
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Credit constraints are a known market failure.

Many state interventions in credit markets in the 1970s and 1980s around the world. Still today.

Example: After bank nationalization in 1969, the Indian government launched an ambitious social banking program:

Between 1969 and 1990, bank branches were opened in roughly 30,000 rural locations.

In 1977: to obtain a license for a branch in a location with one or more branches (banked) a bank had to open branches in four 

unbanked locations.

Burgess and Pande (2005) show that this bank expansion reduced poverty, through credit.

Q: Is this a good idea?



Should Government Intervene? 2
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The problem with government lending programs was that they did not work well as lending programs.

Default rates were staggeringly high (40 percent during the 1980s in India).

Lending was often driven more by political priorities than by economic need (Khwaja and Mian, 2005).

In 1992, in the wave of reforms that liberalized India, the requirement to start branches in rural areas was dropped and a similar 

set of measures happened through most other developing countries.



Microcredit: Yunus “talking to the masses”
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Banks are unwilling to touch the poor.

Into this banking void step exploitative moneylenders and traders who charge outrageously high interest rates.

Microfinance is a simple idea:

Someone who is not out to make money off the poor can enter the market, charging the poor enough in interest to be financially 

sustainable, and perhaps make a modest profit, but no more.

Q: What is wrong about this story?



Understanding microcredit
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Microcredit must be doing more than increasing competition.

Let us step back:

Q: Why are informal loans (to poor people) charging high interest rates?



Understanding microcredit
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One standard explanation for why poor people might have to pay high interest rates is that they are more likely to 

default.

However, rates of default on informal loans, unlike those on government-sponsored bank lending, are not very high.

Such loans are often repaid with some delay, but not repaying at all is actually rare.

Q: So, if default is not the explanation, why are these rates high?



Understanding microcredit
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The problem is that these low default rates on informal loans are anything but automatic.

Since most of the poor cannot offer collateral, lenders need to:

• Seek detailed information about the borrower;

• Visit the borrower frequently.

This is a full-time job, entailing time and effort, and for that reason the interest rate has to go up.

Moreover, these costs are fixed, with greater impact on interest rates for small loans.

Q: Who are the best people to act as lenders in these informal loans?



Understanding microcredit
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It makes sense that the poor borrow from people who know them well: neighbors, employers, local moneylenders.

Like traditional moneylenders, microcredit institutions rely on their ability to keep a close check on the customer.

Q: How? What is the bright idea of microcredit?



Group lending
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The typical microcredit contract involves loans to a group of borrowers, who are liable for each other’s loans.

If the group defaults on the aggregate loan, all members are impeded to access new loans.

Hence, all have a reason to try to make sure the other members of their group repay through peer pressure and 

oversight.

Some microcredit institutions expect the borrowers to know each other when they come to borrow, whereas others 

bring them together by making them attend weekly meetings (when repayments happen).

Keeping track of repayments becomes cheaper and rates decrease (25 vs 50-100%).

- Shifting towards individual lending (about 56% of total), for clients with established credit worthiness (history). 



Impact of Microcredit - 1
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An organization housed at the World Bank, with links to most donor organizations, the Consultative Group to Assist the 

Poor (CGAP), is dedicated to promoting microcredit. In the 2000s, it presented microcredit in the following terms:

‘There is mounting evidence to show that the availability of financial services for poor households can help 

achieve the MDGs.’

This includes universal primary education, child mortality, maternal health.

Rooted in the idea that microcredit puts power in the hands of women and they care more about these issues.

Yunus and many other people keep saying that microcredit is a tool for fostering entrepreneurship among the poor.

https://www.cgap.org/

https://www.cgap.org/


Impact of Microcredit - 2
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Let us take a step back.

Q: If you were to form a group and approach a microcredit institution, who would you choose? (type of people)



Impact of Microcredit - 3
DEVELOPMENT ECONOMICS | FINANCIAL INCLUSION

Probably I would choose relatively safe people:

• Reliable.

• Able to repay frequently.

• Routine businesses (e.g., fruit seller).

Are these your characterization of what an entrepreneur is?



Impact of Microcredit – Banerjee, Duflo, Glennerster, and Kinnan (2015- AEJ: Applied)
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This study reports on the first randomized evaluation of the effect of the canonical group-lending microcredit model.

In 2005, 52 of 104 neighborhoods in Hyderabad (India) were randomly selected for opening a branch by Spandana, a 

microcredit institution, while the remainder were not.

Fifteen to 18 months after the introduction of microcredit in each area, a comprehensive household survey was 

conducted to an average of 65 households per neighborhood, for a total of about 6,850 households.

