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Abstract

The last decade has been marked by the resurgence of leftist political movements across Latin
America. The rise of the ‘New Left’ masks the ambivalent relationships these movements
have with broader society, and their struggle to find an alternative to the prevailing
development model. Across the continent, the microfinance sector, filling the void left by
failed public banks, has grown significantly under an increasingly commercial form. Analysis
of Nicaragua, Ecuador and Bolivia reveals that the new governments share a common distrust
of microfinance. Yet, in the absence of viable alternatives for financial service provision,
governments and microfinance stakeholders are forced to coexist. The environment in which
they do so varies greatly, depending on local political and institutional factors. Some common
trends can nevertheless be discerned. Paradoxically, the sector seems to be polarized into two
competing approaches which reinforce the most commercially-oriented institutions on the one
hand, and the most subsidized ones on the other, gradually eliminating the economically
viable microfinance institutions which have tried to strike a balance between social objectives
and the market.



Introduction'The role of microfinance in the development
process is subject to debate. After receiving worldwide
recognition with the UN’s International Year of Microcredit
in 2005 and the Nobel Peace Prize in 2006 to a Bangladeshi
microfinance icon, microfinance is currently being
challenged by the new Latin American left - in the very
place where the sector’s growth has been most impressive.
These new leftist governments have adopted differing
positions with regard to microfinance actors and the
mainstream microfinance paradigm that has reigned for the
last two decades.

The phenomenon calls for fresh analysis from a political economy perspective to understand
this contested redefinition of microfinance’s role in countries where political powers are
appealing for a socialist approach. Although microfinance is being questioned everywhere,
the climate in Brazil seems to be one of acceptance and complementarity®, unlike the
confrontational atmosphere observed in Nicaragua®. The situation is more ambiguous in
Bolivia*, Ecuador®, and El Salvador.

Are we witnessing in Latin America the reintroduction of state intervention in a sector that
has matured under a private commercial model? After the ‘lost decade’ of development, are
we moving towards a new relationship between the political elite and citizens, one that offers
more protection to the vulnerable in exchange for increased dependence on their leaders?
Should we qualify as populist these governments’ attempts to take control of microfinance
institutions (MFIs), which, under the pretext of expanded financial access and lower interest
rates, ultimately threaten the sector’s sustainability and subject it to clientelistic
manoeuvrings? Are we seeing the emergence of a new institutionalised forum that reconciles
regulation, public policies and private initiative, or simply superficial attempts to manage
tensions, which are destined to fail?

The prevailing discourse rarely goes beyond conflicting orthodoxies claiming either state or
market superiority. Indeed, it is only very recently that a few microfinance actors have begun
to reconsider possible linkages to public programmes, especially in the agriculture and rural
sectors®. In this article, we compare the relationship between the microfinance sector and
leftist governments in three Latin American countries. After examining the historical trends
underpinning these recent political shifts, we will summarize the confrontations between
public policy and microfinance in Bolivia, Nicaragua and Ecuador. We then propose an
analytical framework to categorize the dynamics at work in each of these countries, and the
strategies microfinance actors are using to reposition themselves in this new environment.

The heated debate over development finance

The Latin American left: a mixed political reality

After several decades of repressive dictatorship and increasingly contested neoliberal
governments, left-wing coalitions returned to power in Venezuela (1999), Brazil (2002),
Argentina (2003), Uruguay (2005), Honduras, Chile, Bolivia (2006), Ecuador, Nicaragua
(2007), Paraguay (2008), El Salvador (2009) and Peru (2011). The spectacular rise of this new
left in the form of social movements, political parties and governments cannot be ignored by



financial and development institutions’. Indeed, despite their heterogeneity, these new leftist
actors all claim to represent an ideological and symbolic rupture from neoliberalism and
wilfully challenge assumptions of state inefficiency and the predominance of private initiative
and markets as the most effective modes of organizing society and the economy?®.

Some researchers analyse this political dynamic in binary terms that oppose a populist, state-
centred and authoritarian left with a social democratic one that is more modern and reformist®.
Although this typology is useful for distinguishing the extremes of the leftist political
spectrum, it induces a simplistic perspective that impedes understanding of the forces at play
between the grass-roots and heads of partisan organizations, and the processes that lead to
policy formulation'. To grasp the multiple dimensions in which these interactions unfold, it is
important to take into account the cognitive and normative elements that drive the discourses,
paradigms and conceptual frameworks of the new lefts, as well as their interests and
institutions—defined as the ensemble of rules and practices that affect behaviour and mark
historical inertia'’. Therefore it is useful to examine the segments of society involved in
mobilizing voters and activists, but also the diverse backgrounds of the political elites.

