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Abstract: Microfinancing is a policy designed to provide small 

loans to individuals who typically cannot access formal banking 
services. This paper explains the idea in a simple way, showing 
how microfinance tries to reduce problems like unemployment, 
poverty, gender inequality, and financial exclusion. It also looks at 
how microfinance has helped in regions like Latin America, where 
credit supports agriculture, and Africa, where it supports exports 
of textiles, coffee, and cocoa. At the same time, the paper highlights 
the major difficulties of microfinancing, including low financial 
literacy, high operational costs, and slow bureaucratic systems 
that reduce efficiency. The paper suggests solutions such as 
improving financial literacy through local workers and NGOs, 
reducing unnecessary layers of management, and using digital 
tools similar to India’s UPI system to increase transparency and 
accountability. However, the counterargument shows that deeper 
macro-level problems—like corrupt leadership and chronic 
capitalism—still limit the success of microfinance. The paper 
concludes that microfinancing is helpful but not perfect, and it 
needs more improvements before it can truly achieve financial 
equality. 

 
Keywords: Microloans, Microfinancing, Inequality, Poverty, 

Africa, Latin-America, Globalization. 

1. Introduction 
Once, a Great Philosopher, Matthew Arnold, said, “Our 

inequality materialises our upper class, vulgarises our middle 
class, brutalises our lower class.” While the globalised 
economy has been growing at an exponential rate and 
innovations are rapidly surprising the world, this still holds on 
an international scale. In fact, in reality, inequality has widened 
along the course of our time on this planet. The growth hasn’t 
been equally distributed across various regions and has centred 
around only a particular locus, which continues to have an 
advantage, dominating the international trade at the expense of 
everyone else. We can clearly see this disparity by 
distinguishing between developed and underdeveloped nations, 
which occurs frequently when analysing Western Europe & 
The United States of America with Latin America & Africa. 
With this emerging inequality, however, Microfinancing has 
been proven to be an effective method in resolving this matter. 
Intending to help residents upgrade financially and bring their  

 
region out of this ongoing systematic exploitation, it has proven 
to solve this vast issue deeply from scratch. However, it has a 
long way to be executed properly to see the results as well. But 
it is not impossible. In Thesis, with increasing transparency 
within & throughout the system equally across the globe, 
Microfinancing can be a tool that can effectively target regions 
in resolving the emerging inequality that persists in 
underdeveloped regions. 

2. Literature Review 
Before getting any further, let’s delve deeper into the context 

of both regions: Latin America and Africa. In terms of future 
prediction, firstly, Africa stands at a superior advantage with a 
booming population. With its population projected to nearly 
double from 1.5 billion in 2025 to 2.5 billion by 2050, the 
continent has the highest regional population growth rate 
globally—approximately 2.3% per year in 2023—and is 
expected to account for more than half of global population 
growth through 2050, making it the world’s fastest-growing 
region (UNCTAD, 2023). In addition, the overall growth can 
be visualised across the African Continent with the rising 
number of Mega and Meta Cities, which are cities that exceed 
the population of 10 million and 20 million people, 
respectively. According to a 2019 report published by the 
World Economic Forum, cities like Cairo and Lagos will 
remain prevalent in holding this status. Moreover, with two 
emerging cities on the list, “Angola’s capital Luanda is set to 
double in size to nearly 15 million people. Dar-es-Salaam in 
Tanzania, another future megacity, is growing by half a million 
people every year” (World Economic Forum, 2019, para. 6).  

With reference to the Demographic Transition Model 
(DTM), it is definitively conclusive, with the signs of an 
exponential population boom, that Africa is considered in Stage 
2 of the process of development, which is quite something to 
make the most out of (World Population Review, 2025). Across 
the continent, the overall Crude Birth Rate is increasing while 
the Crude Death Rate is decreasing at a significant scale, which 
implies population growth is rapidly increasing. According to 
the African Centre for Economic Transformation (ACET), it is 
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an “once-in-a-generation opportunity” for a potential 
demographic dividend across all the major African Nations. 
With such a young labour force, it is a major consumption hub 
and a significant investment oasis for multinational 
organisations (Asamoah, 2025).  

However, besides this advantage in terms of division of 
labour, the continent is failing to take advantage of its current 
stance. From Past Colonialism to Present-Day Neocolonialism, 
Africa never got a chance to recover from the significant 
exploitation! 

