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ABSTRACT 

 

Client exit is an important issue that microfinance industry faces. It affects the sustainability and 

outreach of the microfinance institution and puts in question the ability of microfinance to 

effectively reach and serve the poor. The aim of this thesis was to examine the reasons behind 

client exit and to reveal the extent to which the products and services offered by the microfinance 

institution reflect the needs and requirements of the poor as well as to discuss how microfinance 

could be made a more effective poverty alleviation tool. Client exit was conceptualized as an 

outcome of specific sets of factors that affect clients’ possibilities and inclination to stay in lending 

relationship with the microfinance institution. The research made in cooperation with an Ethiopian 

microfinance institution revealed that clients’ exit is affected by systemic and idiosyncratic shocks, 

which decrease the financial capacity of the clients and consequently reduce the possibilities to 

continue participation in the microfinance program. The other reasons for exit were graduation or 

problems related to borrowing in a group. Dissatisfaction with the products and services was not a 

common reason for exit, but it does not imply that clients were happy with the products and 

services they received. The analysis of the clients’ perceptions, needs and wants revealed that clients 

had complaints about the characteristics of the program and products as well as quality of service. 

The implementation of the relevant changes could not only increase the client retention and 

participation in the microfinance programs, but could also help microfinance to become a more 

effective tool in poverty alleviation. 
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1. INTRODUCTION 

 

1.1. Microfinance promise and achievements 

 

It has already been more than three decades that the microfinance movement was launched. 

Introduced in Bangladesh as a private initiative of a local banker Muhammad Yunus, the model of 

microfinance was soon replicated in other less developed countries seeking means to alleviate 

poverty. After decades of unsuccessful development efforts, it seemed that finally an effective tool 

was found to mitigate poverty and improve the livelihoods of the poor. Microfinance was based on 

a notion that access to credit is one of the prerequisites for development and poverty reduction. 

With credit poor people could smooth consumption, when needed, and take advantage of income 

generating activities, which would allow individuals to increase their income. Microfinance was also 

expected to produce positive externalities such as better nutrition and health, improved access to 

education and medical services as well as empowerment of the beneficiaries, especially women. 

(Diop et al., 2007) 

 

Among the many virtues microfinance professed, there was one that received a particular attention 

and largely accounted for the prominence and wide application across the world that microfinance 

gained. It was the ability of microfinance to lend on a sustainable basis – a virtue that similar 

poverty alleviation tools often lacked. Before microfinance emerged, many developing countries 

attempted to stimulate development and mitigate poverty by providing subsidized rural credit, or 

cheap credit, through state-owned development banks. However, these efforts were not successful, 

as it had limited outreach, low loan recovery rates, and required continuous financial support. (Hoff 

et al., 1990) Microfinance, on the other hand, promised to reach the poorest of the poor, to achieve 

high loan recovery rates and to become self-sustainable in the long run, which made it a very 

appealing poverty alleviation tool. 

 

To date many studies were implemented to evaluate the performance and impact of microfinance. 

The studies conducted in different countries demonstrated that microfinance boasted high loan 

repayment rates (Evan et al., 1999), contributed to the increase of household income and 

consumption and facilitated asset accumulation (Karim et al., 1998; Snow et al., 2001; Matin et al., 

2002). It also enabled the poor people to get better access to education and medical services (Karim 

et al., 1998; Snow et al., 2001; Matin et al., 2002) and had a positive impact on gender relations and 

women empowerment (Evans et al., 1999, Woller, 2002). More generally microfinance helped poor 

people “to better cope with risk, to take advantage of income-generating activities and to reduce 

their vulnerability”. (Balkenhol, 2007, p. 3) 
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Despite the exemplary accomplishments in terms of outreach and impact, microfinance still 

struggles to achieve financial self-sufficiency. From 704 microfinance institutions (MFIs) across the 

world reporting to Microfinance Information Exchange (MIX) 289 were still striving for self-

sufficiency. (MIX Benchmarking Report, 2006) The financial underperformance does not 

necessarily imply that microfinance institutions were not able to achieve good outreach and to help 

the poor people to improve their lives. However, if the ultimate goal of microfinance is a long-term 

operation and continuous provision of financial services to the poor, financial sustainability 

becomes of major importance, especially in light of tendency for the donors to cut the subsidies 

over time.  

 

1.2. Problem statement and relevance 

 

There could be various reasons to account for inability of microfinance institutions to achieve 

financial self-sufficiency. The interest rate set below costs recovery levels, high delinquency rates, 

poor management and inefficient allocation of resources are the few causes often cited as being 

responsible for the unsatisfactory financial performance. Client exit – a phenomenon when client 

withdraws from the banking relationship – could further extend the list. All of the mentioned 

reasons are important in explaining the failure of microfinance institutions to attain the goal of 

financial sustainability. However, only client exit is of interest for this thesis. 

 

Client exit is an emerging issue in microfinance industry. It did not receive much attention when 

microfinance institutions were experiencing an exponential growth in number of new clients, since 

it did not pose a threat to achieving the goal of financial sustainability. Yet as the number of new 

clients started to decrease while client exit rate remained the same or even increased, client exit 

become a particularly urgent problem. High client exit rate increase the operational and 

administrative costs, as new clients require more monitoring and screening. (Karim et al., 1998; 

Hulme et al., 1999; Wright, 2001; Wilson, 2001) The new clients also tend to take smaller loans thus 

bringing lower profits. (Wright, 2001; Wilson, 2001) The problem is further aggravated by the 

competition and extensive coverage of microfinance programs, which reduce the base of the 

potential clients making it harder to attract new clients and increasing the value and importance of 

client retention. (Hulme et al., 1999; Urquizo, 2006) 

 

Apart from the financial losses that client exit cause, the microfinance institutions incur intangible 

losses too. A high number of exits suggest a possibility that microfinance institutions fail to 

respond to the needs, circumstances and capabilities of its target clientele. (Woller, 2002; Cohen, 

2002) If microfinance institution does not cater to the demands of the poor people it either causes 

their dissatisfaction and thus reduces the willingness to participate or limits their possibilities to 

carry on with the microfinance program. In any case the outcome is the same – client exit, which 
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impairs the social goal of microfinance to reach and serve the poor and cast a doubt if microfinance 

is appropriate tool for poverty alleviation. 

 

From client perspective desertion is also a costly incident. It increases the transaction costs 

especially if client decides to switch from one lending institution to another. In this case the client 

has to recommend himself/herself again as a trustworthy borrower, which requires time particularly 

if there is no information sharing among the lending institutions. When clients are bound by joint 

liability contracts and exit occurs the group has to look for another member(s), which costs time 

and efforts and could augment client desertion even more. (Hulme et al., 1999) As opposed to exit 

costs, nurturing long term banking relationship offers its benefits. It secures access to financial 

resources when clients need it and when other sources of borrowing are not available or are 

inappropriate for their needs and capacities. Also, it lowers the costs and increases the availability of 

credit and could grant upgrade of the contract in the future, if the clients maintain good repayment 

record. (Ongena et al, 2001) 

 

Keeping in mind the costliness of client exit, its impact on the sustainability and outreach as well as 

the benefits of long-term banking relationship, an analysis of the client exit would be of value to the 

microfinance institution and the client. A thorough look at the reasons behind client exit could help 

to indicate the strengths and weaknesses of policies and strategies of the microfinance institution, 

point to the flaws in the products and services it provides and suggest possible improvements to 

better meet the clients’ needs thus increasing their satisfaction and retention. A strategy that 

responds to the clients’ requirements and situation would not only assist microfinance institution in 

achieving its goals of sustainability and outreach, but would also enhance the possibilities of the 

poor clients to participate in the microfinance programs thereby facilitating their efforts to escape 

or alleviate poverty. 

 

1.3. Research objectives, questions and methodology 

 

The aim of this thesis is to explore the phenomenon of client exit from theoretical and empirical 

perspective. The analysis would concentrate on the factors that affect clients’ exit and on economic 

behavior and preferences that the poor exhibit when they desert. It is also an objective of this thesis 

to examine the perceptions, needs and wants of the poor clients and determine the extent to which 

the products and services offered meet their demands as well as suggest possible alterations that 

microfinance institution could carry out to increase the retention and involvement of the poor 

clients in microfinance programs. In order to meet the stated objectives, research questions were 

formulated which were as follows: 

• What are the characteristics of the exit clients? What are the clients’ reasons for exit? 
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• To what extent the characteristics of microfinance services reflect the needs and 

preferences of the poor people? 

• How could microfinance become a more effective tool for poverty alleviation? 

 

The empirical data to answer the research questions was collected in cooperation with Gasha 

Microfinancing S. Co. (further referred to as Gasha) – a microfinance institution based in Addis 

Ababa, Ethiopia. The research was carried out during a period of three months starting in March 

2009 and ending in May 2009. The target group of the research was clients who recently left Gasha. 

In all there were 47 exit clients interviewed, majority of whom left within three months from the 

start of the research. The clients for the interviews were selected from Addis Ababa and from other 

4 cities – all located in region of Oromia. The clients were asked about their reasons for exit, the 

usage of the loan and overall opinion of the program. 

 

The findings of the research have several limitations. Firstly, the sample was not selected randomly. 

The clients were chosen by the staff members who picked out those exit clients whom they knew 

well and who lived in areas that were easy to access on foot or by public transportation. This client 

selection method allowed to collect and analyse the qualitative information on the clients’ views and 

opinions, but prevented from making quantitative conclusions on the characteristics of the exit 

clients and from testing if certain variables like gender, size of the household or age was statistically 

significant in explaining the client exit. Secondly, during the selection process, the staff members 

might have omitted the clients with whom they had conflict or who had bad experience with the 

program to avoid the negative feedback. Lastly, the budgetary and time constraints made it difficult 

to reach rural clients who live scattered in the large area and away from the main routes of the 

public transportation; therefore, the clients were selected predominantly from urban areas and the 

findings of the research represent the situation and views of the urban dwellers rather than of the 

rural inhabitants. On the other hand, the focus on the urban microfinance could be a positive point 

as there is little research done on the usage of microfinance in urban environment in Ethiopia. 

Thus this thesis could contribute to shedding a light on the patterns and trends of microfinance use 

by city residents. 

 

1.4. Conceptual framework 

 

Client exit is caused by a variety of reasons that often coincide and jointly induce client desertion. 

The reasons behind client exit could be translated into certain sets of factors that play a role in 

termination of banking relationship. These factors would form a base of the conceptual model and 

would present the main groups of influences that would be assumed to produce client exit. It 

would be later analysed which of the specified factors affected the client desertion in the case of 
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Gasha Microfinancng S. Co. However, at first it is important to determine the reasons for client 

exit so it would be possible to define the factors that lead to client desertion. 

 

To start with, a growing number of literature points to the inappropriately designed products that 

do not meet the requirements and needs of the clients as one of the explanations for the high 

number of exits. (Wright, 1999; Murray, 1999; Hulme et al., 1999, Woller, 2002; Cohen, 2002) The 

authors point out that microfinance institutions apply product rather than market driven approach 

to its activities concentrating on the “products and services they can produce rather than the 

products and services customer want them to produce”. (Woller, 2002, p. 306) The microfinance 

institutions base their policies on the assumption that all poor people have uniform demand 

characteristics failing to recognize that poor clients are heterogeneous group with complex 

livelihoods and to adjust their products and services accordingly thus forcing clients out to look for 

better options. (Woller, 2002; Cohen, 2002; Matin et al., 2002) 

 

The “better options” present the variety of alternative sources of borrowing both formal and 

informal that clients could choose from when they are dissatisfied with the products and services of 

the specific microfinance institution. Singh (1999) noted that the characteristics of the industry like 

availability of alternatives, switching costs, and information available about the other products and 

services influences the response of the client to dissatisfaction. If there are few options available for 

the client and the switching costs are very high, the client might opt to stay loyal to the current 

financial intermediary even though he/she is dissatisfied with the products and services provided. 