Leftist governments in Latin America claim to be so strongly opposed to previous policies
that many have undertaken deep constitutional reforms to make a clean break. However,
whether they can translate these changes into an alternative development model is
questionable. So far, governments have promoted more egalitarian income distribution, but
have remained attentive to macroeconomic equilibrium. In most cases, changes have
materialized through expanded social welfare programmes to benefit the poorest. Although
these redistribution mechanisms create enormous opportunities in terms of health and
education, they are based on existing modes of production, in particular tax revenues from the
primary sector, and are not paired with more structural economic reforms'’. Recent political
shifts have done little more than reinforce the ‘trickle down’ orthodoxy without questioning
the requirements of expanded reproduction of private capital and the new ‘post-Washington

consensus’ .

We must be careful not to idealize the relationship between governments, parties and social
movements. There is much to be learned from the manoeuvrings and reversals of alliances
between the constituents of these organizations and the ‘professional politicians’ that emerge
from them'. The left’s accession to power in several countries coincides with a polarization
of politics and rising tensions between those in power and the opposition. These tensions tend
to reinforce clientelistic strategies and push the new governments to mobilize all available
resources to strengthen their popular support. The pervasiveness of such power struggles is
further exacerbated when the executive branch assumes control of administrative or judicial
authorities.

Poverty champions or loan sharks?

The economic history of Latin America is particularly scarred by the collapse of state banks
and government credit programmes. The main tools of development finance in 1960s and
1970s, state-run banks and programmes were notorious for being highly dysfunctional:
cumbersome loan procedures, poor internal control, unqualified and occasionally corrupt staff
and clientelistic management practices'. These failings, absorbed by public finances, played a
major role in the ‘debt crisis’ of many developing countries'®. The idea that such defects are
intrinsic to public finance mechanisms took root in the minds of researchers, policy makers
and development professionals'’, and eradicating public intervention became a priority of the
structural adjustment policies imposed by international financial institutions, lenders of last
resort to bankrupt states.



After these reforms, whole sections of the economy were left without access to credit and
savings, despite being essential to their functioning and growth'®, Community organizations
and Non-Governmental Organizations (NGOs) attempted to remedy this financial exclusion
through initiatives often promoted by former managers of public credit programmes and
deteriorating cooperatives, or by international faith-based organizations. Despite their
diversity, these organizations converged in their opposition to state intervention in
development finance' and helped structure the foundations of a private microfinance sector in
line with the monetary and fiscal policies of their governments. MFIs hence developed as an
alternative form of finance, well suited to the growing informal sector, and became a
preferred solution to poverty and underemployment, ideologically compatible with
neoliberalism®.

In order to reduce subsidy dependency and attract private investors, international donors
supporting the sector emphasized financial sustainability, pushing MFIs to cover their costs,
commercialize operations and turn a profit, in order to ultimately integrate the international
financial system®. As a result, microfinance NGOs increasingly sought to transform into
commercial entities; credit and savings cooperatives, on the other hand, struggled to adapt to
this new paradigm and continued to be marginalized. Although microfinance usually
mobilizes insignificant volumes in macroeconomic terms, it affects an enormous number of
people. In 2008, Latin American MFIs managed nearly 13 million loans totalling more than
$13.9 billion and 13.4 million savings accounts for a volume of $9 billion®*. The table below
gives key indicators for Bolivia, Nicaragua and Ecuador.



Key data on microfinance in Bolivia, Nicaragua and Ecuador

| Bolivia | Nicaragua | Ecuador
Financial inclusion (December 2009)
Total number of active lenders (i) 1.122.507 686.701 1.968.856
Active lenders as % of the total population 19% 20% 23%
Active microfinance lenders 865.464 391.375 656.986
Active microfinance lenders as % of total population 15% 11% 8%
Dimension and evolution of the sector (December 2009)
Amount of credit outside of microfinance (million USD) (ii) 4.038 1.278 10.701
Amount of microfinance credit (million USD) 1.854 472 1.281
Share of microfinance in the national financial sector 31,5% 27,0% 10,7%
ProCredit, Banex, CrediFé, Banco
Three main microfinance institutions of the country BancoSol, | ProCredit, Solidario,
FIE FDL ProCredit
Number of lenders of the three main MFls 356.279 148.219 263.132
Share of the three main MFIs in the microfinance sector
(#lenders) 41% 38% 40%
Portfolio of the three main MFIs (million USD) 1.038 299 693
Share of the three main MFIs in the microfinance sector
(#loan volume) 56% 63% 54%
gggg;ll portfolio growth of the microfinance sector (2006 - 28% 79 15%
gggg)al portfolio growth of the three main MFIs (2006 - 3204 10% 12%
Interest rates and rates of return (2008)

Average portfolio yield of the microfinance sector 23,22% 31,76% 22,47%
Average portfolio yield of the three main IMFs 19,64% 26,55% 17,68%
Average return on equity of the microfinance sector 9,06% 6,05% 5,65%
Average return on equity of the three main MFIs 12,99% 15,36% 19,04%

Sources: Data obtained from the Microfinance Information eXchange (www.mix.org), except for:

(i): Data for Bolivia were obtained from ASOFIN (www.asofin-bo.org). Since there were no data available for
Ecuador and Nicaragua, the values were extrapolated from data collected by the World Bank in 2004, assuming
that average loan amounts remained stable. (They are thus very tentative estimates.)