Organised by German Chancellor Otto von Bismarck, the 
Berlin Conference (1884-1885) was a formal conference only 
amongst Colonial Powers to diplomatically agree upon the 
division of Africa. In the conference, European Nations like 
Great Britain, France, Spain, Portugal, Belgium, & Germany 
redistributed the vast continent under their control. By claiming 
the largest & prominent area, the Britishers secured vast 
mineral wealth in South Africa and seized control over the Suez 
Canal in Egypt. Along with the Britishers colonising South 
Africa & Egypt, the French expansively controlled the region 
of West Africa. Under the rule of King Leopold II, Belgium 
exploited the Congo Free State and considered it as the 
Monarch’s Property. Portugal maintained its territories across 
Angola & Mozambique. Lastly, Germany, Spain, & Italy 
claimed the rest of the territories around this time (General Act 
of the Berlin Conference, 1885). When dividing Africa among 
Colonial Powers, the imperialists did not divide accordingly 
with regards to the ethnic distribution but for their own self-
interest in the exploitation of land, with no African 
Representatives even invited (Rust, 2024). 
 

 
Fig. 1.  Linguistic and ethnic diversity in Africa 

 
Note. Image A shows linguistic diversity, and Image B shows 

ethnic diversity in Africa. Both images were adapted from 
Africa's dazzling diversity by National Geographic Education, 
2015, National Geographic Education Blog. 

 
With this colonial exploitation, the Berlin Conference 

divided Africa visually into pieces of a cake. The effect was 
superimposed boundaries imposed on African Nations, which 
are still functioning to this day. The consequences of these 
superimposed boundaries were that they did not take into 
account distributions of ethnic tribes. It dispersed the native 
groups which had been located in the region and superimposed 
boundaries of 54 Nations; they were displaced. This is 
considered one of the reasons why ethnic conflicts persist and 

why ethnic cleansing is still ongoing regularly across the 
Continent. 
 

 
Fig. 2.  A model illustrating urban land-use patterns in sub-Saharan African 

cities 
 

Note. Diagram illustrating the generalised African City 
Model. Adapted from Urban land use patterns and models, by 
M. Burdett, 2018, GeographyCaseStudy.Com  

Moreover, to prevent further local tribal conflicts and to 
facilitate trade & commerce for their own benefit, the African 
City Urban Model was reformed. Although consisting of both 
pre-colonial and post-colonial elements, it further diffused 
racial/ethnic segregation across all the Central Business 
Districts of all major African Cities in a systematic manner, 
with colonial legislation organising the city.  

Similarly, Latin America experienced the negative effects of 
colonialism. Although the region does not have a booming 
population and has already undergone industrialisation, unlike 
Africa, exploitation has disrupted the economy, leading to 
hurdles in transitioning from labour-intensive to capital-
intensive industries for the future due to colonial exploitation 
(CGTN, 2017). Colonised under the Spanish Empire, the locals 
were enslaved and subjected to brutal forced labour systems, 
which, alongside the spread of European diseases, caused a 
catastrophic 80% decline in the Indigenous population within 
the first 150 years of contact (Spanish colonisation of the 
Americas, n.d.). Indigenous people were forced to work in 
deadly conditions through systems like the Mita labour draft, 
primarily extracting silver from mines like Potosí to enrich the 
Spanish Crown (UNESCO, n.d.). All extracted metals were 
subject to the Royal Fifth (quinto real) tax, a definitive proof 
that the colonial economy was structured solely for resource 
exploitation (Oxford Research Encyclopedia, 2023). To 
maintain this highly exploitative structure, a rigid social 
hierarchy known as the Casta System was implemented, 
ensuring that people of Indigenous, African, and mixed descent 
were permanently relegated to the lowest social and economic 
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statuses (Khan Academy, n.d.). 
However, both regions still face issues in the present times. 

Both regions have most of their revenue generated from the 
informal economy, a sector characterised by instability and a 
lack of regulation. 

3. Women in the Informal Economy 
This informal sector disproportionately affects women; for 

instance, in many nations across the continents, over 60% of 
women in non-agricultural jobs operate informally, leading to 
higher rates of poverty and exclusion from essential social 
safety nets (International Labour Organisation [ILO], n.d.). 

Across Latin America, in countries like Bolivia, Peru, and 
Mexico and throughout major African economies such as 
Nigeria and Kenya, a large portion of the economy operates 
outside the bounds of formal contracts, taxation, or government 
intervention. This is the informal economy, which is the main 
source of survival and livelihood for most working women. 
Globally, over 740 million women work in these conditions 
(International Labour Organisation [ILO], 2023). 

This isn't just a statistical figure; it’s the reality for a woman 
selling vegetables in a local market, a domestic helper cleaning 
a home, or a tailor paid per piece in her own house. For these 
women, work is often a daily struggle marked by uncertainty. 
They are usually deprived of the basic protections that formal-
sector workers take for granted. There is no sick leave, no 
maternity leave, no pension, and no allowances (UN Women 
n.d.). Their earnings are not only low but also unstable, making 
it impossible to save or invest. Because they lack formal 
recognition, they are often invisible to policymakers and 
absolutely vulnerable to exploitation. This economic 
vulnerability makes them the primary clients for microfinance, 
a tool created to provide an opportunity on the economic ladder. 
 