Two years later, another survey followed the same households.

The miracle of microfinance? Evidence from a randomized evaluation - 1



Impact of Microcredit – Banerjee, Duflo, Glennerster, and Kinnan (2015- AEJ: Applied)
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There was an increase in num percentage of households having a microcredit loans +8.8%

The authors examine the effect on outcomes that directly relate to poverty like consumption, new business 

creation, business income, as well as measures of other human development outcomes such as education, health and 

women’s empowerment.

Results show significant impacts on how many new businesses get started, as well as on the purchase of durable goods, 

especially business durables.

There is no impact on average consumption or on any human development outcome, although there may well be a 

delayed positive effect.

The miracle of microfinance? Evidence from a randomized evaluation - 2



Impact of Microcredit – Banerjee, Duflo, Glennerster, and Kinnan (2015- AEJ: Applied)
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The miracle of microfinance? Evidence from a randomized evaluation - 3



Impact of Microcredit – Banerjee, Duflo, Glennerster, and Kinnan (2015- AEJ: Applied)
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The miracle of microfinance? Evidence from a randomized evaluation - 3



Impact of Microcredit – Several studies
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No hype anymore – mixed findings

Picture is similar across a full generation of first RCTs in different parts of the world.



Limits of Microcredit
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No hype anymore – mixed findings

Limits of Standard Microcredit Models

• Structural rigidity: Standardized lending terms (e.g., fixed weekly payments) are often mismatched with the volatile incomes of poor 

borrowers.

• Exclusionary practices: Barriers to entry for first-time borrowers and those without social capital reduce inclusiveness.

• Invasive enforcement: Frequent visits or public pressure may undermine borrower dignity and autonomy.

• Coordination risk: The system relies on reciprocal expectations of repayment. A breakdown in trust or increased default leads to systemic 

unraveling.

• Risk aversion vs. entrepreneurship: The model is best suited to income-smoothing, not to enabling high-risk, high-reward ventures. 

We still need classical banks! 



12.2. Risk and insurance
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A high fraction of the poor run small businesses or farms.

Most of the land farmed by the poor is not irrigated – this makes farm earnings highly dependent on the weather.

The other main form of employment for the poor is casual labor, paid by the day.

Disasters or food crisis in Africa attract media attention, but even in normal years agricultural incomes (driven by 

international prices) vary tremendously from year to year.

Bangladesh: in any normal year, agricultural wages could be up to 18 percent above or below their average levels.

Risk and insurance
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Weather and economic volatility
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Commodity prices of food items, 1950-2015, measured relative to real 

prices in 1900 (i.e. 1900 = 100).



Risk
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Q: What can the poor do to cope with these risks?



• Diversify activities – e.g., in a survey of 27 villages in West Bengal (India), even households that farmed spent only 

40% of their time on that; the median family had 3 working members and 7 occupations. Efficiency losses as people 

tend not to specialize.

• Diversify location of agricultural plots, e.g., in different parts of the village. This yields some protection against 

infestation and differing microclimates, but...

• Temporary (or permanent) migration for some household members.

• Conservative management of the farms (e.g., no new products, technology), with efficiency losses.

• Marriage - in India, the woman moves to her in-laws’ village.

Risk-coping Strategies
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• Most people live in villages or neighborhoods and have access to an extensive network of people who know them 

well: extended families, communities based on religion and ethnicity.

• Whereas some shocks are aggregate, i.e., they strike everyone in the network (e.g., a bad rainy season), others are 

idiosyncratic (e.g., death of household member).

• If those who are doing well now help out those who are having a bad time, in return for similar help when the 

roles are reversed, everyone can be better off.

Informal insurance
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Helping each other out



Chris Udry

Professor of Economics

Northwestern University



• Udry spent an entire year living in a rural village in Northern Nigeria, close to Zaria.

• He got the villagers to record every informal loan they gave to each other, as well as terms of repayment and shocks.

• He found that at any point in time the average family owed or was owed money by 2.5 other families.

• The terms of the loans were adjusted to reflect the situation of both the lender and the borrower: when the 

borrower suffered a shock, he would reimburse less, when the lender suffered a shock, the borrower would repay 

more than he owed.

• The dense network of borrowing and lending did a lot to reduce the risk, but there was limit: with an idiosyncratic 

shock, families still faced a drop in consumption.

Informal insurance – Udry (1994 – RES)
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Helping each other out



Formal Insurance
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Q: Why is formal insurance a rarity for the poor?