(ii): Data calculated from the statistics of the National Banking Oversight Institutions, deducing the amounts of the
regulated microfinance institutions.

As these figures show, MFIs already play a significant role in the national economies of the
countries in question and are growing rapidly. This expansion has not come without criticism.
Due to the constraints of an often costly retail business striving to be sustainable®,
microfinance interest rates are significantly higher than traditional bank loans, as evidenced
by the average portfolio yields above*. This paradox elicits heated debate as to their fairness
and the poor’s capacity to support such costs, especially when they lead to significant gains
for MFIs*. Microfinance’s supporters point out the prohibitive cost of the alternatives
available to the poor, such as moneylenders. Arguing that the main constraint is supply, they
caution against interest rate caps and recommend letting competition and economies of scale
drive rates down. However, the latter does not appear to occur automatically, as increased
efficiency only partially translates into lower interest rates; rather, it appears to fuel
particularly high levels of profitability, as is the case of the largest institutions in Ecuador,
Bolivia and Nicaragua (see table). While many population segments, especially in rural areas,
still lack access to microfinance, the excessive urban concentration of institutions has resulted
in regional and nationwide debt crises, sometimes exacerbated by the development of
consumer credit®. In some countries, urban market saturation has led to rapid expansion into
so-called easy segments of the rural market, resulting in lax and even reckless lending
practices, dramatically deteriorating portfolio quality. Private credit bureaus, presented as



tools to curb multiple loans, have cropped up in almost all Latin American countries, allowing
financial institutions to share information about customers. However, governments rarely
consult these agencies, which are not obligatory and moreover do not include the informal
finance mechanisms that continue to play a fundamental role in the dynamics of debt* but
manage to stay outside the purview of government regulation.

National trajectories

The uncertain future of microfinance in Bolivia

Bolivia, a pioneer in microfinance, has become the flagship for commercial microfinance.
MFIs’ portfolios represent 31.5 per cent of the country's financial system in volume and the
sector serves the majority (70 per cent) of customers®. After an intense growth phase in the
1990s, during which nearly a million (primarily urban) clients were served, the country was
rocked by its first debt crisis and confrontations with ‘debtors’ associations’ between 1999
and 2002. It pushed the nascent ‘microfinance industry’ to develop mechanisms to better
manage competition, such as credit bureaus and codes of conduct for institutions. The episode
spared, even reinforced, two non-profit organizations: CRECER and PROMUJER, both oriented
towards women and reputed as having the most socially oriented practices in the sector®.

Movement for Socialism (MAS) leader Evo Morales completed his first presidential term
between 2006 and 2009. It was marked by several major reforms, including changes to the
constitution and the nationalization of hydrocarbon industries, but also a polarization of
politics, crystallized by the antagonism between the executive branch on the one hand and the
legislative and judicial branches on the other, as well as confrontations between indigenous
Altiplano populations and those from eastern parts of the country®. With its landslide victory
in December 2009, MAS now controls most of the political institutions, which has eliminated
the obstacles of his previous term. Popular expectations are very high. Evo Morales’ party
appears to be structured around two components: one, of Marxist origins, has long played a
role in the political system and has close ties to the microfinance elite. The other, associated
with indigenous groups and popular movements, is often at odds with the first.

This somewhat disparate left takes an ambiguous stance with regard to microfinance. While it
depicts MFIs as usury lenders during elections, with MAS candidates promising loans at single
digit interest rates, the party has made only patchy attempts at real action. The Bolivian
regulatory framework was a paragon for commercial microfinance® because it prioritized
profitability and stability, thus encouraging the standardization of practices to the detriment of
development objectives®. There was a shift in 2006, when Evo Morales named a former
public sector banker active in microfinance as Commissioner of the highly orthodox Banking
Commission, and then again in 2008 when the latter called for the Central Bank to supervise
NGOs, thus far unregulated. Despite a protracted accreditation process, NGOs will soon have
the possibility to mobilize savings. But this window of opportunity to build a non-profit, rural
and socially oriented microfinance sector does not appear to be a government priority. Indeed,
shortly after these changes, the Banking Commission was abolished to create a supervisory
authority controlled by the Ministry of Economy. The reform affected all administrative
authorities independent of the executive branch, and was accompanied by large staff turnover.
In substituting financial specialists deemed too technocratic with less experienced political
appointees, the supervisory body lost the technical capacity to effectively monitor a sector
still vulnerable to bankruptcy and fraud.