 
Fig. 3.  A model illustrating women in the informal economy in south Asia, 

Sub-Saharan African cities and Latin America and the Caribbean 
 

Note: UN Women. (n.d.). Data card: Informal work [Infographic].  
UN Women (https://www.unwomen.org/en/news/infocus/csw61/women-

in-informal-economy) 
 
Simultaneously, neo-colonialism is clearly visible through 

the actions of Multinational Corporations (MNCs), which often 
secure resource extraction contracts (like for cobalt or copper) 
with local governments that require minimal local processing 

or pay very low royalties, ensuring raw wealth flows out of the 
country while leaving behind environmental degradation, thus 
recreating a colonial economic structure (Stiglitz, 2002; United 
Nations Development Programme [UNDP], n.d.). This deeply 
rooted economic instability is a primary driver for the rise of 
organized crime: extreme poverty provides a large, vulnerable 
pool of recruits for powerful drug cartels in Latin America and 
contributes to regional instability that fuels piracy, as seen in 
the history of Somali piracy which arose after illegal 
overfishing destroyed local livelihoods (United Nations Office 
on Drugs and Crime [UNODC], n.d.; United Nations Security 
Council, 2008). Furthermore, the imposition of Structural 
Adjustment Programs (SAPs) by global financial institutions 
often forces nations to cut public spending on health and 
education, further undermining the state's capacity for 
development and deepening dependency (Stiglitz, 2002).  

4. Microfinancing: A Basic Overview 
Microfinancing is the ultimate solution that can provide a 

platform and direction for these underdeveloped regions which 
were taken advantage of for such a long time. By definition, 
Microfinancing refers to a type of service which is provided to 
low-income individuals and households which otherwise 
wouldn’t have access to standard financial services.  

What is microfinance? Imagine you have a great idea, like 
starting a lemonade stand, but you don't have the Rs. 1000 you 
need to buy lemons, sugar, and cups. 

You can't go to a big, traditional bank, because they're busy 
lending Crores/millions of Rupees/Dollars to build factories 
and skyscraper projects. A Rs. 1000 loan is just too small for 
them to bother with, and you don't have any valuable assets 
(like a house or car) to promise them if you can't pay it 
back(collateral). 

This is the problem facing billions of low-income people, 
like the women in the informal economy. 

Microfinance is a special kind of financial service for people 
just like you and me. A microfinance institution (MFI) is like a 
neighbourhood group or community bank that believes in your 
lemonade stand (Business News Daily, 2024). It provides 
microcredit, a small loan (like that Rs. 1000) so you can buy 
your supplies and start your business. Microsavings, A safe 
place to keep and store the small profits you make each day. 
Microinsurance, A way to protect you if something bad 
happens, like a storm that knocks over your stand. It protects 
the client from the possible risk attached to the business in case 
of uncertainty. 

The main goal is to give people the initial boost they need to 
create their own income and, step by step, build a more stable 
life. In places like Africa, these small loans help entrepreneurs 
buy tools, build their shops, and create jobs for others in their 
community, with the ultimate hope that they will one day 
"outgrow" these small loans and be able to use traditional banks 
(European Investment Bank, n.d.). 

A. Pros of the Policies 
Provides a Substitute for Predatory Lenders: Microfinance 

provides a legitimate source of credit to individuals (the 
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unbanked) who rely on informal moneylenders or loan sharks, 
with extremely high, predatory interest rates. 

Reduces Interest Rate Burden: MFIs may have a higher rate 
than traditional banks, but it is almost always lower and better 
regulated than informal lenders, thereby reducing the burden 
and risks of debt trap. Increasing transparency: formal 
microloans have a known expected source of repayment and a 
known interest assigned. This is quite different from informal 
lenders, often including confusing, changing, and ugly 
terms/phrases.  

Reducing (or Mitigation of) Vulnerability - When formal 
micro-credit is available to individuals, they will not have to use 
predatory lenders in times of emergencies or business needs. 
This breaks the cycle of dependency on informal lenders. 
Similarly, these practices improved other dimensions in Africa 
and Latin America alike - including access to credit, 
unemployment, poverty reduction, gender equality, and 
partners' financial exclusion when their respective governments 
adjusted and recovered. 

B. Limited Access to Credit 
Farmers in Latin America: Microfinance supplies small, 

collateral-free loans to farmers who are not being serviced by 
traditional banks. This credit can finance the purchase of seeds, 
tools, and livestock, empowering individuals to invest in farms, 
increase production, and move from subsistence farming. 

Facilitating Exports for Africa (Textiles, Coffee, Cocoa): It 
provides the start-up and working capital for small-scale 
entrepreneurs and cooperatives. This funding allows artisans 
(e.g., textiles) and smallholder farmers (e.g., coffee, cocoa) to 
purchase raw materials, increase production, and aggregate 
their goods to acquire export orders. 
 