If, however, the client is presented with the possibility of alternatives, he/she could terminate the 

relationship with the current lending institution and switch to another lending institution. Thus 

availability of options is not a reason for exit as such, but the client is more likely to respond to 

dissatisfaction with the products and services by exiting when he/she has a variety of alternatives to 

choose from rather when he/she has few alternative options. 

 

The termination of banking relationship could also be an outcome of adverse conditions that poor 

clients face. The target group of microfinance institutions consists of very vulnerable people whose 

demand for financial services and capacity to pay are often easily affected by unforeseen 

circumstances and shocks like death in the family or economic crisis. (Karim et al., 1998; Hulme et 

al., 1999; Murray, 2001) Urquizo (2006) noted that clients take into consideration their capability 

and capacity to handle economic challenges and meet the financial obligations to the lending 

institutions when deciding if to take new loan. If the client face adverse conditions that undermine 

his/her possibilities to make repayments, the client could choose to withdraw completely or to 

“rest” till the situation improves. The microfinance institution or group members could also expel 

the clients who have difficulties to repay the loan, as they pose too much risk to default. (Wright, 

2001) 
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The clients might also opt to leave the microfinance institution as they find it unnecessary to take 

more loans. In microfinance this process is often referred to as graduation, or maturity. The most 

commonly cited cases of graduation is when client exits as he/she reaches financial sustainability 

and can finance his/her business from retained earnings or when client leaves as he/she becomes 

eligible to take loans from formal lending institutions like banks. (Wright, 2001; Pagura, 2003) 

Another example of graduation could be a situation when clients leave, as they do not require any 

more loans. The clients do not need loans constantly. Once they satisfy the needs and emergencies 

for which the loan was taken, they could choose to leave with the possibility to resume the banking 

relationship in the future when necessity arises.  

 

Finally, the other mentioned reasons for client exit were dynamics within the group in case of joint 

liability contracts and management problems in the microfinance institution. (Hulme, 1999; Karim 

et al., 1999) The groups might decide to disband or to expel one of the group members because of 

conflict or fraud; the clients might also decide to leave the group when he/she has to vouch for 

loans that are much higher than his/her loan and when there is a high possibility that client would 

default. (Pagura, 2003) The management problems often relate to the poor execution of the 

responsibilities connected with client service. Urquizo (2006) pointed out that client service is rarely 

a reason for exit, as clients have lower expectations towards it. However, the clients could leave if 

they encounter fraud from the side of the staff or are not able to get loans as microfinance 

institution suffers from cash flow problems that delay the loan disbursement for its clients. (Hulme 

et al., 1999) 

 

From the above-discussed reasons for client exit it is possible to discern certain factors that affect 

client desertion. It could be noted that client exit is affected by the characteristics of the product 

and service quality, offered by the microfinance institution, and competitive environment, 

characterized by the availability of other financial intermediaries and the attributes of the products 

and services they provide. The economic situation and shocks both systemic and idiosyncratic 

could also be included among the factors that affect client exit. The final factor to account for 

client desertion would be graduation, or maturity. 

 

All the factors would be divided in three groups namely the demand factors, the supply factors and 

the environmental factors. The selection of these particular factor groups was motivated by desire 

to establish which factors from the side of the client (demand), financial intermediary (supply) and 

environment affected client exit. The demand side factors would encompass idiosyncratic shocks 

and graduation while supply side factors would include competitive environment, characteristics of 

product and quality of services. The last group of factors denoted as the factors of environment 

deals with the economic situation in the country and the systemic shocks, which affect people’s 
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financial capabilities. All the mentioned factors are presented in the conceptual model shown 

below. 

 

 

 

 

Figure 1. Conceptual model for client exit 

 

The depicted conceptual model is not static. The factors indicated are subjects to constant change 

that induce or reduce client exit depending on the process that take place. As it takes time to 

examine if and how the changes on the side of the demand, supply or environment affect client 

exit, the empirical part would deal with the static model and the factors that affected client’s exit in 

specific point in time. 

 

Conceptually it is also possible to distinguish between forced and voluntary exit. Hulme et al. 

(1999) defined voluntary exit as exit that occurs when client decides to rest, to transfer to another 

lending institution or to completely withdraw from the microfinance services while the forced exit 

takes place when client is pushed out by the staff of microfinance institution or by fellow group 

members. The drawback of this approach is that in practice it is difficult to specify which exit 

happens as voluntary and forced exit often coincide. Pagura (2003) offered to evaluate not the exit 

but the factors that affect it. Borrowing from migration theory she classified factors as adverse push 

and market driven pull factors. The push factors refer to the negative factors encountered by the 

client that either cause client’s dissatisfaction and unwillingness to maintain borrowing relationship 

or enhance client’s vulnerability and reduce the capacity to repay the loan while market driven pull 
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factors denote client maturity and competition that microfinance institutions face. Following 

Pagura’s taxonomic framework, the economic situation, systemic and idiosyncratic shocks as well as 

product characteristics and service quality could be indicated as adverse push factors, while 

graduation and competitive environment could be presented as market driven pull factors. 

 

Apart from the analysis of the factors that affected client exit, a special attention would be paid to 

the study of perceptions, needs and wants of the client. Perceptions, needs and wants form client’s 

demand for financial services and influence the extent to which the clients are satisfied with the 

financial services and products microfinance provide. The comparison of the needs and wants of 

the clients with the actual characteristics of products and services would also allow to determine 

how well the microfinance institution meet the requirements and needs of its clientele and lead to 

better understanding of the changes that the microfinance institution should implement to better 

satisfy the clients’ needs and requirements.  

 

 1.5. Operationalization 

 

In this thesis the exit client is defined as client who does not take new loan from the microfinance 

institution and who has no outstanding loan thus default clients would not be regarded as exit 

clients. The exit clients would be considered exit clients even is he/she still keeps savings with the 

microfinance institution and considers the possibility to rejoin the microfinance institution in the 

future. The client exit would refer to termination of the lending relationship initiated either by the 

client or by the financial intermediary. 

 

The factors described in the conceptual framework would be characterized by specific variables. 

From the demand side the idiosyncratic shocks would be represented by life-cycle needs and 

emergencies where the needs stand for childbirth, expenditure on education, medical expenses, 

marriage and other necessities that the poor people can anticipate while emergencies present the 

needs that were unexpected like death, injury or loss of employment. From the supply side the 

competitive environment stands for the composition of the financial sector including both the 

formal (banks, microfinance institutions) and informal (moneylenders, friends, relatives, savings 

and credit cooperatives) institutions. The financial sector attributes would also encompass the 

products and services the financial intermediaries offer and their advantage or disadvantage over 

one another. The remaining supply side factors presented by product characteristics and service 

quality depict the range of products and services provided by microfinance institution under 

scrutiny that is Gasha Microfinancing S. Co. The characteristics of the product would include such 

variables as loan size, interest rate, repayment schedule, savings requirements and lending 

methodology, which is particularly relevant for clients bound by joint liability contracts. The 

processes that take place within group could force it to disband or expel one or several of its 
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members. These processes could include conflict, fraud, difficulties to make the repayments and 

default. The quality of the service would encompass quality of service connected with the core 

products and quality of the relation with financial institution. The first dimension would include 

attributes connected with loan approval, disbursement, collection, renewal and qualities of savings 

services while the second dimension cover characteristics like competences, commitment, flexibility 

and communication expressed towards the clients by the staff members. The factors of 

environment would include the economic situation in the country that affects the livelihoods of the 

poor people and systemic shocks, which stand for shocks experienced by the entire community, 

such as unfavourable macroeconomic situation, civil unrest, or adverse weather conditions that has 

a negative effect on the population and increases its vulnerability. 

 

The perceptions, needs and wants of the clients would be revealed by discussing the properties of 

the program the clients liked, disliked and the features they would like to change. These answers 

would be differentiated across three dimensions namely program facets, product attributes and 

service quality to determine aspects of each dimension that led to client’s satisfaction or discontent. 

The clients’ perceptions and overall evaluation of the program would also be exhibited through 

analysis of intentions to rejoin the program and determination to recommend the program to 

others. 

 

1.6. Structure of thesis 

 

Thesis is organized in five chapters, including this introduction. The second chapter would discuss 

the main characteristics and policy objectives of microfinance trying to reveal its benefits and 

limitations and the aspects that could encourage the poor people to participate in the microfinance 

programs and the aspects that could drive them away. The third chapter, would focus on the 

microfinance in Ethiopia, firstly describing the economic and social context in which microfinance 

operates, then proceeding with examination of the performance, growth and challenges of 

Ethiopian microfinance institutions and finishing with the study of the financial sector, its main 

institutions and analysis of the place that microfinance take in the financial system as well as its 

advantages and disadvantages over other financial intermediaries. The fourth chapter would 

concentrate on the empirical findings on client exit. It would reveal and discuss the profile of the 

exit client and discuss the factors that affected client desertion. The perceptions, needs and wants 

of the clients would also be examined to show the preferences of the poor and to reveal the extent 

to which the microfinance services reflect the needs of its clients, which would be follow by the 

suggestions on the changes necessary to make microfinance a more effective tool for poverty 

alleviation. The thesis would be finalized with chapter five where conclusions would be drawn. 
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2. BENEFITS AND LIMITATIONS OF MICROFINANCE 

 

During the past couple of decades microfinance programs gained a wide recognition and 

application across the world. They were regarded not only as important tool in poverty alleviation, 

but also as a prominent instrument to empower people especially poor women and as solid basis to 

foster development. The aim of this chapter is to review the main properties of microfinance 

providing insights into the potential of microfinance to mitigate poverty and empower people, 

discussing the benefits it brings and limitations it exhibits. This analysis would help to expand the 

understanding of microfinance and to reveal the aspects that could encourage the poor people to 

participate in the microfinance programs and the aspects that could drive them away. 

 

2.1. Microfinance - a neoliberal response to state and market failure 

 

Microfinance emergence coincided with the advent of a new major development paradigm – 

neoliberalism - that encompassed important ideological notions and policy measures that became a 

platform for promotion of microfinance as s strategic development tool. Neoliberalism advocated 

market driven development policies, encouraged private initiative and entrepreneurship and 

promoted reduction of state’s role in development matters. (Lucarelli, 2005) It emphasized that 

instead of being passive aid recipients and subject to state’s and international policies and will, the 

poor people could take responsibility for their poverty and with little initiative, determination and 

capital they could improve their living conditions and escape or mitigate poverty, which sounded 

appealing in light of failure of large-scale government-led programs to foster development and 

alleviate poverty. (Brigg, 2001)  

 

Microfinance embodied all the main ideas of neoliberalism. It was intended to create incentives and 

means for the poor people to become active agents in improving their well-being by providing 

access to credit and thus enabling them to take up self-employment and income-generating 

activities which would consequently increase the income of the poor and thereby would help to 

escape or alleviate poverty. As formal lending institutions were not willing to give loans to the poor 

because of lack of collateral, high transaction costs and low profits, the role of microfinance was to 

fix this “market failure” by supplying credit to the “unbankable” poor. Another advantage of 

microfinance was that it channelled funds directly to the poor circumventing the state whose 

inefficiency and corruption was partly to blame for the failure of the large-scale development 

programs. (Brigg, 2001; Snow et al., 2001) Thus microfinance materialized the neoliberal notion of 

market-led approach to development offsetting the market’s failure to provide credit to the poor 

and the state’s failure to mitigate poverty. 
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Microfinance, as neoliberal tool to alleviate poverty, received severe criticism. Karnani (2008) 

attacked the entrepreneurial approach to fight poverty. He noted that neoliberal movement and 

microfinance assumed that poor people were more likely to engage in entrepreneurial activities than 

their counterparts in advanced countries, 90% of whom were employees rather than entrepreneurs.  