Besides regulation, the government has taken measures to increase funding at the local level.
With Venezuelan capital, it created the state-controlled Banco de Desarrollo Productivo
(BDP) to channel cash transfer programmes and refinance microfinance institutions, as well



as to directly provide credit to farmers’ and artisans’ organizations. However, the start-up
capital was not renewed and the BDP’s activities have remained confined to a small, local
loan fund for existing financial institutions, supervised by four ministries competing for its
control. During the late 2009 electoral campaign, MAS party rhetoric stressed the need to
create a genuine state-owned development finance mechanism, often mentioned in
conjunction with a possible regulation of microfinance interest rates. However, these
declarations have yet to give rise to concrete measures.

Even though the government’s positions may ultimately change, microfinance institutions feel
they are under threat of political take-over. Some non-financial NGOs have already been
‘expropriated’ by organizations close to the MAS. Among the MFIs, however, only
AGROCAPITAL has seen its development restrained and this for very specific reasons. This
institution, initiated by USAID, had indeed actively participated in the programmes for the
eradication of coca production and was a target mainly on this account. Other MFIs have not
been affected, but the situation may evolve. Surely, the new constitution explicitly gives a
voice to social movements, making it an obligation to involve them whenever public funds are
used, and, by extension, funds from international development agencies. This has reinforced
militant groups close to the MAS in relation to the microfinance sector.

In light of these threats, some microfinance institutions are fostering ties with private banks,
in anticipation of a decree that will force the latter to direct part of their portfolios to
microcredit, like in Venezuela. For many MFIs, integrating the banking sector seems like the
best protection against political whims. Not only is the latter exempt from obligations to
involve social movements, it can apply particularly high interest rates on credit cards without
worrying about sanctions. Other MFIs, particularly NGOs affiliated with the national
microfinance network, are focusing on policy dialogue. They are striving to demonstrate their
social utility by building alliances with farmers’ organizations, while emphasizing their
complementarity to public policies by offering to mediate the government’s cash transfer
programmes.

Nicaragua: Chronicle of a Crisis Foretold

The Development Bank of Nicaragua was liquidated in the early 1990s, during the political
transition between the Sandinistas and the Liberal government. A first wave of commercial
banks created at the same time quickly went bankrupt, often due to fraud. Microfinance
flourished in this context in various forms. Commercial microfinance banks, supervised by
the Banking Commission and authorized to collect savings from the public, experienced
growth of 42 per cent a year between 2004 and 2008%, largely supported by public and
private investors. Meanwhile, NGOs grew an average of 24 per cent per year, somewhat
slower than their commercial counterparts, due to regulatory constraints on savings
mobilization and due to the decisions of public donors who, following the recommendations
of multilateral institutions*, spurned support to unregulated non-profit organisations often
concentrated in rural microfinance. Nevertheless, the success of a few rural-focused NGOs,
such as Fondo de Desarrollo Local (FDL), Prestanic and Fundeser, generated growing interest
among social and even commercial investment funds®. There are also some cooperatives, but
they are significantly smaller. In late 2008, it was estimated that the key players served more
than half a million customers, representing a significant proportion of the roughly one million
small businesses in the country®. Although this estimate is an approximation, market
saturation is evident, with most cases of over-indebtedness in urban areas and among
livestock farmers.

Procredit and Banex, two regulated microfinance banks strongly supported by mainstream
champions of profitable microfinance, engaged in a strategy of expansion and aggressive



competition. This was made possible and even necessary due to major liquidity injections
from public donors and, to a lesser extent, private investors. In doing so, they sought to
eliminate unregulated MFIs lacking comparable financial resources. Thanks to their
institutional quality and rural outreach, however, many of these MFIs resisted and managed to
secure international funding to sustain portfolio growth.

This headlong rush led to relaxed risk control, multiple lending and over-indebtedness,
thereby creating the conditions for a genuine debt crisis across the sector, triggered by an
acute recession that hit traders hard in 2009. The recession was exacerbated by the depression
that gripped livestock farmers, economic pillars of northern Nicaragua, due to declining
demand for cattle in Mexico, itself due to soaring maize prices caused by the explosion of
subsidized demand for bio-ethanol in the US, as well as the application of new trade
regulations prohibiting exports of cattle under 330 kg. This spiral led most MFIs to
accumulate bad loans and stiffen their collection practices. Particularly affected by the crisis,
Banex liquidated in 2010 while Procredit had to be recapitalized by its international holding.
The latter, seeking to move towards a more creditworthy clientele, raised its minimum loan
amount to $2500.