 
  Fig. 4.  Microfinance supporting smallholder agriculture in Latin America 

 
Note. This image illustrates a smallholder farmer in Latin 

America utilising micro-credit to invest in climate-resilient 
agricultural practices. Adapted from In Latin America, farmers 
use microfinance to fight climate change, by the United Nations 
Environment Programme, 2020  

C. Unemployment 
Encourages Self-Employment: Microloans are a direct 

mechanism to facilitate entrepreneurial activity. They provide 

access to capital for individuals to start their own small 
businesses (retail shop, craft workshop, small takeout food 
service), thus creating their own jobs. 

Creates Local Employment: As the micro-enterprise grows, 
micro-entrepreneurs often employ or hire neighbours or family 
members, generating a secondary employment opportunity in 
the community and curbing urban in-migration. 

D. Poverty 
Income Generation: It provides the poor with a productive 

asset (capital) that can be used to generate new or larger income 
streams, not just for consumption. 

Income Smoothing: Access to micro-savings and credit 
enables poor households to withstand economic shocks-like a 
crop failure or medical emergency-without needing to sell 
productive assets or slip into deeper poverty. 

Asset Building: Over time, profits from micro-enterprises 
can be reinvested in the purchase of assets-such as livestock, 
better housing, or education for children-that offer a route out 
of long-term poverty. 

E. Gender Inequality 
Economic Empowerment: Microfinance appeals foremost to 

women; in most cases, over 80% of the clientele are women. 
Giving women independent control over capital is the key to 
economic empowerment. 

Increases Household Decision-Making Power: By 
contributing financially at home, the social status of women is 
boosted, and they are provided with a say in important decisions 
related to household spending, their children's education, and 
their health. 

Improves child welfare: Studies have demonstrated that 
women are more likely than men to invest their income in the 
health, nutrition, and education of their children, creating 
positive intergenerational benefits. 
 

 
Fig. 5.  Women entrepreneurs in the African textile sector 

 
Note. Participants of the EntreprenHER programme showcase textile and 

fashion products, demonstrating how access to credit and skills training 
empowers female entrepreneurship in Southern Africa. Adapted from the 
EntreprenHER programme empowers women entrepreneurs in Botswana, 
Namibia, and South Africa, by UN Women, 2024  

F. Financial Exclusion 
Provides a formal entry point: Microfinance is often the only 



Arsekar et al.    International Journal of Recent Advances in Multidisciplinary Topics, VOL. 6, NO. 12, DECEMBER 2025 63 

option through which the "unbanked"-that is, those lacking 
collateral or a formal identification or credit history-gain some 
access to formal financial services. 

Creates a financial identity: When individuals repay a micro-
loan, for the first time in many cases, they build a credit history. 
This could eventually allow them to "graduate" into larger loans 
or access services at traditional banks. 

Offers more than Credit: Many MFIs also provide other vital 
services such as micro-saving accounts, micro-insurance for 
crops or health, and financial literacy training to integrate the 
poor into the formal financial system. 
 

 
Fig. 6.  Global concentration of the unbanked population 

 
Note. The chart highlights that the majority of the world's unbanked adults 

reside in developing economies, with significant concentrations in Sub-Saharan 
Africa and Asia, underscoring the need for financial inclusion initiatives. 
Adapted from The Global Findex Database 2021: Financial Inclusion, Digital 
Payments, and Resilience in the Age of COVID-19, by World Bank Group, 
2021. 

G. Cons of This Policy: Challenges in Resolving Issues 
While the idea of microfinance is powerful, its real-world 

application in Latin America and Africa has faced significant 
challenges that limit its ability to reduce inequality on a large 
scale. The system is not a simple magic pill, and its 
effectiveness is often blocked by serious human and structural 
obstacles. 
1) Obstacle 1: Financial Literacy 

Giving someone a loan is not the same as giving them the 
knowledge to manage it. This is the heart of the financial 
literacy challenge. That Rs. 1000 loan for the lemonade stand is 
a lifeline, but it's also a serious responsibility. 

What if the borrower doesn't fully understand the concept of 
"interest"? They may not realise that they have to pay back Rs. 
1100, not just the Rs. 1000 they received. 

What if they lack the skills to budget for their business, 
separating their business income from the money they need to 
feed their family? 

Without this basic financial knowledge, a loan can quickly 
transform from a tool of empowerment into a trap of debt 
(Magali & Mjema, 2024). Instead of growing a business, the 
borrower gets stuck in a cycle of repayments, sometimes even 

taking out new loans just to pay off the old ones. This doesn't 
reduce poverty; it can deepen it. 
2) Obstacle 2: Operational Issues (High Costs) 

Now, think about the people working for the microfinance 
institution (MFI). To deliver that Rs. 1000 loan, a loan officer 
may have to travel for hours on a bus or motorbike to reach a 
remote village. 