“While many poor people own businesses, this seems to be more a survival strategy than something 

they want to do.” (Banerjee et al., 2008, p. 333) Furthermore, the emphasis on self-reliance and 

initiative of the poor people downplayed the role and the responsibility of the state in creating legal, 

regulatory and social mechanisms to protect the most vulnerable people of the society. (Karnani, 

2008) Brigg (2001) called it an “individualization of poverty” and pointed out that putting the 

responsibility for the improvement of the well-being on the poor people themselves depoliticized 

poverty and understated the importance of sound macro policies in alleviation of entrenched 

poverty. 

 

Furthermore, the implementation of neoliberal policies reduced the role of the state in provision of 

the services of social welfare. (Karnani, 2008) In some countries the provision of these services was 

already substandard because of instability and weakness of the state. Thus the poor people had to 

rely on microfinance to acquire services that state was unable to provide. Also, as microfinance 

started to gain recognition as a poverty alleviation tool the state governments began to contribute 

to it by subsidizing the loans, which “may imply a transfer of public resources from other public 

spending, leading to cuts in public health, sanitation and education expenditure”. (Selinger, 2008, 

p. 5) Some authors argue that by supporting microfinance the state opts for the easier and less 

expensive path to help the poor instead of building an accessible social service system and creating 

employment opportunities. (Banerjee et al., 2008; Karnani, 2008) 

 

The proponents of microfinance point out that macro policies are important, but it takes time for 

them to have an impact, while the poor people are facing poverty and destitution at the present 

time. Therefore, tools for immediate action are necessary that would “directly attack poverty at the 

grass-roots level” (Woller et al., 2001, p. 270) and microfinance is one of the tools to achieve that. 

Furthermore, in many developing countries the poor are forced to take up entrepreneurial activities 

in the informal economy, as there are few other employment opportunities. Yet to start or to 

expand income generating activities investment is required that poor people often do not have. 

Therefore, the role of microfinance is to provide credit that would enable to take advantage of 

these productive activities, which would increase the chances of poor people to escape or alleviate 

poverty. (Woller et al., 2001)  

 

In addition, the advancement of microfinance was assumed to be contributing to the development 

of the financial sector, which was considered as one of the prerequisites for the economic 

development and growth. (Levine, 1997) The expansion of the financial systems can be particularly 
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important for the poor as developed financial systems help to reduce income inequality by 

distributing them more fairly and mitigate poverty by alleviated credit constraints and by insuring 

against shocks. (Claessens, 2006) 

 

2.2. The microfinance dilemma 

 

The sustainability and outreach are the two important dimensions by which the microfinance 

institution’s performance is evaluated. Sustainability stands for the financial viability of the 

microfinance institution and its ability to operate on a sustainable basis without the subsidies from 

donors. Outreach is the social measure of microfinance performance usually evaluated by the 

number of poor people reached not only in terms of quantity (breadth of outreach) but also in 

terms of poverty status (depth of outreach).  

 

Microfinance institutions often face dilemma which of the goals – outreach or financial 

sustainability – they are to pursue. The latter choice is very important as it affects the performance 

and strategies of microfinance institutions and also has its effects on the clients. The microfinance 

institutions that aspire to work on sustainable basis often has to sacrifice the depth of outreach and 

to target clients who are not so poor, as transactions and service costs of the very poor clients are 

high while the loans they take are very small. If, however, microfinance institution seek to focus on 

reaching “the poorest of the poor”, it is more difficult to achieve financial sustainability. 

Considering the ability to operate without subsidies, Schreiner (2002) noted that all MFIs usually 

require subsidies, but MFIs attempting to become financially sustainable generally use subsidies to 

finance the starting costs and later to pay for innovations that would help to reduce costs and better 

meet the needs of the poor clients, while MFIs striving to achieve deeper outreach uses subsidies to 

cover the difference between the cost of supply credit to the clients and the revenue that the MFIs 

generate. 

 

There is no consensus, which is the better approach. Mosley et al. (1998) found that financially 

sustainable institutions have higher average loan impact. Schreiner (2002) pointed out that outreach 

approach helps to serve a greater number of the poorest people, but it offers only short-term 

solution, while sustainability approach strives to provide financial services to less poor and stands 

for a long-term solution. He further noted that the objective of sustainability provides more 

incentives and motivation for innovations and improvement of efficiency. In support to outreach 

approach Conning (1999) argued that strive for self-sufficiency would exclude the poorest 

borrowers from the target group, since they induce the highest costs, and would divert the attention 

from important social goals such as empowering. The pursuance of financial objectives also 

requires strict policies towards the collection of loan instalments, high interest rates to cover the 
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administration and operational expenses and less flexibility, which could adversely affect the clients’ 

possibilities to continue the banking relationship. 

 

The empirical examination showed that it is possible to achieve trade-offs between sustainability 

and outreach and to successfully become self-sufficient accomplishing the goal of serving the poor 

at the same time. (Mosley et al., 2009) However, if trade offs could be attained in one environment 

it does not necessarily mean that it could be achieved in all environments. The external factors like 

regulatory mechanism, infrastructure, client’s education level and etc. as well as internal factors such 

as staff incentives, management, the range and quality of services and products provided and etc. 

differ from one country to another thus one experience cannot be easily replicated and implanted in 

another environment. (Morduch, 1999) 

 

2.3. Microfinance and poverty alleviation 

 

The principal role of microfinance was to help the poor people to escape or alleviate poverty. It 

was presumed that participation in microfinance programs would help the poor people to derive 

both the material and social benefits at the individual, household and enterprise level. (Woller et al., 

2001) With credit poor people could smooth consumption and create or expand productive 

activities and thus accumulate capital and wealth to mitigate poverty. The particular emphasis was 

put on the stimulation of the small businesses in the informal sector, which was considered as one 

of the prerequisites for economic development. (Lucarelli, 2005) It was believed that investment in 

informal sector would increase employment leading to increase in income and consumption. 

 

The target group of microfinance was the poor people who show the propensity to engage in 

entrepreneurial activities. Yet many microfinance programs aimed specifically at women. This 

tendency could be explained by several reasons. Firstly, women perfectly suited the goal of 

microfinance to serve “the poorest of the poor”, as in many less developed countries women 

constituted the most impoverished members of the society. (Diop et al., 2007) Secondly, some 

microfinance institutions targeted women, as it was regarded that women have fewer opportunities 

to get credit. Thirdly, enhancing the possibilities for women was considered as contributing to the 

advancement of living conditions for the whole household. (Comim, 2007) Finally, it was assumed 

that microfinance would help women to strengthen their self-reliance and self-confidence and 

would increase their bargaining power within the household. (Izugbara, 2008; Karim, 2008) 

 

Whoever the intended beneficiaries were, the studies have shown that clients of microfinance 

institutions witnessed a positive impact on their lives since the start of participating in the program. 

Microfinance has helped to increase income and consumption on individual and household level. 

(Khandker, 2005; Swain et al., 2008; Mosley, 2009) At enterprise level, it contributed to capital 
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accumulation and creation of employment opportunities. (Hiatt et al., 2006; Mosley, 2009) 

Microfinance has also exhibited ability to achieve wider impacts on community level through labour 

markets when clients who took loans for their businesses employed new workers from within the 

poor group (Mosley, 2009) and by increasing income and consequently consumption and 

expenditure, which stimulated the local economies (Khandker, 2005).  

 

When discussing the impact of microfinance on client groups with different wealth status, it should 

be noted that wealthier clients benefit more from microfinance that the poorer clients. (Lucarelli, 

2005; Mosley, 2009) The poorer clients tend to borrow primarily to protect their livelihoods and 

avoid strategies that might increase their vulnerability including investment in fixed capital. (Mosley, 

2009) As a result the micro loans create only a modest increase in income for the very poor clients; 

these clients are also more likely to be forced to sell their assets when they encounter adverse 

circumstances. (Mosley et al., 1998) The wealthier clients are expected to be less susceptible to risk 

and thus could consider employing labour and investing in fixed assets that “have higher rates of 

return than consumption or purchases of working capital backed by no or primitive equipment”. 

(Mosley, 2009, p. 118) It was also noted that the clients both wealthier and poorer who continue 

their participation in microfinance programs improve their livelihoods more than the ones who 

leave. (Hiatt et al., 2006) 

 

However, not all the poor people were able to derive benefit from microfinance, as MFIs usually 

serve the poor who are just above or below poverty line rather than the very poor living 

significantly below the poverty line. (Simanowitz, 2007; Comim, 2007) The latter tendency could be 

an outcome of deliberate MFI targeting strategies to attract not so poor clients or could be caused 

by the design of the products that inadvertently excludes the very poor people by their virtue of 

being too poor. Micro loans are given to a group of people who are made jointly liable for its 

repayment. Members of the community would be unwilling to include the very poor people in the 

group of loan beneficiaries as they pose a high risk of default. If one of the group members is 

unable to pay his/her installment it puts pressure on the whole group, as they have to cover the 

missing installment. It also undermines their possibilities to apply for another loan as group 

becomes eligible for a successive loan only if they exhibit good credit performance that is pay all 

the installments in time. Thus the poorest of the poor could be denied access to the microfinance 

further deepening income inequalities between the participants and non-participants.  

 

In addition, it has already been mentioned that microfinance shows the capacity for wider 

economic impacts. Nevertheless, its ability to foster economic growth and development is highly 

debatable. The economic development relies on the ability of people to accumulate capital, which 

means that within the microfinance framework the poor people should invest the received loan in 

income generating activities. The revenues from these activities should be used for further saving, 
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which equals investment. “Ultimately the aim is to set in motion a virtuous circle of circular and 

cumulative causation on the micro level”. (Lucarelli, 2005, p. 81) However, micro loans often 

serves as income stabilizer, reducing the detrimental effects of shocks such as natural disasters and 

only small part is used for business opportunities; therefore, microfinance may ‘‘amount to no more 

than a redistribution of incomes among the relatively poor”. (Selinger, 2008, p. 30) 

 

Ahlin et al. (2008) discussing the long-term effects of microfinance noted that development could 

be achieved if microfinance users reach sufficient “graduation rate”, that is accumulate enough 

wealth to “graduate” from self-employment to full-scale firms. The conclusion that the authors 

arrive at is that microfinance could bring development “if development is defined as positive 

impact on the lives of the poorest half of the population”. (Ahlin et al., 2008, p. 18) However, if 

microfinance is to accomplish a more ambitious goal of long-run development resulting in higher 

wages and use of efficient and capital-intensive technologies, the micro-saving potential is 

important. Here the role of the institutions comes to the fore, as the saving incentives could be 

induced by mandatory savings condition upon acquisition of loan. (Diop et al., 2007) Otherwise, if 

sufficient graduation rate is not reached the microfinance may lower the income and even raise 

poverty in the long run. (Ahlin et al., 2008) 

 

In addition, it is noted that microfinance has limited potential to foster development, as the users of 

microfinance receive only small amounts of funds, which is sufficient only for a small 

entrepreneurial activities. As a small business, it can operate only within the limits of its own 

community and does not achieve economies of scale. The competition is very high as many of the 

poor people undertake similar self-employment or business activities, which in turn produce little 

earning. (Ahlin et al., 2008) Bateman et al. (2005)1 supported this view arguing that microfinance 

undermines the prospects for long-term sustainable development as it nurtures informalization, 

marginalization and de-industrialization by promoting informal non-industrial businesses that 

operates below the efficient scale, which causes development problems in the long run. The 

authors illustrate their statement with examples of Bangladesh and Bolivia, the pioneers of 

microfinance movement, that after the decades of using microfinance mechanisms do not show 

signs of overall economic development. They further elaborate that microfinance cannot achieve 

significant results if it operates in fragile, rudimentary and very fragmented economic structure. 