Formal Insurance
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• Government and relief interventions may be substituting formal insurance when disasters happen: however this help is a 

very small part of what is typically needed.

• Main problems with formal insurance:

• Demand side: knowledge and information - the concept of insurance is difficult to understand – mixed evidence.

• Supply side: Credibility/trust problems - the insurance contract requires the households to pay in advance, to be repaid 

in the future at the discretion of the insurer – substantial evidence.

• There is space for government subsidizing of insurance premia for the poor.



12.3. Savings
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Savings
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• Given that the poor have little access to credit to finance their ventures, and limited insurance to cope with risks, 

shouldn’t they try to save as much as they can?

• But access to formal savings is still very limited in many parts of the globe:

Saved at a financial institution (% age 15+). Source: Global Findex 2014.

Q: Where do people save then?

For Guinea-Bissau:



Informal savings
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• Savings clubs, in which each member is supposed to make sure that the others achieve their savings goals.

• Self-help groups, popular in parts of India, are savings clubs that also give loans to their members out of the 

accumulated savings in the group.

• Rotating Savings and Credit Associations (ROSCAs) are the most popular in Africa.

o ROSCA (tontine, abotá) members meet at regular intervals, and all deposit the same amount of money into a common pot at 

every meeting; each time, on a rotating basis, one member gets the whole pot.

• Other savings arrangements: paying deposit collectors to take deposits to the bank, depositing with local 

moneylenders.



Impact of access to formal savings – Dupas and Robinson (2013 – AEJ: Applied) - 1
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• This RCT assessed the impact of expanding access to bank 

accounts for a sample of small informal business owners 

in rural Western Kenya.

• The sample is composed of market vendors (the great 

majority of whom are women) and bicycle-taxi drivers (all 

of whom are men).

• Two main data sources are used to measure impacts: 

administrative data from the bank on account usage, and a 

dataset constructed from daily logbooks (formal and 

informal savings, business investment, and expenditures) 

which were kept by respondents.



Impact of access to formal savings – Dupas and Robinson (2013 – AEJ: Applied) - 2
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• Market women in the treatment group used the bank accounts quite actively, and increased their total savings on average.

• Treated bicycle-taxi drivers used the accounts much less and did not increase their total savings.

• The high account usage rate among market women is especially noteworthy because the account did not pay out any 

interest and included substantial withdrawal fees.

• Market women in the treatment group substantially increased their investment in their business relative to the 

control group: 38-56 percent increase in average daily investment after 4-6 months.



43



Impact of access to formal savings – Dupas and Robinson (2013 – AEJ: Applied) - 3
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Q: Why do you think there is a positive impact only for women?



Committed savings – Ashraf, Karlan and Yin (2006) 
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• Field experiment to test whether individuals would open a savings account with a commitment feature that restricts 

their access to their funds but has no further benefits.

• Partnership with a rural bank in Mindanao in the Philippines.

• First, independently of the bank, authors administered a household survey of 1777 existing or former clients of the 

bank.

• Hypothetical time discounting questions were asked in order to identify individuals with time inconsistent 

preferences.



Committed savings – Ashraf, Karlan and Yin (2006) - 1
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Time inconsistent preferences and preference reversals:

• Time-consistent individual: prefers $300 in a month over $200 now, and 

$300 in seven months over $200 in six.

• Time-inconsistent individual: prefers $200 now than $300 in a month, but

prefers $300 in seven months than $200 in six.

Strong preference for immediate rewards over future ones => - inconsistent -

preference reversals (hyperbolic discounting): plans for the future with 

one set of preferences, but change their minds as the future becomes the 

present.  





• Then the authors randomly chose half the clients and offered them a new account called a SEED (Save, Earn, Enjoy 

Deposits) account.

• This account was a pure commitment savings product that restricted access to deposits as per the client’s instructions 

upon opening the account, but did not compensate for this restriction.

• The other half of the surveyed individuals were assigned to either a control group or a marketing group that received 

a visit to encourage savings using existing savings products only.

DEVELOPMENT ECONOMICS | FINANCIAL INCLUSION

Committed savings – Ashraf, Karlan and Yin (2006) - 2



Results:

The study finds that women who exhibit time inconsistent preferences were more likely to take up the 

offer to open a commitment savings product. A similar, but insignificant, effect for men was found.

Further, the authors find after twelve months that average bank account savings for the treatment group 

increased relative to the control group.

This increase represents an 81 percentage point increase in pre-intervention savings levels.
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Committed savings – Ashraf, Karlan and Yin (2006) - 3
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Committed savings – Ashraf, Karlan and Yin (2006) - 4

• About 50% of SEED users made additional deposits after opening the account.