The "transaction cost"—the time, paperwork, and travel 
expense—of making that tiny Rs. 1000 loan is often just as high 
as the cost of making a Rs. 10,000 loan (Mukama et al., 2018). 
Because their clients are poor and geographically scattered, it is 
incredibly expensive for MFIs to operate. 

To survive, many MFIs have to charge very high interest 
rates, which puts even more pressure on the borrower. This 
high-cost, high-risk environment makes it difficult for MFIs to 
reach the "poorest of the poor," as it's simply not financially 
sustainable for them to do so (Sironi et al., 2014). 
3) Obstacle 3: Management Complications in Bureaucracy 

Finally, the entire microfinance system is often slowed down 
by bureaucracy and conflicting goals. On one hand, 
governments may enforce "stiff and frustrating" rules and 
regulations that are poorly designed and make it difficult for 
MFIs to operate efficiently (Kipesha, 2023). Political 
interference can also disrupt their work, making the process 
slow and inefficient. 

On the other hand, a more troubling complication has 
emerged, particularly in regions like Latin America. Many 
MFIs, in their quest to become financially sustainable, have 
shifted their focus from a social mission to a profit-making one 
(Bateman, 2012). 

This creates a bureaucratic and management failure where 
decisions are no longer based on what is best for the poor client, 
but on what generates the most profit. This can lead to 
aggressive loan collection, Wall Street-style management 
rewards, and a complete loss of the original, human-centred 
purpose of microfinance (Bateman, 2012). The system becomes 
less about helping the lemonade stand succeed and more about 
profiting from it. 

With the current Pros and Cons of Microfinancing, what are 
the improvements which we can implement to further enhance 
the effectiveness of this service in these regions? There are 3 
solutions which have been taken from what India has used to be 
successful at a rate which no other nation has even imagined. 
By local involvement and a digitised platform, we can enhance 
what others couldn’t even have thought of, with an 
accountability system of the U.S.A. for financial transactions, 
which is, although criticised for not being effective in 
preventing the 2008 crisis.   

H. Solutions 
Firstly, it is essential to gain the trust of the locals. The locals 

have lost hope in the globe, and this pessimism has to be 
resolved first. By involving local groups to build trust, we can 
ensure that microfinancing is being publicised and whether the 
policy is being taken advantage of. Many rural communities in 
both regions have benefited from it significantly, but not 
equally. To take a case study, we would like to talk about the 
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rural field survey of which my partner Amlan and I were part 
of. It was conducted by our Gokhale Institute of Politics and 
Economics, and the mission of our RBI club was to analyse 
what policies have been implemented in the villages across 
Pune City and whether the policies are benefiting the rural 
communities. When we interviewed all the local villagers, we 
got on-ground insight, which is useful in understanding and 
solving issues in real life. Regarding Financial Literacy, Asha 
Workers in rural villages and more such NGOs kept locals 
notified with welfare schemes, with the help of locals 
themselves involved in the process. With Microfinancing, this 
same concept can be applied. Instead, we can involve local 
groups to work for their people and not rely on outside third 
parties to implement such a policy. Instead, we must ensure that 
locals of the region make small groups which provide for their 
own people across the region and not in a concentration to 
ensure that equally, microfinancing is being accessed and being 
taken advantage of. By trying to involve local citizens alone and 
keep others away, we can minimise operational and 
managemental issues, which can help us avoid complications in 
terms of bureaucracy and costs. It helps minimise the system as 
well. But, to be clear, this must be done in huge quantities and 
make multiple small groups to make the most out of, as we will 
cover later on the problem of Chronic capitalism and corruption 
that have made it almost impossible for the service to be 
reached properly to the common man. 

Secondly, with digitisation, we can increase the speed at 
which Microfinancing should have already taken place to solve 
this emerging issue of inequality that is getting worse and 
worse. With India’s UPI digital payment success, we have 
unlocked a success story which can be implemented by 
underdeveloped nations to bring brought up altogether as a 
whole. Even in the United States, digital payments aren't as 
widely used as they are now commonly accepted in India. With 
my personal experience of staying in the United States for 8 
years as an NRI, I have noticed that people are more likely to 
use Cash and Cards in the U.S.A. While in India, digitalisation 
has changed the course of our economy. Even a normal 
vegetable street vendor is accepting digital payments via UPI, 
Google Pay, etc. This can be implemented in the 
underdeveloped region and can be quite successful in 
increasing transparency, which can further enhance 
microfinancing’s effect as a policy.   

I. Accountability Systems to Transactions 
Accountability in microfinance is achieved by a system 

based on two components: financial regulation and information 
reporting. 