 

Developing entrepreneurial activities requires not only financial capital, but also certain skills like 

management and marketing skills that poor people often do not posses. (Diop et al., 2007) 

Tesoriero (2006) noted that the poverty alleviation is not effective if only income poverty is 

addressed without paying attention to capability poverty. Microfinance could improve the situation 

                                                        
1 Cited in Karnani (2008). 
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by training and facilitating the transfer of knowledge and technology. In some countries 

microfinance programs entailed the provision of training, health and advisory services along with 

the micro loan. This strategy is valuable not only to the poor people but also to the microfinance 

institutions, as the “credit plus” policy enhances the clients’ loyalty that in turn means higher 

repayment rates. The constant repayment ensures the stability and sustainability of the microfinance 

institution, which enables to expand lending and investment activities. Thus the virtuous circle of 

cumulative causation is created benefiting both the institution and the loan recipients. 

 

It is also important to support the saving culture in form of mandatory saving provision. Savings 

could be used for investment opportunities and also serve as insurance that would aid the poor to 

be less vulnerable to unexpected shocks and to better cope with income fluctuations. (Diop et al., 

2007) If poor people do not have an insurance mechanism to protect themselves against shocks like 

draught or illness, they could easily slide back into poverty. (Hulme et al., 1999; Mosley 2009)  

 

2.4. Microfinance and empowerment of the poor people 

 

The empowerment of the poor people especially women was one of the promised outcomes of 

participation in the microfinance programs. The empowerment had to be exercised through 

participation in free markets and through ability to engage in income generating activities, which 

would increase the income of the poor people and thus would boost their self-reliance and self-

confidence. (Briggs, 2001; Karim, 2008) Microfinance was also seen as a way to expand the 

entitlements of poor people. M. Yunus went was far as to proclaim microfinance a human right. 

(Brigg, 2001) 

 

In case of women empowerment, there was much trust that microfinance would help women to 

increase their bargaining power within the household and that the “the organization of women into 

groups that meet regularly will build solidarity among them and result in wider challenges to gender 

hierarchies”. (Rao, 2008, p. 1217) However, the literature often omits the role of the male ant the 

dynamics in the household as well as the social and cultural constraints that women face. (Selinger, 

2008) If patriarchal system is embedded in society it is very unlikely that usage of microfinance 

scheme would greatly contribute to the empowerment of women. In these communities women 

exhibit little awareness or wish to challenge the gender inequality. The belief that male leadership of 

the household and community is natural is deeply implanted in the minds of the women making it 

hard to encourage them to challenge male dominance. (Izugbara, 2004) Therefore, even though 

microfinance mechanisms enable women to increase their income, they rarely encourage them to 

question and challenge the gender relations in the community. Also the assumption that if woman 

starts earning, her husband will inevitably start to value his wife has no solid ground especially 

being aware that husbands or other male members of the family often use women as an 
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intermediary to get a loan from microfinance institutions, as they are not eligible to get one 

themselves. (Karim, 2008) It does not imply, of course, that women cannot derive benefit from the 

loans as it is usually used for common purpose of the household, and contribute to increased 

economic independence of women but it is not likely that microfinance could bring more than a 

marginal improvement in women’s life. 

 

In addition, it is often argued that focus on women is based on purely pragmatic motives, as there 

is a perception that women are more responsible and reliable in repaying loans and are more 

susceptible to social pressure in comparison to the male counterparts. (Lucarelli, 2005; Karim, 

2008) Thus the goal of microfinance institutions from the publicly declared empowerment of 

women shifts to a goal of collecting loan instalments. Furthermore, the narrow view in which the 

women’s empowerment is seen only through increase in their income, access to credit and ability to 

take up income generating activities fails to recognize the lack of education and literacy of women, 

which forces them to depend on their husband for help, “which is most likely to perpetuate rather 

than challenge the basis of women’s subordination”. (Izugbara, 2004, p. 81) Tesoriero (2006) 

resonates this view emphasizing that the capability poverty women face cannot lead to effective 

poverty alleviation, though admitting that microfinance does help women to expand their choices, 

strengthen their agency and increase their self-confidence. 

 

 

Summarising this chapter, it should be noted that microfinance shows the capacity to help the poor 

to escape or alleviate poverty by lifting the liquidity constraints and enabling to take up income 

generating activities, which could encourage the poor people to use the services of the microfinance 

institutions. The ability of microfinance to empower its beneficiaries by decreasing the income 

poverty and through possibility to expand ones agency and economic independence could further 

add to the incentives to join and stay. Yet, the institutional policies and vulnerability of the poor 

people limit the chances of the poor to participate and maintain the banking relationship and could 

erode the impact or reduce the benefits that this relationship brings. 
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3. MICROFINANCE IN ETHIOPIA: CONTEXT, PERFORMANCE AND 

COMPETITION 

 

3.1. Poverty and vulnerability in Ethiopia 

 

Ethiopia is one of the poorest and least developed countries in the world. It is ranked 205th 

according to GNI (PPP) per capita, which equals to only USD 870 in comparison to GNI (PPP) 

per capita of USD 1991 in Sub-Saharan African countries in general. (The World Bank, 2008) The 

human development index (HDI) lists Ethiopia as 169th out of 177 countries evaluated. The 

indicators on education and health are as bleak. Only 35,9% of adults are literate and only 42,1% of 

the population has been enrolled in educational institutions2 (HDR, 2008). The life expectancy at 

birth is 53 years while infant mortality rate is 119 per 1000. In Sub-Saharan African countries the 

adult literacy and enrolment rate are higher than in Ethiopia reaching 60,3% and 50,6% respectively 

(HDR, 2008), though life expectancy is 51 year and infant mortality rate is 146 per 1000. 

 
Table 1. Ethiopia’s main social and economic indicators 

 Year 
Indicator 2000 2005 2006 2007 

Population (millions) 65,80 75,17 77,15 79,09 

Population growth (annual) 3,1 2,6 2,6 2,5 

Life expectancy at birth 50 52 - 53 

Mortality rate, under-5 (per 1,000) 151 127 - 119 

Primary completion rate, total (% of relevant age group) 22 41 45 46 

GDP (current US$) (billions) 8,18 12,30 15,17 19,39 

GDP growth (annual %) 6,1 11,8 10,9 11,1 

Inflation, GDP deflator (annual %) 6,9 9,9 11,6 16,8 

Agriculture, value added (% of GDP) 50 47 48 46 

Industry, value added (% of GDP) 12 13 13 13 

 

Services, etc., value added (% of GDP) 38 40 39 40 

Source: World Development Indicators database, 2009 
 

The Ethiopian economy and population are affected by a variety of shocks. The country is a subject 

to recurrent droughts, which not only negatively affect the agricultural sector and impoverish the 

rural inhabitants, but also adversely impact the overall economic performance of the country, as 

Ethiopia’s economy is based on rain-fed agriculture.3 The country’s development and growth is also 

impeded by internal and external conflicts including the most recent war with Eritrea (1998-2000). 

                                                        
2 The enrolment ratio is a combined gross enrolment ratio for primary, secondary and tertiary education. 
3 The agricultural sector accounts for 85% of exports and employs 80% of the population. (Ashebir et al., 
2007) 
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The detrimental effect of these shocks is usually felt through strong fluctuations in income and 

assets as well as rise of prices. (Bigsten et al., 2008) Absence of insurance mechanisms and safety 

nets that would help to reduce risks and mitigate their consequences make the people more 

vulnerable to adverse circumstances. 

 

In urban areas the people also suffer from high unemployment and underemployment, which is 

considered to be one of the main reasons of urban poverty. The unemployment rate in the cities 

reached 26,4% in 1999, while in rural areas it was only 5,14%4. Alemayehu (2005) suggested 

addressing the problem of urban unemployment by implementing relevant labor policies that would 

focus on the informal sector, which employed 50,9% of economically active population. However, 

dependency on agriculture have long kept the focus of the state’s government on the development 

of agricultural sector leaving the problems of urban areas unattended. It was only recently that 

government renewed their interest in urban issues by supporting the development of the micro and 

small enterprises in urban areas. (Woday, 2008) 

 

3.2. Performance, growth and challenges of Ethiopian MFIs 

 

Ethiopia was one of the countries that used microfinance in their efforts to reduce poverty. Even 

though it was acknowledged that microfinance is not a panacea for the development challenges the 

country face microfinance was considered to be an important tool in poverty alleviation that could 

help to increase agricultural productivity, create employment opportunities in urban and semi-urban 

areas and empower marginalized and disadvantaged members of the society especially women. 

(Itana, 2002; Wolday, 2008) The microfinance sector got considerable support from the 

government, which issued relevant legislation to foster the development of microfinance sector and 

also included microfinance as a strategic instrument in country’s development plans. (Getaneh, 

2002; Wolday, 2008) 

 

There were several case studies conducted in various microfinance institutions in Ethiopia assessing 

the impact of microfinance and its potential to reduce poverty. These case studies revealed that 

usage of microfinance led to rise in employment and income, increased food security and capacity 

to better deal with difficult times and ensured a better access to services. (Meehan, 2001; Getaneh, 

2002; Ali, 2007) Microfinance also contributed to the rise in agricultural production and amount of 

land farmed for the clients involved in agricultural activities, while the clients who carried out 

trading activities reported increase in scale. (Meehan, 2001) Women in particular benefited from the 

provision of microfinance, as they were able to take on trading activities that were previously 

                                                        
4 Alemayehu (2005) noted that in government documents the rural areas are assumed to have near full or full 
employment levels. Unemployment is considered to be primarily an urban phenomenon. 
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inaccessible due to lack of capital. (Meehan, 2001) 

 

However, the impact of microfinance is often heavily influenced by external factors or initial 

conditions that the clients were in. Economic stability, weather conditions, access to infrastructure, 

land ownership and level of education are among the components that influence the extent to 

which microfinance could impact the lives of the poor people and contribute to poverty reduction. 