The Sandinista party returned to power in Nicaragua in 2007 after 18 years of opposition. Its
victory was not the result of more votes—it registered the same 38 per cent as it had for over a
decade—but the fruit of a divided opposition and political manoeuvrings that allowed the best
candidate with more than 35 per cent to take office without a second round of elections. This
explains why consolidating popular support became the new government’s top priority. It
sought to reinforce clientelistic relationships through social programmes, including subsidized
microcredit financed with Venezuelan funds, and economic networks created around
Venezuelan-Nicaraguan private companies, federated under a consortium called ALBA
(‘dawn’ in Spanish), controlled by a nepotistic political network. These relationships were
forged through local intermediaries, like cooperatives, that played an important role as
subsidy brokers among small-scale economic actors in exchange for their partisan allegiance.
To secure support in rural areas, the government pushed for the creation of ALBA-Caruna,
which transformed an existing savings and credit cooperative created by a Sandinista peasant
organization, and significantly expanded its operations with the proceeds from Venezuelan
petroleum deliveries®.

It is against this backdrop that a movement driven by entrepreneurs close to the Sandinista
party emerged in 2008 in the north. It originally set out to condemn practices used by
supervised MFIs, such as the seizure of collateral and imprisonment for fraud, the only
institutions allowed this type of legal recourse in the event of default. Following initial
negotiations and agreement between local representatives of the movement, known as No
Pago, and MFlIs, the President Ortega himself encouraged his audience to rebel against these
‘loan sharks’ during a public speech in Jalapa 13 July 2008:

‘I told you that you must protest, you must complain; I understand the complaints because
undoing all the chains set up by governments serving the oligarchy and the Empire in just one
year and a half is not easy. They have put us in chains from all sides. You did the right thing
to protest against the moneylenders, but instead of protesting in the streets, protest outside the
offices of these loan sharks and install your picket line in front of their offices. Stand strong,
we support you! (...) They are threatening to stop lending, but what they do is not a favour, it
is a business, designed to enrich themselves at the expense of the needs of the people since the
people's banks disappeared in 1990.°%

The next day sparked off months of violent clashes between the No Pago groups and MFI
staff, inaugurated by setting fire to a microfinance NGO that had nothing to do with the initial



reimbursement disputes, but was notorious for being close to members of the liberal
opposition.

This political strategy intensified with the over-indebtedness crisis in 2009. The situation was
exploited by local elites (often among the biggest defaulters) who were the main instigators
and coordinators of the riots and appeared to be manoeuvring to reinforce their clientelistic
networks by ensuring groups that debts would be cancelled. The occasionally violent conflict
continued throughout 2009, with the government vacillating in its positions towards
microfinance, ultimately maintaining an ambiguous policy that reflected local power
dynamics. The opposition’s claims gradually shifted from repayment issues to interest rates.
Under pressure from the No Pago movement and with the support of Sandinista and non-
Sandinista politicians representing livestock farmers in the north, a bill was introduced 13
April 2010 allowing defaulters to refinance their loans for five years at 18 per cent per annum.
Despite the fervour that marked the struggle for this Moratorium Law, only a small portion of
the No Pago debtors made use of it, apparently counting on more significant debt remissions
in the electoral campaign of 2011. The introduction of a new microfinance bill in June 2011,
however, seems to have opened a new era of more cooperative relationships between the
government and the microfinance sector, and political support for the No Pago appears to
have waned®. How these relationships will evolve remains to be seen.

In this context, as in Bolivia, the trend is for mature NGOs to prepare their transformation into
commercial structures, in order to be regulated by the Banking Commission and thus extricate
themselves from government intervention. However, it is a trend that limits the pursuit of
social objectives, particularly in rural development. And yet, faced with political threats, the
private sector paradoxically offers better regulatory protection than the non-profit sector.

Ecuador: measures to undermine the sector remain ‘manageable’

The microfinance sector in Ecuador is composed of large organizations, banks and
cooperatives, supervised by the Central Bank, and a range of unregulated NGOs and small
cooperatives. In addition, there are two public banks that are unfortunately mismanaged,
operate at a loss, are often manipulated for political ends, and rely on frequent injections; they
are considered among the most dysfunctional in the region®.

The Ecuadorian left united around the Alianza Pais coalition in 2006 to bring Rafael Correa to
power. A former economics professor, Correa had a fleeting experience as finance minister
before he was sacked under pressure from international financial institutions, which opposed
his measures. Shortly after taking office in January 2007, he dismissed the World Bank’s
representative and launched a process of constitutional reforms, creating the foundation, in
2008, for major shifts in economic policy: greater control of oil resources and emphasis on a
solidarity-based economy. Correa surrounded himself with an elite that was not representative
of the traditional ruling parties: ministers came from NGOs, consulting firms and, to a lesser
extent, academia®'.