J. Banking and Financing Intermediaries' Role - Regulation 
Intermediaries such as central banks and financial authorities 

serve mainly to act as the regulator, which enforces 
accountability by law. Licensing and Supervision: In most 
regions, governments (through central banks) are increasingly 
converting MFIs from informal NGOs to regulated financial 
institutions, such as non-bank financial companies or 
specialised banks. Enforcing Transparency: To acquire and 

retain this license, MFIs are legally required to: 1) Clearly and 
accurately disclose interest rates and fees. 2)Follow consumer 
protection laws, which prohibit abusive collection practices. 
3)Maintain minimum financial reserves to protect depositors' 
savings. 

Mandatory Reporting: MFIs are obliged to regularly send 
standardised financial reports to the central bank. In this way, 
the regulator can act as an intermediary to monitor the health of 
the MFI and its legal compliance, holding it accountable to the 
state. 

"Legally Constitutionalised Platform" (Information 
Reporting) 

While there isn't one single "constitutionalised" platform that 
traces every day's transactions between all parties, there does 
exist a legal framework to track the most important data: 
borrower debt and repayment. 

This is accomplished through Credit Registries, also referred 
to as Credit Bureaus. 

How it Works: This is the closest thing to a "legally mandated 
platform." Through legislation, governments require that all 
financial institutions-including banks and MFIs-report all loan 
and repayment data to a licensed, centralised credit registry. 

Daily Monitoring Function: 
For Lenders: Before issuing any loan, it is legally required 

for an MFI to check the credit registry. The registry would show 
the entire debt load of the potential borrower from all other 
reporting lenders. This would prevent "over-indebtedness," 
where a borrower takes multiple loans that he cannot repay. 

For Borrowers: It formalises their financial identity. By 
repaying loans on time, the borrowers build a positive credit 
history on this central platform. This makes them responsible 
for their loans, but at the same time empowers them to get 
larger, cheaper loans anytime from any formal lender. 
 

 
Fig. 7.  The credit reporting ecosystem and accountability flow 

 
Note. This diagram illustrates the flow of credit information between 

borrowers, lenders, and the credit reporting service provider, establishing the 
accountability framework that prevents over-indebtedness. Adapted from 
Credit Reporting Knowledge Guide, by International Finance Corporation, 
2012.  

K. Political Economy Risk in Microfinance 
Microfinance in Latin America and Africa is essential to 

channel resources to the poor. However, cronyist policies and 
unstable institutional frameworks present risks to undermine 
the potential for doing so. 

Populist Reintervention takes the form of cronyism in Latin 
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America. Accomplished MFIs attract the attention of central 
governments. They intervene through state enterprises and 
regulations, supposedly to protect consumers, but regularly for 
political reasons. Africa has State-Party Capture. The ruling 
elites operate the state, and they utilise affiliated firms to 
monopolise assets, such as credit and land. 

This leads to MFIs focusing on profit over poverty reduction, 
market distortions, and consumer exploitation through high-
interest lending. Solutions involve better governance by MFIs, 
simple and clear regulations that prevent capture, and more 
political accountability via transparent political finance. 
1) Systematic Macro Failure is the Key Issue 

Crony capitalism, with elites receiving favours through 
political ties, makes microfinance into a means of distorting 
markets and thus producing macro failures. 
2) Structural Consequence: Capital Misallocation and 
Reduced Total Factor Productivity (TFP) 

Cronyism skews capital allocation; credit goes to politically 
connected firms, not to productive ones. Such acts have been 
harmful to the key institutions and national economies. Studies 
also document that cronyism reduces TFP since favoured firms 
remain inefficient. 
3) Mission Drift: The Structural Vulnerability of 
Commercialised Microfinance 

Microfinance tries to alleviate poverty through small loans. 
There is, however, mission drift when MFIs focus more on 
profits rather than serving the poor. Commercialisation of MFIs 
can lead to mission drift. Commercial MFIs with high profits 
can lead to unsustainably high-interest rates. These are then 
exploited by political regimes as a justification for state 
intervention and patronage. 

4) Accelerated Mission Drift and Social Exclusion 
Commercial MFIs target wealthier, less risky clients. In Latin 

America, regulated MFIs grant larger loans. Politically intricate 
regulations exacerbate inequality. For example, over-regulation 
in Zimbabwe results in corruption and leads to the exclusion of 
small businesses in rural areas. Sectoral bias in lending 
programs may increase gender inequality by benefiting male-
dominated businesses. 
5) Corrupted Leadership 

Microfinance integrity often fails due to high-level political 
and regulatory capture, whereby leaders use state power for 
personal or political benefit. 
6) Regional Models of Elite Capture 

Cronyism appears differently in the two regions: 
Latin America: Populist Re-intervention - Governments 

intervene in successful MFIs through state-owned enterprises 
and regulations, which often involve political patronage. 