Dercon et al. (1998) indicated that households with considerable human and physical capital as well 

as with better access to infrastructure are more likely to have lower poverty levels and to get 

improvement over time. In addition, Meehan (2001) pointed out that the impact of microfinance 

differs for male and female client. Women took smaller loans than men and were less likely to 

report as better off because of credit input. Female clients usually had fewer initial resources such 

as land, labor and livestock, which contributed to moderate outcome from usage of microfinance 

services in comparison to men. Thesay et al. (2002)5 noted that women decided to take on 

entrepreneurial activities to meet the household needs rather than from entrepreneurial drive. They 

often lacked technical skills and preferred low-risk activities. Nevertheless, microfinance helped 

women to improve their income, as they were able to engage in productive activities or to expand 

them, and consequently to become more self-reliant and confident; participation in microfinance 

programs also contributed to increased household food security and access to services. (Wolday, 

2007) 

 

The past couple of years microfinance sector in Ethiopia enjoyed rapid growth in terms of 

performance and outreach. The number of active clients rose from 0,5 million in 2001 to 

1,7 million in 2007. The loans disbursed reached USD 291 million in 2007 while in 2001 it equaled 

only USD 27 million. (Wolday, 2008) However, even with this rapid development and growth 27 

microfinance institutions operating in Ethiopia cover only 20% of the potential clients. (Peck et al, 

2009) The gap between demand and supply indicates that financial services are still unavailable to 

the majority of the active poor. 

 

The average loan that microfinance institutions in Ethiopia provide equals ETB 1,218 (around 

USD 95).6 It was 8% higher than the previous year, which was explained by rising inflation that 

made the costs of input higher thus forcing clients to take bigger loans. (Peck et al., 2009) In terms 

of gender, 43% of all clients are female in comparison to 60% female representation in other 

African MFIs. 

 

                                                        
5 Cited in Wolday (2007) 
6 USD 1 ≅ ETB 12,84 according to the exchange rate of the Commercial Bank of Ethiopia on 19th November 
2009. 
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With regard to the overall financial performance, Ethiopian MFIs still struggle to achieve financial 

sustainability. As of 2007, only 5 institutions have achieved financial sustainability, with 3 other 

institutions reaching self-sufficiency rate above 85%. (Peck et al., 2009) On the other hand, in 2003 

there were only 2 financially sustainable institutions (Wolday, 2008) thus the growing number of 

sustainable MFIs could be regarded as a positive trend. It is important that microfinance 

institutions become sustainable as financially self-sufficient MFIs achieve better results in 

performance and efficiency. They usually have lower operating costs, reach more clients and collect 

more savings than financially unsustainable institutions. (Peck et al., 2009) 

 

If to turn to the products and services that Ethiopian MFIs provide, it should be noted that they 

offer rather uniform products and service and all of them still greatly rely on the group lending 

methodology, though some of the MFIs started giving individual loans. (Wolday, 2008; Haftu, 

2009) Ethiopian MFIs also offer possibility to keep savings and recently some of the MFIs included 

micro insurance, leasing and money transfer in their service package. 

 

The meager choice of microfinance products and services and limited introduction of new products 

could be partly explained by insufficient financial and institutional capacity of the microfinance 

institutions. The high turnover of the staff and inability to provide quality training for the personnel 

members puts constraints on the daily operation of the microfinance institutions and restricts the 

responsiveness towards the needs and wants of the clients as well as negatively affects the 

expansion and outreach of the industry. (Wolday, 2008) In addition, launching new products 

requires extra costs as the microfinance institution have to implement market research to learn 

about the preferences and needs of the clients as well as to train the staff, which MFIs struggling to 

achieve financial sustainability might not be able to afford. 

 

Among the many challenges that microfinance industry in Ethiopia face, client exit is the obstacle 

that endangers the sustainability of the microfinance institution and puts in question the ability of 

microfinance to serve the poor. The exact dropout rates in Ethiopian MFIs are not known, though 

it is accepted that client exit is an urgent issue that microfinance institutions face. (Itana, 2006; 

Wolday, 2008) As a benchmark for the possible exit rates in Ethiopia could be exit data from 

Eastern African MFIs, which show that the exit rate can reach as high as 60% per annum (Hulme 

et al., 1999) Itana (2006) conducted a research in two Ethiopian MFIs and found that clients 

primarily leave because MFIs do not meet their needs and requirements. The author noted that 

MFIs put too much emphasis on standardized, inflexible, low-cost, credit-driven products when 

their clients require wider range of quality services. Among the other important reasons for 

desertion problems related to external factors and group borrowing as well as graduation was 

mentioned. Haftu et al. (2009) specified that one of the reasons for high client exit among the rural 

and urban population was small loan size, lack of product diversification and lack of flexibility in 
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approach.  

 

3.3. The financial sector in Ethiopia 

 

The financial sector in Ethiopia consists of formal and informal institutions both of which play a 

role in poverty reduction by providing credit for development of income generating activities, 

dissemination of new technologies and input and creating safety mechanisms to better cope with 

risks. This section would focus on the analysis of the financial intermediaries and sources of credit 

available to the poor people apart from microfinance as well as on their main traits, advantages and 

disadvantages to reveal the place that microfinance occupies in the Ethiopian financial sector and to 

discuss if competition could affect client exit in microfinance institutions. 

 

3.3.1 Formal institutions 

 

The formal institutions are the institutions the operation and activities of which are regulated by 

laws issued by the state. Banks are one of the most common forms of formal institutions. In 

Ethiopia there are eleven commercial banks with a total of 453 branches operating across the 

country, but very few poor people use their services. (Wolday, 2008) The poor usually cannot meet 

the collateral requirements set by the banks. Some are discouraged to turn to banks by the lengthy 

and complex application procedures, elaborate paperwork and delays, while some do not have 

confidence in the banking system or lack the information and knowledge. (Bezabih et al., 2005) The 

rural population finds it difficult to access the bank facilities, as the branches are primarily based in 

larger cities. Most importantly, the banks themselves are not interested in serving the poor, as it is 

not profitable because the loans they take are small and the transaction costs very high. (Wolday, 

2008) 

 

The government of Ethiopia attempted to facilitate and expand the provision of rural credit with 

the help of two state-owned banks - the Development Bank of Ethiopia (DBE) and the 

Commercial Bank of Ethiopia (CBE). At first, these attempts were marked with low loan recovery 

rates, which threatened the financial health of the banks. The situation improved when regional 

governments committed to act as guarantors of the disbursed loans. The advantage of this system 

was that it increased the availability of credit and ensured the high loan repayment because of the 

administrative measures taken by the regional governments to secure repayments or because 

regional governments covered the outstanding loans from their budget. On the other hand, the 

involvement in credit programs increased the workload for the local governments and had the 

negative impact on the budget. (Worku, 2000) For the poor people, the credit provided by DBE 

and CBE allowed little flexibility, as it could be only used for agricultural input. This initiative also 

overlooked the needs of the rural and urban entrepreneurs.  
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Before the state issued a law that required any institution that wanted to provide financial services 

to get a licence from the National Bank of Ethiopia, variuos agencies, programs, projects and 

NGOs supplied credit to improve the income and increase the productivity of the rural and urban 

poor. Some of the programs were very successful in terms of high repayment rate, mobilization of 

savings and relieving the poor from the exploitative practices of the moneylenders while others 

were not so eminent and lacked self-sustainability mainly because of the low interest rate and 

inefficient loan collection. (Worku, 2000) Some NGOs were not very eager to collect loans since 

they were regarded as aid rather than obligation, which encouraged beneficiaries of the NGO 

programs not to pay back the loans, as they knew that no sanctions would be exercised. (Worku, 

2000) Wolday (2008) argued that this practice was distorting the financial market and was 

detrimental for further development of sustainable finance to the poor. The government tried to fix 

the situation by issuing the previously mentioned law that gave the right to provide financial 

services only to the licensed institutions. Yet some NGOs and agencies intentionally or not still 

provide financial services to the poor as part of their projects and programs further hampering the 

development of sound microfinancial system. (Wolday, 2008) 

 

Microfinance is also a part of the formal financial system and the most popular source of the 

formal finance. The advantage of microfinance is that it provides loans for people without collateral 

by applying the group lending technology, which reduces transaction costs for lenders and for 

borrowers and ensures the repayment of the loan through group pressure and joint liability. 

Similarly to banks the microfinance institutions give individual loans for poeple who can produce 

collateral in form of fixed assets or salary, but MFIs have the virtue of processing loans quicker 

than banks, which makes them more attractive to the clients in need of swift credit. On the other 

hand, microfinance institutions rarely have the capacity to provide big loans unless the government 

agencies or donors are involved, which gives the compettive advantage to the banks. 

 

3.3.2. Informal institutions 

 

The informal institutions are institutions, which are not or are only partly controlled by the 

government’s laws and regulations and their operation is primarily based on trust and mutual 

knowledge. The informal finance encompasses moneylenders, friends, relatives, traders, suppliers, 

cooperatives and etc. The poor people turn to informal lenders for several reasons. Firstly, the 

formal lending might not be present in town, village or area that the people live. Secondly, the 

people might not be able to provide collateral required by formal institutions, as the collateral is too 

high or the person has no collateral to pledge. Finally, the clients might distrust the formal 

institutions or be uncomfortable with the bureaucratic procedures that one has to go through to get 

a loan. 
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To better understand the informal finance, the different types of it would be analyzed to more 

detail. To start with, the moneylenders are the most common source of informal lending. The 

interactions with moneylenders are straightforward and flexible if compared to the formal lending 

institutions. (Bezabih et al., 2005) The relationship is based on trust and knowledge of the client, 

which helps to ensure credit repayment. Yet moneylenders would not provide credit to everyone 

who requests it. The person could be denied credit if there is a high risk associated with borrowing 

to this particular person. The moneylenders also charge a very high interest rate, which is 

considered to be a proxy for the level of risk that a person present especially when the moneylender 

is not aware of the paying capabilities of the client. The high interest rate and the unfair takeover of 

collateral that moneylenders sometimes practice could discourage the poor people to borrow from 

them. (Worku, 2000) 

 

Tradesmen are a type of moneylenders who usually give credit for smaller scale traders. The credit 

is given in commodities, which is later repaid either in commodities or in cash. For example, 

tradesmen can give fruits and vegetables for a smaller trader who in certain time would have to 

repay the value of the goods plus interest rate or the tradesmen could provide a bag of grain for 

two bags of grain to be given back in the future.  

 

Pawnbrokers offer the poor people a possibility to pledge assets in exchange for cash. The 

pawnbrokers’ services are easily accessible for the poor clients, since the pawnbrokers do not need 

to have prior knowledge of the client unless they want to be sure that the client does not offer 

stolen goods. The farmers who use services of pawnbrokers often pledge their land, milk cattle or 

other productive assets, which grants pawnbrokers the right to make use of them till the principal 

sum that was borrowed is repaid. This practice is detrimental to the clients since they are not able 

to use their assets for a certain period of time, which could even extend to several years. (Worku, 

2000) The clients with tangible assets like car or house use them as collateral to get short-term 

credit at a certain interest rate. If the client is not able to repay the borrowed amount, the collateral 

becomes a property of the pawnbroker. 

 

Iquib and idir are the main traditional lending institutions. Iquib works on a principle of rotating 

savings and credit cooperative where a group of people comes together for saving and credit 

purposes. (Bezabih et al., 2005) The savings could be in cash or in kind and are contributed weekly 

or monthly. Then the lots are drawn every month and the one who wins get to take the total of 

what was contributed. The next month the other members take the total sum and this round 

continues till the last member takes his/her share. The advantage of iquib is its flexibility and 

adaptability to the situation and needs of the clients, low risk of default and low administration and 

transaction costs. (Bezabih et al., 2005) 
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Idir, similarly to iquib, is a type of traditional organization, which is formed to provide help and 

assistance in cases of emergencies in form of financial and material assistance or consolation. 