• The majority chose date-based goals, often tied to predictable expenses (e.g., school fees, fiestas).

• Most SEED users did not withdraw their savings even after maturity—many rolled over into new 

accounts.

• The effect of the commitment device was strongest among previously inactive savers—suggesting it 

activated new saving behavior rather than just shifting savings from other accounts.
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Remittances
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Remittances – Yang (EJ 2008) - 1

• A non-negligible fraction of households in the Philippines had one or more members working overseas at any one 

time (6% in June 1997); 

• Natural experiment: changes in exchange rates in different countries of residence due to the 1997 Asian financial 

crisis.

• The result was large variation in the size of the exchange rate shock experienced by migrants across source 

households.

Between the year ending July 1997 and the year ending October 1998, the US dollar and currencies in the main Middle Eastern 

destinations of Filipino workers rose 50% in value against the Philippine peso; over the same time period, by contrast, the currencies of 

Taiwan, Singapore and Japan rose by only 26%, 29% and 32%; those of Malaysia and Korea actually fell slightly (by 1% and 4%, 

respectively) against the Philippines’ peso.





(Line by Brais)
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Remittances – Yang (EJ 2008) - 2

Results: 

• These exogenous increases in migrant resources were used primarily for investment in origin households, rather than 

for consumption.

• Households experiencing more favourable exchange rate shocks raise their non-consumption disbursements in several 

areas likely to be investment-related:

– Child schooling and educational expenditure rise, while child labour falls.

– Households raise hours worked in self-employment and become more likely to start relatively capital-intensive 

household enterprises (transportation/communication services and manufacturing).

• By contrast, there is no large or statistically significant effect of the exchange rate shocks on current household 

consumption.







12.4. Digital payments
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Q: What is Mobile Money?

Technology to Increase Financial Inclusion
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Mobile money - 1

• In March 2007, the leading cell phone company in Kenya, Safaricom, formalized the launch of M‐PESA, the first mobile 

money platform.

• Mobile money: an SMS‐based money transfer system that allows individuals to deposit, send, and withdraw funds using 

their cell phone.

• System works through local shopkeepers (agents). 

• M‐PESA grew rapidly, reaching approximately 65 percent of Kenyan households by the end of 2009 (with over 7.7 

million M-PESA accounts), a clear success story.

• Regulation: typically, 100% reserves in a fully-fledged bank.
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Mobile money - 2

• The predominant use of M-PESA / mobile money has been person to person remittances. 

• Before the technology was available, most households delivered remittances via hand or informally through friends or bus 

drivers.

• This process was expensive, fraught with delays, and risky.

• The introduction of mobile money meant substantial reductions in the transaction costs of sending and receiving money.

• Q: Which are the impacts of mobile money?
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Mobile money - Jack and Suri (2013) - 1

• Analyze data from a large household panel survey designed and administered over an eighteen-month period between 2008 

and 2010 in Kenya.

• Per capita consumption falls for a non-user household when they face a negative income shock, as it does for households 

who lack good access to the agent network; M-PESA user households experience no such fall in per capita 

consumption.

• These effects are at least partially due to improved risk sharing; users of M-PESA achieve some of these improvements in 

their ability to smooth risk via remittances.

• In related work (Jack and Suri, 2016), they find positive impacts on poverty mediated by changes in women’s occupations 

(from agriculture to business). 
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Mobile money – main findings

• Financial Inclusion Boost.

• Resilience & Poverty Reduction: Improved consumption 

smoothing and reduced poverty.

• Person to person (P2P) Remittances Dominant: Few successful 

innovations beyond basic transfers.

• Entrepreneurship Gains: Supported small businesses, reduced 

theft losses, improved capital use—especially empowering for 

women – some structural transformation (from agriculture to 

entrepreneurship - women)

+ mobile money 2.0
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Financial inclusion - summary

• Microcredit was born out of a great idea: group-lending, which keeps interest rates down at the expense of low risks.

• Evidence of solid effects on business creation and investment in durables; no effects on human development (not a 

miracle).

• Insurance mostly limited to idiosyncratic risk (informal); a lot to be done to expand formal insurance. 

• Savings: many informal ways, but bank accounts, as a way to help commitment, have clear benefits. Women!

• Remittances: clear effects of remittances on household outcomes, namely education and entrepreneurship.

• Technology (mobile money) may help financial inclusion by expanding risk-sharing and accelerating structural 

development: from agriculture into retail.

+ mobile money 2.0



Thanks for your attention and contributions!
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