Africa: State-Party Capture - Ruling elites control the state 
and create affiliated firms to dominate key economic sectors. 

Financial bias begins at the topmost levels of political power; 
therefore, reforms aimed only at regulatory agencies cannot be 
effective. 
7) Latin American Populist Re-Intervention Cycle 

Historically, Latin America oscillates between over-
regulation and deregulation back to politically motivated re-
regulation. The pink tide around 2006 brought state 
intervention. This includes attempts to buy MFIs and create 
state-owned banks. Such moves risk converting MFIs into 
instruments for political lending. 
8) African State Capture and Weak Enforcement 

Poor legislation and weak enforcement in Africa 
complement the effect of political enablement in letting 

Table 1 
Mechanisms of crony capitalism and regulatory capture in microfinance 

Mechanism 
Category 

Latin America (LAC) Manifestation Africa (Sub-Saharan) Manifestation Impact on Microfinance 
Viability 

Politicised Credit 
Allocation 

Use of state-owned banks and subsidised debt 
(e.g., bonds, low-interest mandates) to steer 
capital away from commercial MFIs. 

Direct control of access to credit and 
government contracts by ruling ethnic or 
political parties (State-Party capture). 

Distorts interest rates, crowds out 
sustainable MFIs, and steers 
capital inefficiently (TFP loss). 

Regulatory 
Capture Focus 

Influence over regulatory streamlining (post-
1980s) to secure favourable bank status, 
followed by political backlash and subsidised re-
intervention. 

Exploitation of weak enforcement and 
licensing gaps, leading to large-scale scams 
or politically protected monopolies operating 
with impunity. 

Creates high entry barriers, 
enables predatory pricing, and 
risks systemic crisis (e.g., Ghana 
scams). 

Regulatory 
Weaponization 

Use of interest rate caps or targeted laws (e.g., 
FSL in Bolivia) to restrict or undermine 
successful private MFIs deemed "too 
favourable" to private interests. 

Highly binding or opaque rate caps are used 
to create market space for subsidised, 
government-affiliated non-bank financial 
institutions. 

Reduces competition, accelerates 
mission drift, and risks creating 
state-sanctioned oligopolies. 

 
Table 2 

Consequences of cronyism: The mission drift profile 
Consequence 
Metric 

Definition Observed Indicator (Crony/Drift Outcome) Policy Implication 

Depth of 
Outreach 

The degree to which MFIs 
serve the lowest-income 
clientele. 

Significant increase in average loan size; 
regulated MFIs in LA providing $803 loans versus 
NGO $322 loans. 

Requires governance mandates focused on 
social performance and protection of the core 
mission. 

Financial 
Sustainability 

Ability of the MFI to operate 
without external subsidies. 

Dependence on politically subsidised public funds 
or state bank affiliations risks non-market 
behaviour. 

Subsidies risk undermining sector-wide 
sustainability and promoting crowding out of 
viable institutions. 

Consumer 
Protection 

Safeguards against predatory 
lending and coercion. 

Effective annual interest rates (APR) of 30%+; 
use of police/coercion for debt recovery. 

Requires robust consumer protection laws, clear 
interest rate transparency, and strong judicial 
independence. 

Capital 
Efficiency (TFP) 

Effectiveness of resource 
allocation in generating 
productivity. 

Capital misallocation, directing funds to 
politically connected but inefficient firms, reduces 
national growth potential. 

Cronyism acts as a barrier to broad economic 
growth and entrepreneurship. 
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financial scams spread unabated. The 2016 Ghana microfinance 
scandal, where institutions defrauded people, illustrates the way 
in which even allegedly fraudulent entities can be politically 
protected. Events like this show that the fear of possible 
punishment is considerably smaller compared to financial gain 
and political power for politically connected actors. 
9) Chronic Capitalism: Mechanisms of Market Subversion 

Cronyism is facilitated by regulatory capture, in which 
government agencies are controlled by the industries they 
regulate. This leads to mechanisms that convert political 
influence into economic gain. 
10) Politically Directed Capital Allocation and Subsidised 
Credit 

By using state-owned banks to deploy capital for political 
goals, governments implement mandates for low-interest 
microloans. The subsidised public funds distort the market and 
may crowd out sustainable MFIs. This will, in turn, bias capital 
allocation towards connected firms. 
11) Licensing and Interest Rate Manipulation: Regulatory 
Weaponisation 

Regulations become instruments of political control. 
Licensing becomes easier for favoured entrepreneurs. 
Independent MFIs may be undermined by the manipulation of 
interest rate ceilings. State-backed programmes gain as a result. 
Bolivia’s FSL, for example, reflects political realignment. 
12) Connected Lending and Preferential Regulatory 
Treatment 

Cronyism works by giving favourable treatment, including 
connected lending—the provision of loans to those associated 
with the MFI’s political patrons, board, or management. This 
undermines credit quality. Peru’s success in microfinance is due 
to a combination of effective regulation. Crony systems weaken 
this. 