(Bezabih et al., 2005) Idir could be regarded as insurance mechanism managed by a community or a 

group of people to better handle shocks. It is very popular among the people of all socio-economic 

status, as it is culturally acceptable, flexible, easily accessible and cost-effective. (Bezabih et al., 

2005) 

 

Cooperatives are semi-formal lending institutions, which operate under the Cooperative Law, but 

whose ownership and management is outside the control of central authorities. Cooperative is 

voluntary association that conducts a certain business most commonly in the field of input supply, 

marketing and financial services. (Bezabih et al., 2005) Its objectives are to encourage people to 

save, to teach them how to use the money effectively and how to manage their scarce resources 

efficiently. The cooperatives also provide loans at low interest rate. In recent years the rural areas 

witnessed an increase in number of cooperatives, which could be attributed to the ongoing Rural 

Financial Intermediation Program (2004-2010) that focuses on provision of efficient financial 

services to the rural poor. (Wolday, 2008) In urban areas the most common form of cooperative is 

credit union, which specializes in collection of savings and provision of credit and typically 

encompasses people with salaried jobs. 

 

3.3.3. The usage of the financial services by the poor 

 

Compared to the formal financial institutions, informal finance is by far the most important source 

of credit for most of urban and rural population. It is estimated that 69% of the poor people 

borrow from informal sources mostly from private lenders and relatives or friends as well as from 

idir and iquib with 10% of the poor borrowing from multiple informal sources. (Wolday, 2008) The 

poor people borrow from informal sources, as they are more flexible, often do not bear any interest 

and require no tangible collateral as the lending relationship is based on social ties and trust. Haftu 

et al. (2009) in the research on the financial needs of micro and small entrepreneurs revealed that 

one third of the respondents were using the informal lending sources. The entrepreneurs gave the 

priority to the informal sector because of the simplicity of the process, more favorable interest rate, 

proximity to business and ability to borrow without collateral. The flexible payback arrangement, 

lack of formal financial sources and no interest on the credit were also cited as reasons for 

preferring informal borrowing to formal borrowing, but to a lesser extent. 

 

The informal sources are also more flexible in the purpose of the loan than the formal sources as 

well as the type of collateral the client can pledge. The informal loans could be used for 

consumption purposes and for productive activities, while the formal institutions usually provide 
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funds only for purchase of the agricultural inputs and petty trading. (Bezabih et al., 2005) As for 

collateral, the social ties, land, tangible assets, written promise or third party guarantee could be 

used as security for the loan taken from informal source while formal institutions take only fixed 

assets and salary as collateral. The advantage of the formal sector is that it offers lower interest rate 

and provides loans for longer period, but the informal sector is more flexible in the rescheduling of 

repayments. 

 

The main shortcoming of the informal sector is that credit is not available whenever the people 

require it. Usually it is because of the limited availability of the informal lenders in the area, lack of 

trust and the preference to disburse the loans to fit into business cycle. (Bezabih et al., 2005) For 

some people the informal funds are unavailable due to lack of collateral and lender’s fear that the 

client would default. Another disadvantage of the informal lending is that the loan is small since 

informal sector often faces a shortage of loanable funds. (Worku, 2000) In addition, the poor 

people themselves opt for smaller loans, as informal lenders tend to charge very high interest rate, 

which prevents the poor from taking bigger loans. 

 

With regard to microfinance, it is the main source of borrowing for the rural and urban poor after 

private lenders. (Bezabib et al., 2005) The microfinance institutions provide loans for longer period 

and charge lower interest rate, which could make them more attractive than informal institutions, 

but they are less flexible in rescheduling the repayment and in purpose of the loan. Bezabih et al. 

(2005) noted that the competition between formal and informal sectors is low. The poor people 

usually combine the different sources of lending to meet their needs, though microfinance do drive 

away moneylenders with the lower interest rate.  

 

Within the formal financial sector, microfinance is the preferred source of borrowing. Haftu et al. 

(2009) noted that micro and small entrepreneurs choose microfinance institutions over banks as the 

loan approval process and procedures in microfinance are less complex and lengthy. Also, many 

entrepreneurs cannot meet the collateral requirement established by the banks. Yet, the author 

noted that loan size offered by the MFIs are too small and does not satisfy the needs of the clients. 

The bigger amounts are extended to the entrepreneurs who can provide collateral in the form of 

fixed assets, but there are few MSEs that can offer this type of collateral. 

 

 

Summarizing this chapter it should be noted that the social and economic environment in Ethiopia 

is characterized by chronic poverty, recurrent shocks and lack of employment opportunities. 

Microfinance was adopted to address these problems and to date showed positive results in terms 

of poverty mitigation and empowerment of the beneficiaries. Nevertheless, the Ethiopian MFIs 

face a number of challenges with client exit being one of them. The analysis of the financial sector 
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revealed that the poor people have little incentives to switch from one microfinance institution to 

another as they all offer rather uniform products and services. The poor people are also 

discouraged to turn to banks by the collateral requirements and lengthy and complex application 

procedures. The most probable competitor of microfinance institutions would be the lending 

institutions in the informal sector, but as further examination revealed rivalry between the two 

types of lending institutions is low as the poor people tend to combine the loans from different 

sources to meet their needs rather than transfer from one institution to another because of 

competitive advantage. 
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4. CLIENT EXIT IN MICROFINANCE: EMPIRICAL FINDINGS 

 

4.1. Gasha Microfinancing S. Co. profile 

 

Gasha Microfinancing S. Co. (further referred to as Gasha) is a microfinance institution based in 

Addis Ababa, Ethiopia, operating in microfinance field since 1998. Gasha belongs to a category of 

small MFIs7 that encompass 3% of the active borrowers and distribute 2% of the loan portfolio 

and like most of the Ethiopian MFIs strive to combine the goals of sustainability and outreach. 

Within the peer group Gasha is among the MFIs that have the highest number of clients reaching 

11,953 in 2007, but falls behind others in mobilization of voluntary savings. Considering the 

financial performance, Gasha still struggles to achieve financial sustainability. The data indicates 

that in 2007 Gasha’s self-sufficiency ration was 73,3% while the country’s average that year was 

81%. The average loan Gasha provided was 1,103 birr in comparison to country’s average of 

1,218 birr. The smallest average loan provided by a microfinance institution in Ethiopia was 

560 birr and the biggest 2,545 birr. As average loan is considered to be a proxy for client’s wealth 

status, it could be noted that a typical client of Gasha is neither very poor nor wealthy, but rather 

concentrates in the middle of the two extremes. 

 

In terms of target group, Gasha aims at micro and small entrepreneurs and employees of private 

and public sector who receive a steady salary and offers them credit and depository services as well 

as provides training for the clients who take loans. There are two types of loans that Gasha gives: 

group and individual loans. The group loans are given for a group of individuals who cannot 

produce collateral and who are made jointly reliable for the repayment of the loan of each of the 

group members. The group loans are provided as working capital to start or expand income-

generating activities. Individual loans are given to individuals who can present collateral in form of 

fixed assets or own salary or salary of the third party. The individual loans that serve as working 

capital are called special loans while the loans that are used for consumption purposes are called 

consumption loans. The clients who take loans are also eligible to get training services that aim at 

improving the clients’ entrepreneurial skills. The training includes basic business skill training, 

business counseling and Start Your Business training. 

 

All the loans are given for up to 2 years and the instalments must be paid monthly for individual 

loans and weekly or bi-weekly for group loans though in certain cases group repayments could be 

made on monthly basis as well. The interest rate charged is 15% on all types of loans with 

                                                        
7 According to classification of Association of Ethiopian Microfinance Institutions (AEMFI) small are 
considered those MFIs, which have less than 15,000 active borrowers, medium MFIs have 15,001-50,000 
active borrower and large MFIs have more than 50,000 active borrowers. 
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additional 3% counted as a service fee. The loan size varies from 500 to 5,000 birr8 for group loans, 

from 1,500 to 43,000 birr for special loans and from 1,500 to 10,000 birr for consumption loans. If 

clients are late to make instalments they have to pay penalty of 5% counting from instalment size 

plus 3% counting from the whole loan amount. Members of group loans are exempt from paying 

the 5% penalty, which is replaced by the group decision for late repayment.  

 

Gasha’s clients are obliged to keep part of their loan as compulsory savings, which is 5% of the 

loan amount the client had been granted. The compulsory saving serves primarily as insurance to 

cover the loan if client defaults or is late to make the installment though they were also intended to 

foster clients’ habit to save. The clients who require depository services are provided with 

opportunity to keep voluntary savings with Gasha that carry 4% interest rate – the same as 

compulsory savings. Voluntary savings can be withdrawn at all branches with no limitations on the 

amount whereas compulsory savings can be taken out only when client exit and have no debts to 

the institution or the group members.  

 

4.2. Client exit 

 

Client exit is an urgent problem for Gasha. The head manager of the microfinance institution 

pointed out that the number of clients leaving every month is almost equal to the number of clients 

who join. In addition, among the clients who take new loans there are not so many clients who take 

their first loan with Gasha. It is rather the old clients who take consecutive loans. If the latter trend 

continues the current client base would start to shrink impairing the objective to increase the 

overall number of clients every year. In addition, client exit increases the operational and 

administrative costs damaging the financial performance of the microfinance institution and making 

it more difficult to achieve financial self-sufficiency. 

 

The number of clients leaving every month and its effect on the sustainability and outreach gives 

the general view of the exit situation in the microfinance institution. However, it is important to 

understand the patterns and influences of client desertion, thus the following sections would focus 

on analyzing the characteristics of the clients who left and on their reasons for exit. 

 

4.2.1. The profile of exit client 

 

An important characteristic of exit client is the number of consecutive loan cycles he/she 

participated in before exiting. It was already noted that longer banking relationship is beneficial for 

                                                        
8 USD 1 ≅ ETB 12,84 according to the exchange rate of the Commercial Bank of Ethiopia on 19th November 
2009. 
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both the client and the lending institution implying that the microfinance institution should focus 

on the attraction and retention of the client group that tend to stay longer. In case of Gasha it could 

be noted that clients with group loans tended to participate in more consecutive loan cycles than 

the clients with individual loans (see Table 2). Only few clients with group loans left after just one 

loan cycle with the vast majority staying for at least 2-3 loan cycles whereas the clients with 

individual loans tended to quit after just one loan cycle and only few clients took consecutive loans. 

 

Table 2. The number of consecutive loan cycles the clients participated in before exiting9 

  Number of program loans taken 

  1 2 3 4 5 8 Total 

Group loan 2 7 10 2 1 1 23 
 Special loan 7 1 0 0 1 0 9 

 

Individual loan 
 Consumption loan 13 1 0 0 0 0 14 

Total 22 9 10 2 2 1 46 
 

The number of loan cycles the clients stayed for suggests that the microfinance institution should 

pay more attention to the clients who are eligible to take group loans, as they tend to stay for more 

loan cycles than the clients with individual loans. On the other hand, concentrating exclusively on 

the clients with group loans could make it more difficult to achieve financial sustainability, as these 

clients tend to take smaller loans (see Table 3) and thus bring less profit to the microfinance 

institution. 

 

Table 3. Average size of the loan (in Ethiopian Birr) 

Type of loan Mean Std. Deviation 

Group loan 1516,67 3681,032 
 Special loan 14762,67 5863,431 Individual loan 
 Consumption loan 3221,43 3033,356 

Total 4560,94 4363,654 
 

The client group who had the biggest loans was clients with special loans majority of whom took 

loans from 5000 birr to 35,000 birr (see Table 4) while the group loan clients took from 500 birr to 

5000 birr with majority taking up to 2000 birr. Consumption loans were varying in the range of 

1,500-10,000 birr though majority of the clients with consumption loans took up to 3,000 birr. As 

average size of loan was assumed to be a good proxy for client’s wealth, it could be noted that the 

poorest clients cluster in the group loan category followed by consumption loan category. The 

wealthiest clients tend to be in the category of special loans. 