Drawing on his academic experience as a professor, the president has developed an economic
plan structured around three areas: public, private-entrepreneurial and popular. The latter
corresponds to microenterprises. Under this plan, the solidarity-based economy is at the
confluence of these three areas and includes participatory governance, social services, civil
society and social economy enterprises”. Different from the ‘progressive’ neoliberal vision
that sought to include individual entrepreneurs in the mainstream market, Correa’s approach,
endorsed by the new constitution, enables their growth in an economic sphere that is a hybrid
between capitalism, mutualism and the State.



A new bill, enacted May 11, 2011, seeks to prioritize the concept of ‘popular finance’, based
on a criterion of collective ownership, over that of microfinance, defined by the type of
products offered and the poverty level of its users. This law, which does not recognize the
status of microfinance NGOs, would force them to either become for-profit entities or turn
into cooperatives. Up to now, the law remains rather vague about the practical implications of
its principles and several crucial modalities will have to be defined in the regulations expected
by the end of 2011. Moreover, the government has challenged the allocation of international
development aid and created an institute to coordinate donor initiatives so that their efforts
converge with priorities established under national development planning. For now, the new
priorities are not restrictive, but the government’s efforts to collect information and assign
each NGO to a ministry suggests its intention to include the non-governmental sector in its
institutional framework.

The government has made changes to the institutional environment in which microfinance
operates. Since his inauguration, Correa has repeatedly threatened the ‘golden bureaucrats’
and criticised the independence of some institutions vis-a-vis the elected representatives of the
people. Thus, in addition to cross-cutting measures to reduce civil servants pay scales, the
Central Bank has been monitored more closely. Technocrats have been replaced by political
appointees with less technical capacity and expertise. The President has also opposed
multilateral institutions, often more symbolically than operationally, such as in publicized
stances against World Bank and IMF in 2007 and 2008, and through the support for the
ALBA-related Banco del Sur, which still only exists on paper.

The government has also established a $40 million fund, administered by the Ministry of
Social Development, for MFI on-lending. In order to ensure the social utility of institutions
being refinanced, the government has developed a tool to assess social performance based on
a widely recognized international social audit tool®. It also has a direct credit programme
called ‘5, 5, 5°, which lends $5000 for 5 years at 5 per cent per annum. Many observers
believe the programme was designed for political purposes and denounce poor management.
Some mischievously add the number *40° to the name, referring to the program's default rate.

In this context, Red Financiera Rural, the national microfinance network that federates most
of the MFIs in the country, has emerged as an ineluctable mediating body. It has organized
training sessions on microfinance for new hires at the Central Bank, and more importantly, in
light of the government's scathing reports and declarations concerning interest rate caps, has
led intense negotiations with the government to ensure caps are applied incrementally. The
majority of MFIs have managed to formally comply. Even the unofficial spokeswoman of
commercial microfinance has admitted that ‘the policy at least has the virtue of providing
clear signals and allowing time to adjust’*.

A complex, ambivalent relationship

Conflicts imbued with ideological antagonism

In each of the cases presented above, the brutal disagreement that has occurred in the
aftermath of political shifts can be traced to a challenging of the status quo on subsidiarity
between the state and private initiative. Neo-liberal reforms gave the impression that the state
was withdrawing from its sovereign functions® to allow the market to organize profitable
activities and delegate the management of vulnerable populations to private solidarity-based
organizations or international development aid. Today, microfinance and socialist movements
have something in common: their raison d'étre and mission is to improve the living conditions
of the poor and excluded. Yet they belong to different registers. The first insists on its
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technical expertise and apolitical nature, while the latter considers itself a vector allowing
groups that suffer from a lack of political representation to exist in the public arena.

Despite this shared purpose and potential complementarity, attempts to articulate the two
inevitably run up against profound differences stemming from the two movements’
genealogy. Microfinance has for the most part thrived in the wake of structural adjustment,
filling a void created by dismantled of social systems and the withdrawal of state intervention
in the economy. Moreover, MFIs have often received the support of the same international
institutions that imposed financial deregulation, fiscal austerity and trade liberalization - the
very measures that today’s social movements are fighting against. The socialist movements
diametrically oppose multilateral organizations and criticize all the measures the latter have
supported. Microfinance’s alleged ties to these organizations make them the target of
historical revenge, usually presented as a consequence the left’s destruction of the
‘projectorate’* imposed by international development agencies.

Leftist movements reproach microfinance for a variety of reasons, which together constitute a
structured argument”’. At the centre is the debate on interest rates, described as exorbitant by
movements whose social ethos does not sit well with poor people paying more than the rich.
Microfinance providers are also criticized for their intransigent collection practices when it
comes to dealing with recovering loans from poor clients prone to repayment difficulties.
Such firmness contradicts the discourse of the left, which highlights collective rather than
individual responsibility when it comes to inequality* and considers the poor as citizens and
loyal supporters rather than as entrepreneurs who require discipline. A third complaint against
microfinance is that its supply depends entirely on the existence of a solvent demand. Leftist
governments disapprove of microfinance’s reluctance to lend during economic crisis and its
pro-cyclical effect. On a structural level, they also criticize MFIs for focusing on urban
service sector activities and small trade, ignoring the primary or secondary sectors that figure
so prominently the development plans of socialist movements.