L. Specific Case Studies 
Cronyism leads to harmful consequences for poor clients. 

1) Consumer Exploitation and Coercive Practices (Sierra 
Leone) 

Cronyism lets institutions get away with predatory pricing 
and coercive recovery methods. High-interest rates prevail; in 
Sierra Leone, for example, an NGO charged interest rates well 
above the national average. MFIs use police intimidation of 
borrowers, implying that political influence extends deep into 
law enforcement. When MFIs employ state power to effect debt 
recovery, it betokens state integrity failure. 
2) Political Shielding of Financial Scams (Ghana) 

In 2016, there was a microfinance scandal in Ghana where 
the institutions defrauded people. Political nomination to high 
positions of previous managers was seen, indicating political 
protection. This shows that connected actors prioritise financial 
gain over legal consequences. 
3) Political Re-alignment of Microfinance - Bolivia 

The successful microfinance sector of Bolivia became a 
target. High profitability of MFIs elicits state intervention; for 
example, the Banco del Desarrollo Productivo (BDP) had 
established a credit line of $60 million for loans at low interest. 
This illustrates exactly how state funds alter the pattern of 
capital allocation away from commercially viable MFIs to 

politically directed sectors. 

M. Policy Prescriptions for Integrity and Sustainability 
Restoring integrity means addressing deficit governance, 

weak regulation, and political accountability. 

N. Enhancing MFI Internal Corporate Governance 
Good governance guards against mission drift and political 

interference. Boards should integrate social missions into risk 
management; they should review social performance alongside 
financial returns. Require independent board representation to 
ensure prioritisation of social outcomes over profit. 

O. Designing Anti-Capture Regulatory Frameworks 
Regulations must be short and straightforward to avoid 

capture. Rules should not be too complex; if they are, a 
regulator may be stuck relying on the expertise of the regulated 
industry. Supervision must be tiered. This prevents over-
regulation of small institutions. Stakeholders must be involved 
when developing regulations. 

P. Enhancing Enforcement and Political Accountability 
It is necessary to establish a strict rule of law. The most 

powerful policy lever against cronyism in financial sectors is 
political finance transparency. Transparency helps expose the 
transactional foundation of cronyism. Strengthening judicial 
independence is paramount to ensuring that predatory MFIs 
cannot leverage law enforcement or the courts to coerce 
vulnerable clients for debt recovery. 

Q. Recommendations for International Donors and Investors 
Funding must be strictly conditional on robust anti-cronyism 

governance structures, prioritizing MFIs that demonstrate 
measurable mission integrity and depth of outreach. 
International support must exercise extreme caution regarding 
state-subsidized microloan programs, especially those created 
in response to populist political mandates. Given the high risk 
of market distortion, such programs require maximum 
transparency and accountability measures. Donors should 
actively champion and provide technical and financial support 
to regulatory bodies that demonstrate effective supervisory 
capacity. 

5. Conclusion 
In conclusion, Microfinancing is a complex issue within 

itself and it is something which will take patience and resilience 
in terms of effective implementation which is expected further 
on. However, it will require a lot of efforts to be done as well 
by us Earthians as a whole. It’s an ongoing commitment and 
throughout this process, we must have a end purpose of social 
welfare. By mentioning underdeveloped regions of Latin 
America & Africa, we briefly talked about the issue of global 
inequality which is just widening over time. Even after 
colonialism, we can conclude with Wallerstein’s Dependency 
Theory that there is still a systematic hierarchy between 
developed and underdeveloped regions. When analyzed 
properly, it is the colonial powers that are still having influence 
over their past colonies. Microfinancing is continuing to make 
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the gap less wide. However, with Chronic Capitalism & 
Governmental Corruption, matters have even become complex. 
But, with lessons from developing countries like India, we can 
conclude that there is a possibility of ensuring microfinancing 
is implemented in a close to perfect manner so that it can 
achieve its motto. It we are able to minimize its cons of high 
costs, then we can maximize its pros of employment, gender 
empowerment and economic growth. Wealth distribution is 
essential and investors from core developed countries must as 
well give up their hand in funding these campaigns while 
implementing our suggested solutions in order to increase 
transparency. Growth of one would make most out of our 
group. It is important to commit to the motto of social welfare 
itself and to resolve our individual self interest in order to make 
the most out of. As of right now, Microfinancing, just like other 
Public Policies, is still facing complications and is still in 
imperfection, continuing to reaching ideal state of equality and 
getting us closer to it! 
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