 
                                                        
9 One value in group loan category was omitted; therefore, the sample size is 46 and not 47. 
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Table 4. Size of the last loan (in Ethiopian birr) 

  Size of the last loan 

  500-
1000 

1500-
2000 

2500- 
3000 

4500- 
5000 

6000- 
8000 

10000- 
12000 

17000- 
20000 35000 Total 

Group loan 10 13 0 1 0 0 0 0 24 
 Special loan 1 0 0 1 1 1 4 1 9 

 
Individual 
loan  Consumption loan 0 6 5 2 1 1 0 0 14 

Total 11 19 5 3 2 2 4 1 47 

 

The clients with group loans were primarily engaged in small-scale business activities like selling 

clothes or fruits and vegetables, baking and selling injera10 and bread, farming or traditional beer 

brewing whereas the clients with special loans were engaged in larger-scale productive activities like 

operating a grinding mill, a nursery, a barber shop or a metal and wood workshop. The scale of 

income-generating activities as well as ownership of fixed assets could partly explain the number of 

loan cycles that the clients participated in. In Chapter 2, it was noted that poorer clients tend to 

borrow to protect their livelihoods and primarily invest in current assets whereas wealthier clients 

are more likely to invest in fixed assets or more sophisticated equipment, which allows generating 

higher returns enabling the entrepreneur to operate from retained earnings. In case of Gasha, the 

wealthier clients, who mainly held special loans, bought or already had fixed assets, which, 

following the theory brought higher gains and permitted to accumulate enough capital to graduate, 

which could account for shorter duration of banking relationship. The poorer clients, who 

predominantly had group loans, used credit to purchase basic tools or input to be able to operate 

small-scale productive activities for survival that generated meager returns and thus required more 

external financial support, which could account for longer duration of banking relationship. 

 

The clients with consumption loans constitute a separate group of clients, as they do not invest the 

loan in productive activities but use it to satisfy their consumption needs and emergencies. The 

clients of Gasha used the loan to buy a plot of land, to renovate or build a house, to pay medical 

expenses, tuition fees or court expenses and etc. When the specific need for which the loan was 

taken was satisfied the clients terminated the banking relationship, which could explain the shorter 

duration of banking relationship of this client group. It should be also pointed out that clients with 

group and special loans admitted to have used part of the loan to meet the household needs like to 

pay medical expenses or tuition fees or to buy household items, which shows that the poor people 

require loans not only to start or expand productive activities, but also to smooth consumption and 

meet household’s life-cycle needs. 

 

                                                        
10 Injera is traditional pancake-like Ethiopian bread produced from teff flour. 
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The clients used a variety of sources to repay the loan. Income from business was the main source 

to repay the loan for clients with group and special loans though clients often combined several 

sources to repay the loan. These sources included friends, relatives, savings, loans taken from iquib, 

income from house rent and pension. None of the clients indicated to have borrowed from other 

MFIs to repay the loan to Gasha and only one client admitted to having been forced to sell assets 

to be able to repay the loan. The clients with consumption loans repaid the credit from salary of 

self or spouse and in some cases added extra funds from house rent, iquib and savings. 

 

If to talk about the propensity to keep multiple financial relations, the majority of the clients had 

only one financial commitment, which was the one to Gasha. The clients admitted that they did not 

have the financial capacity to hold multiple financial relationships. The clients who had more than 

one financial commitment were either with special or group loans and primarily used iquib as a 

source for extra loan. One client with group loan and one client with special loan took additional 

loans from other MFIs, as the loan from Gasha was too small to meet their business needs. The 

extra loans were predominantly used for business purposes and for purchase of household items 

revealing that clients use multiple sources not to repay their debts but rather to meet their 

consumption and business needs. 

 

4.2.2. Clients’ reasons for exit 

 

In theoretical framework it was discussed that clients’ exit could be affected by a variety of factors 

that were divided into three blocks that is the supply factors, the demand factors and the 

environmental factors, which were further differentiated into adverse push and market driven pull 

factors. The purpose of this section is to examine the reasons for exit as indicated by clients 

themselves and to provide an insight into the factors that played a role in clients’ desertion. 

 

To start with, it was previously noted that one of the main reasons for client exit was the 

dissatisfaction with quality of service and the design of the product. In case of Gasha, none of the 

clients indicated quality of service as the main reason for exit and only in rare instances the clients 

pointed out that dissatisfaction with characteristics of the loan forced them to leave the 

microfinance institution or to switch to another one that offered products more suitable for their 

needs. Clients in each loan category experienced exit because of discontent with the loan attributes 

and they all indicated that they deserted, as the loan amount was too small, the interest rate was too 

high and the contract period was too short. 

 

In group guaranteed contracts an important aspect of product design that caused client exit was the 

lending methodology. Some of the clients interviewed noted that they were dissatisfied with the 

joint liability contracts and expressed their preference for individual loans, which they were not able 
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to take because they could not meet the collateral requirement; therefore, they have opted to exit 

altogether rather than carry on taking group loans. The clients were also discouraged to take 

another loan because of the previous experience of paying the debt for someone else in the group. 

The clients were afraid that they would have to pay the debts of other group members again, thus 

they decided to leave. In addition, mischief or mistrust in the group and inability to work together 

were also cited as the reasons for exit. Some clients had to desert, as the group was not willing to 

take any more loans and the group disbanded. 

 

Apart from reasons related to borrowing in a group, the clients with group loans were also leaving 

because of the adverse circumstances that undermined their financial capabilities. The clients 

suffered from unfavorable environmental influences that affected the performance of their 

businesses or idiosyncratic shocks that hampered the ability and capacity of the client to continue 

business at the same level. Instability in the market, increasing input prices, decreasing purchasing 

power of customers and consequently lower profits as well as illness or death in the family was the 

reasons to account for client exit. The financial difficulties clients experienced forced them to leave 

the microfinance institution, as they were not able to afford another loan, or the group decided to 

expel the client because of earlier repayment difficulties and increased risk of default. Some clients 

decided not to renew the contract because they already struggled to repay their last loan. 

 

In the accounts of clients with individual loans, the most often mentioned reason for exit was 

graduation, or maturity. The clients graduated when they met their consumption needs 

(consumption loans), accumulated enough capital (special loans) or simply when they did not need 

another loan (special and consumption loans). Yet majority of graduates admitted that they were 

considering to take new loan in the future. Apart from graduation, the clients with individual loans 

stopped participating in the microfinance program because of financial difficulties that were caused 

either by poor performance of business (special loans) or by illness or death in the family (special 

and the consumption loans). The clients with consumption loans also admitted that the increase in 

prices and little income made it difficult to repay the loan; therefore, they decided to stop 

borrowing. 

 

As could be noted from the above-discussed reasons for exit, all the factors indicated in the 

theoretical framework affected client exit, except for the quality of service – a factor on the supply 

side-, which was not mentioned as a reason for exit supporting the views of Urquizo (2006) that 

quality of service rarely accounts for client desertion, as the clients have lower expectations towards 

it. Considering the other supply side factors, the dissatisfaction with product design and attributes 

seemed to play a greater role in inducing client exit than competitive environment especially in case 

of clients with group loans many of whom left because of the dissatisfaction with or limitations of 

group lending technology. The little influence of competition on clients’ exit could be explain by 
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the fact that Ethiopian MFIs offer rather uniform products thus there are little incentives to switch 

from one MFI to another. In addition, the switching costs are high, as there is almost no 

information sharing among the MFIs thus in new lending institution the clients have build his 

credit history from scratch. 

 

The shocks that the clients experienced either environmental (systemic shocks) or idiosyncratic 

(life-cycle emergencies) were too among the factors to account for client exit showing that clients’ 

possibilities to stay in the banking relationship depend on their capacity to handle adverse 

circumstances. Since financial difficulties due to shocks was predominant reason for exit for clients 

with group loans, it could be argued that poorer clients are more vulnerable to economic 

turbulences and have less capacity to manage them than wealthier clients. Graduation was also one 

of the factors that affected client exit though it was more typical of clients with individual loans 

than of clients with group loans. 

 

In terms of push or pull factors, it could be pointed out that clients with group loans were more 

likely to leave because of adverse push factors while the pull factors usually expressed through 

graduation or maturity were more likely to be experienced by clients with individual loans. The 

push factors particularly affected the clients who were engaged in business activities that sensitively 

reacted to the changes in the economic situation. The idiosyncratic shocks like illness or death of 

the family member also worked as a major factor that pushed the clients out of the microfinance 

program. The competitive environment seemed to have only limited effect in pulling clients out of 

the relationship, as only one client indicated to have left for another microfinance institution. The 

majority of clients who leave as they graduated or matured were still thinking to rejoin the program 

in the future, thus indicating that the clients rather “rest” than withdraw completely from 

microfinance programs. 

 

4.3. Perceptions, needs and wants of the clients 

 

As described in theoretical framework, the perceptions, needs and wants represent the clients’ 

attitudes towards the microfinance program and its products, reveal the aspects of microfinance 

that the poor people value and the aspects that they dislike as well as show the poor people’s 

preferences. Analysis of perceptions, needs and want also help to determine the extent to which the 

characteristics of the microfinance program and its services reflect the demands of its clients and 

lead to better understanding of the changes that the microfinance institution should implement to 

better satisfy the clients’ needs and requirements.  

 

To start with, the positive program aspect that clients emphasized the most was the possibility to 

have access to financial services especially when they were in need of funds and other sources of 
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borrowing were unavailable or inappropriate for their needs and capacities. The clients noted that it 

was better to take loan from microfinance institution than from moneylenders whereas the poorer 

clients admitted that even if they turned to moneylenders for a credit, they would not be able to get 

it, as they were too poor. Furthermore, some clients pointed out that joint liability contracts, or 

group loans, was a good solution to meet the demand for financial services of the poor people 

without collateral while others appreciated possibility to take individual loans, as not all 

microfinance institutions provide this opportunity. Clients also emphasized that the program taught 

them to save. 

 

The product characteristics that were mentioned as well liked was the payment method. The clients 

noted that they liked monthly repayment as opposed to weekly and bi-weekly repayment and valued 

the possibility to repay the loan ahead of time. The clients also appreciated the opportunity to be 

eligible to take bigger loans as the relationship with the microfinance institution matured. 

 

From all the positive aspects mentioned by the clients, good client service was accentuated most 

often. Starting with the beginning of banking relationship, the clients were pleased that Gasha 

supported them with information about the loan before and after taking it. They also praised short 

loan approval period and emphasized that Gasha did not overburden them with bureaucratic 

procedures. In loan disbursement phase, clients valued that the loans were paid out on due time 

and that the clients did not have to wait in long lines. Some drew attention to the convenient 

location of the branch that was easily found and reached. In loan collection stage, the clients 

appreciated flexibility of staff with late repayments, as staff members would give client extra time to 

collect and pay the installment without resorting to penalties. Furthermore, clients expressed their 

satisfaction with the work ethics and integrity of the staff members especially with their honesty in 

giving back savings. The latter remark hints that the clients distrust the financial institutions and 

could explain their reluctance to keep their savings there. As mobilization of clients’ savings is vital 

for the operation and sustainability of the microfinance institution, it should put efforts to 

recommended itself as a trustworthy financial institution and thus encourage clients to entrust their 

savings to it.  