It is useful to analyse the history of power relations that crystallize debt practices in Latin
America. Peongje, i.e., debt bondage, was at the heart of the systems inherited from the
colonial era®. Indeed, the creation of public institutions, self-governing organizations or
commercial endeavours must be understood in terms of the political relations that underpin
them. This prism of understanding explains why financial cooperatives, which proliferated in
the mid-twentieth century, primarily addressed the least economically subordinated. It also
explains why so many Latin American MFIs have ties to religious movements, be they
progressive or conservative, Catholic or Protestant®. We can also analyse the creation of
public banks as way for the state to replace traditional casiquismo with new partisan
allegiances™. According to this perspective, although MFI clients are no longer subject to the
obligations of reciprocity that marked colonial history or present-day political clientelism, in
return, they must submit to high prices and strict repayment discipline which occasionally
translates into a genuine dependence on credit. Conversely, when the government criticizes
microfinance and distributes subsidized credit in the name of economic empowerment of the
poor—yparticularly common during election periods—it is striving to create subservience
through political means.

Although the left’s ideological opposition to microfinance is based on a substantial indictment
of the sector, these movements have yet to propose a viable alternative. In all three cases
discussed above, high profile public credit programmes have resulted in disappointing results.
These failures, like those of comparable programmes in Venezuela® deprive the socialists of
the examples they need to confront the orthodoxy they oppose. Still, counter-examples exist
in Brazil, Chile and Guatemala®, where public and private providers are working together to
develop truly hybrid methods that ensure financial sustainability. Paradoxically, these
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examples have not attracted much attention at the regional level and have not yet been
replicated in Bolivia, Ecuador or Nicaragua.

Institutional factors affecting microfinance

Beyond ideologies, local realities are influenced by institutional factors and private interests
that affect how conflicts take shape and how they are resolved: through compromise or
confrontation. Clear messages paired with coherent measures are essential for building a
system that enables collaboration between public and private actors. This has not been the
case in Bolivia or Nicaragua, where the governments have taken positions that are not only
inconsistent, but even contradictory at times, opposing those of their Ministers and other
members of their administrations. Although the phenomenon is familiar to political
scientists™, it is confusing for microfinance practitioners.

Mediating bodies are crucial under these circumstances, as they can help build frames of
reference common to both microfinance institutions and politicians. The technical committees
of the Central Bank and ministerial departments played a key role in Bolivia and Ecuador,
translating policy intentions into intelligible and enforceable measures. The executive
branch’s appropriation of these bodies has resulted in a loss of technical capacity, as less
experienced staff are more easily influenced by their hierarchical superiors but also by the
institutions they are supposed to supervise. It is equally important that microfinance
practitioners build consensus around shared positions and rally behind a common
spokesperson. In all three countries, microfinance networks> have flourished in a context
marked by political tensions, and proved critical to negotiating agreements that improve the
sector’s visibility in return for greater transparency on microfinance’s social utility. They have
set up accountability systems that responded to local concerns and publicized microfinance’s
contribution to the public good in effort to retain their autonomy. Moreover, these networks
seek to enhance their legitimacy by forging ties with farmers’ organizations, developing rural
and agricultural programmes, and promoting alliances with state-owned development banks,
such as refinancing agreements with BDP in Bolivia. Some observers argue that these efforts
are motivated by MFIs’ vested interest in social protection measures, the manna that makes
potential borrowers more creditworthy®. But this perspective is quite relative; microfinance
has developed thus far without this kind of support and increasingly serves the most
vulnerable populations. In many cases, microfinance enables governments to overcome the
very real challenge of reaching their poorest and most isolated citizens.

Moreover, a more detailed sociological analysis of the elites might be useful to identify
opportunities for dialogue and promote goodwill. In many countries, microfinance NGOs are
led by left-leaning individuals who entered the sector when their political or civil servant
activities were undermined by military repression or structural adjustment. In Ecuador and
Bolivia, several MFI managers share close relationships and even personal friendship with
policy makers, which has helped create a common ground. In Nicaragua, the tension between
microfinance and government owes much to the fact that several MFI managers are former
officials of the revolutionary government of the 1980s, now distant from the new government
of Daniel Ortega.

Strategic perspectives under constraints

The increasing tension between microfinance and socialist governments affects MFIs
differently, depending on their organizational and operational characteristics. The result is
differentiated strategies, which are represented in the following typology:
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SEGMENTATION OF MFIS: SECTOR POLARIZATION AND THE DISAPPEARANCE OF TRANSFORMATIVE

MICROFINANCE

INSTITUTIONAL AND
OPERATIONAL CHARACTERISTICS

PERSPECTIVE OF LEFTIST
GOVERNMENTS

SECTOR STRATEGY

Minimalist microfinance:
Commercially aggressive
approach, private foreign
investment

Segment that is most criticized, but
often not actually threatened by
governments

Consolidate protection through
commercial law. Endorse a
minimum set of social
responsibility principles.

Transformative microfinance:
Financially sustainable non-profits,
NGOs and financial cooperatives;
politically independent and
committed to socio-economic
change

Segment that is most vulnerable:
existing regulation highly
unfavourable; controversy over ties
to international development aid;
criticized for interest rates;
government negates sub-sector’s
autonomy and ability to coordinate
socially oriented or alternative
economic networks

Struggle to be recognised for its
contribution to development, but;
strongly incited to convert to
‘minimalist’ or ‘solidarity-based’
microfinance.

Solidarity-based microfinance:
Subsidized interest rates, directed
credit to specific economic or
social sectors, financial viability
not a priority

Segment supported by socialist
governments, risk of clientelistic
practices, and/or co-optation of
microfinance activities to serve
government’s flagship economic

Transform government’s do-
gooder acts into genuine support;
influence government projects.

programme.

For years, the commercial paradigm prioritized competition as a way to improve microfinance
market efficiency; today, the excesses of unbridled growth have resulted in debt crises and
sometimes abusive practices towards clients. Past efforts to prevent the public actors from
regulating social aspects of microfinance or evaluating its contribution to development now
appear naive, and incite scepticism by some governments.

The minimalist vision of microfinance, void of non-financial dimensions such as health,
education and local development, was put forth by multilateral institutions as a paragon of
good practice. It is now hotly contested. Ironically though, the segment of microfinance that is
purely financial and most lucrative is, for the most part, protected from government
intervention. It does not depend on the public sector for refinancing and moreover is protected
by a solid legal framework that governments are careful not to touch.

Indeed the institutions that risk the most are those that have resisted the commercial paradigm
by pursuing professional, sustainable operations while maintaining strong commitment to
development goals and social change. These organizations, nearly wiped out by the
mainstream regulatory measures of Central Banks that favour private companies and banks,
are now trapped in the middle of an increasingly polarized sector dominated by two
competing approaches: one driven by commercialization and the other based on public policy.
If they fail to demonstrate their relevance, they will have no choice but to retreat to the
commercial sphere or submit to the control of public authorities.

Conclusion

The particularly tense relationship between the government and MFIs in Nicaragua, and the
more ambivalent situations in Ecuador and Bolivia, is evidence of the multifaceted, indeed
ambiguous, nature of the two sectors. On the one hand, Latin American lefts have the stated
objectives to create strong and equitable economic growth; but they are also motivated by the
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desire to broaden and strengthen the clientelistic networks that will allow them to stay in
power. On the other hand, microfinance institutions, which emerged in the wake of failed
state banks as the only economically viable, development-focused alternative to local
financing, have in many cases experienced mission drift, scaling up their operations under an
eminently commercial form.

The time has come to revisit both the nature and functioning of financial inclusion
mechanisms. Citing the rather bland results of microfinance in terms of economic
transformation, socialist-leaning governments are attempting to intervene in the provision of
credit services to the poor. But because these programmes are, above all, political tools and
lack the human resources to manage them sustainably on a large-scale, they tend to be
sporadic and are therefore often complemented with conditional support to existing MFIs. In
light of this, it would make sense to negotiate and set up a regulatory framework to prevent
abuses, coupled with complementary public policies to improve targeting and impact of
microfinance. Instead, political opportunism unfortunately tends to give way to intense but
ephemeral competition between existing MFIs and temporary public programmes as well as
to piecemeal and often contradictory legal reforms that largely conform with the financial
orthodoxy of the previous era.

Paradoxically, this has exacerbated the polarization of the two extremes of the microfinance
spectrum in the countries studied. On the one hand, the weakest institutions tend to attract
government support, in return for handing over control of operations—even if it means
forgoing financial sustainability. On the other, the most commercial institutions protect
themselves against the threat of interference by strengthening their ties to the private sector. In
short, it would appear that the institutions most directly threatened are those that have
achieved viability on their own, using an approach that continues to prioritize local
development.

Nevertheless, the debate on how to redefine the roles of the public and private sectors in
development finance involves interlocking spheres at local and international levels. It is thus
difficult to know how this controversy will evolve. A shift in multilateral support away from
commercial microfinance, or the emergence of an alternative approach from a country like
Brazil, could still influence national trajectories.
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