 

Turning to the aspects disliked by the clients, it should be noted that the majority of the complaints 

were made about the program and the products than about the service. Concerning the program 

related issues, clients emphasized that Gasha should pay more attention to client’s credit record and 

give bigger loans or loans with smaller collateral to clients who proved to be trustworthy borrowers. 

This aspect was often mentioned by clients with group loans, who preferred to take individual loans 

but were not eligible to borrow individually, as the required collateral was too high. In addition, one 

client with group loan pointed out that Gasha did not monitor the loan applicants properly and 

gave loans not according to the paying capacity of the borrower but according to his/her interest. 
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In joint liability contracts it is usually the group members who monitor its fellow members and 

enforce the contracts rather than the microfinance institution. However, in urban environments, 

where the social ties are weaker, the group is not always aware of the financial capacity of its 

members, thus making it more important for the microfinance institution to thoroughly screen the 

prospective clients to avoid the ones who exhibit high risk of default. 

 

The majority of complaints related to product characteristics were pointed towards high interest 

rate and small loan amount, which was highlighted by the representatives of all loan groups. The 

clients with group loans expressed their dissatisfaction with weekly payment method and gave 

preference for payments made on monthly basis. Some clients pointed out that the fine for late 

payment was too high. 

 

In terms of service quality, Gasha received criticism on several counts. Firstly, the clients from the 

branches outside Addis Ababa complained that they could not get their savings whenever they 

wanted, as all the procedures had to be approved by the head office in the capital. Secondly, some 

clients expressed their dissatisfaction with not being given enough time to repay the loan and being 

fined when they were late to make the installment. Finally, in the disbursement phase, the clients 

were unhappy that loans were not disbursed every day, but only on a particular day of a 

week/month. 

 

The dissatisfaction with certain program, product or service characteristics encouraged clients to 

recommend possible changes, which mainly corresponded to the negative aspects they pointed out. 

As a possible program and product alteration the clients with group loans suggested to provide the 

possibility to graduate to individual loans if they show good credit history or to lower the collateral 

requirement so they could become eligible to take individual loans. They also proposed to make the 

loan installments monthly instead of weekly. The clients with all types of loans wanted the interest 

rate to be smaller, the loan amount to be bigger and the contract time to be longer as well as 

required a smaller fine for late repayment. The clients with individual loans suggested making the 

collateral smaller, as the size of collateral was much bigger than the loan given by the microfinance 

institution. As for quality of the service, the clients indicated that staff members should finish the 

bureaucratic procedures faster, which was pointed out by the client in the branch outside capital 

where all the activities had to be approved by the central office in Addis Ababa. Other clients 

required better customer service and less bureaucracy. 

 

When asked if they plan to rejoin the program in the future, majority of the clients was sure that 

they would renew their participation or was not certain if they resume the participation (see 

Table 5). The motivation to take more loans from the microfinance institutions in the future was 

based on the prior positive experience and recognition that loans has helped the client, his/her 
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family or business and contributed to increase in income. The clients who did not intend to rejoin 

any microfinance institution pointed out that they do not want to be in debt anymore or could not 

run their business at the same level, as they were sick or old. Some clients would not rejoin because 

of high interest rate. One client was not intending to return to Gasha, as she has transferred to 

another microfinance institution, which offered better terms and conditions. 

 

Table 5. Clients’ consideration to rejoin the program in the future 

  Do you think you will rejoin the program in 
the future? 

  Yes Probably No Total 

Group loan 13 8 3 24 
 Special loan 6 1 1 9 

 

Individual loan 
 Consumption loan 3 9 2 14 

Total 22 18 6 47 

 

The vast majority of clients would encourage others to participate in the microfinance programs 

because they were certain that people could derive benefit from the loan and aid themselves and 

their families to improve their lives. The clients emphasized that the loan helps when person 

encounters rough times, emergencies or has money problems; it also gives a chance to engage in 

productive activities and generate more income. In addition, the clients noted that it is better to 

take loans from microfinance institutions than from moneylenders, relatives or friend and stressed 

that MFIs develop client’s habit to save. There were no clients who recommended against 

participation while the clients who did not know if to encourage participating pointed out that 

person should take loans only if he/she is able to work and have the capacity to repay the loan. 

 

The above-discussed points give an idea of the extent to which microfinance meets the 

requirements and needs of its clients. It should be noted that the most significant need that 

microfinance caters to is the demand of the poor for financial services, which enables the clients to 

derive benefits for their households and businesses and thus improve their livelihoods. Yet it fails 

to respond to the requirements and needs that deviate from the standardized products and service 

they offer. Gasha showed some flexibility by introducing individual loans as opposed to only group 

loans and consumption loans as opposed to loans for productive purposes only, but when it comes 

to specific loan and service attributes it is not so quick to adjust to meet the needs and 

requirements of the clients. 

 

Often the microfinance institution is able to react to the demands of its clients only as much as its 

financial and operational capacity allows it. In case of Gasha, it cannot meet the request of clients 

for larger loans because it does not have sufficient funds. Also it is too risky to provide bigger 
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credit for clients with group loans, as they have no collateral to pledge. In addition, Gasha cannot 

reduce the interest rate or prolong the contract time, because it would incur losses that would 

endanger the sustainability of the microfinance institution. However, it still can introduce changes 

starting from minor aspects like presenting possibility for clients with group loans to make monthly 

and not weekly payments or improving quality of service and moving on to considering bigger 

alterations like allowing to graduate from group loans to individual loans if client has a good record. 

The adjustments that the microfinance institutions make to its products and services would help to 

better serve the poor, to increase their possibilities and willingness to participate in microfinance 

programs and contribute to achieving the goals of outreach and sustainability.  

 

4.4. Making microfinance a more effective poverty alleviation tool 

 

The primary focus and purpose of microfinance is to alleviate poverty by providing access to 

financial services for the low-income population. The term effectiveness is usually used to evaluate 

how successful microfinance was in achieving this objective. Effectiveness could be described as 

balance between the benefits that the microfinance bring and the limitations it exhibits, thus it 

could be argued that making alterations that would reduce the limitations of microfinance would be 

one of the ways to augment its effectiveness. 

 

The analysis of client exit is an important tool to determine the flaws of microfinance and highlight 

the aspects that could be improved to make it a more effective tool for poverty alleviation. Here an 

assumption is made that participation in microfinance programs do contribute to poverty 

alleviation for the clients of microfinance programs. The accounts of Gasha’s exit clients would 

support this assumption. The clients indicated that the loan has helped to meet their business and 

household needs and contributed to improvement of their livelihoods and to increase in income. 

Thus if poverty alleviation is regarded as a positive impact on the poor people’s well-being, it could 

be stated that participation in microfinance programs does enable the poor people to mitigate 

poverty. 

 

However, it should be pointed out that microfinance is not necessarily the most adequate mean to 

alleviate poverty for all the poor. If the group of very poor people are provided with loans but they 

have little income, it could force the clients to default or to take loans from other sources or sell 

assets to be able to make the repayments, which could impoverish the poor people even more. 

Thus the microfinance institution should carefully evaluate the possibilities of the prospective client 

to meet his/her financial obligations.  
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Other than carefully select the clients, the microfinance institution should also consider expanding 

the variety of its products. Gasha’s advantage was that it offered not only group loans, but also 

individual loans, though clients complained that the collateral to be eligible to get individual loan is 

too high. Gasha recognized that the poor people need loans not only for productive activities, but 

also for consumption purposes. Yet only people with salaried jobs or collateral can apply thus 

excluding a number of poor people who do not have jobs with fixed salary or cannot offer 

collateral. The vulnerability to shocks also calls for more flexible and varied design of the products 

to respond to the situation of the poor clients. Such factors as economic downturn or illness greatly 

affect client exit, but if the product features are adjusted to the needs of the clients, it could increase 

their chances to continue participation in microfinance programs.  

 

A special note should be made on the joint liability contracts. Even though the group lending 

methodology offers a solution for the poor who cannot offer collateral, after a while the group 

lending technique becomes limiting, as the clients who would like to continue participating in the 

microfinance program might not be able to do so because of the issues related to borrowing in the 

group thereby making the microfinance institution lose valuable clients who are willing and capable 

to participate. Therefore, the microfinance institution should consider introducing the possibility 

for clients with group loans to be upgraded to individual loans based on their credit history or 

provide individual loans with smaller collateral. Furthermore, to improve its responsiveness to the 

clients needs, the microfinance institution should systematically monitor and analyze the complaints 

of its clients so they could tailor the products to fit the demands of the clients. One of the ways to 

accomplish that is to introduce exit questionnaires. 

 

The changes that the microfinance institution implement to better meet the needs of the clients to 

assure a greater access to financial services is by no means an important step forward in increasing 

the effectiveness of microfinance. But no less important is the stability of the economic and 

political environment. It was noted that clients of Gasha, especially the poorer ones, are vulnerable 

to systemic shocks like unstable macroeconomic situation, which visibly diminishes the possibilities 

of the clients to stay in the banking relationship. Turbulences in the economic and political sphere 

could also erode the positive effect that the microfinance had on the well-being of the poor people.  

Thus the microfinance effectiveness depends not only on the efforts of the MFIs to reduce its 

limitations and shortcomings to better serve its target clientele, but also on the policies and ability 

of the state to keep a stable and favorable economic environment. 
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5. CONCLUSIONS 

 

Client exit is an urgent problem within the microfinance industry. It creates costs for the 

microfinance institution, as it has to recruit, screen and train new clients and undermines the 

prospects to become sustainable and to achieve deeper outreach. From client perspective exits 

increase transaction costs and reduces the possibilities to derive benefit that continuous 

participation in the microfinance programs could bring. High exit rates is also detrimental for the 

microfinance as a poverty alleviation tool as it puts in question the ability of microfinance to serve 

the poor and meet their requirements and needs. 

 

The research on client exit showed that a variety of factors affected client exit but not all of them 

were equally important in inducing client desertion. The competition within the financial sector 

played only marginal role in causing client exit. The clients were not enticed to switch to other 

microfinance institutions, as they offered similar products and services and the switching costs were 

high, while informal sector was the source to add extra funds to meet household and business 

needs rather than a preferred alternative to microfinance institutions. Dissatisfaction with quality of 

service did not contribute to client exit, but it does not imply that clients have no complains about 

the quality of the service they receive. The analysis of needs and wants revealed that clients are 

critical of certain aspects of client service, which cause their dissatisfaction and if not attended 

could evolve into reason for exit. 

 

Dissatisfaction with product and its properties, systemic and idiosyncratic shocks and graduation 

were the most common factors to affect client exit, but their influence and occurrence varied from 

one client group to another. While all clients expressed their discontent with specific loan attributes 

and indicated it as a factor that caused their desertion, the clients with groups loans were more 

likely to leave because of the dissatisfaction and flaws of the product design than the rest of the 

clients. This trend could be attributed to the weaknesses of the group lending methodology that 

largely caused client dissatisfaction and made microfinance institution loose valuable clients who 

were eager and capable to participate, but where prevented from continuing because of the 

limitations of group lending technology. 

 

The exit because of the idiosyncratic and systemic shocks was more common for poorer clients 

whereas the wealthier clients tended to leave, as they did not need another loan or accumulated 

enough capital. The wealthier clients were also more likely to have shorter duration of banking 

relationship which is partly attributed to a larger scale of the productive activities they were engaged 

in and ownership of fixed assets, which allowed to gain greater returns and thus accumulate enough 

capital to operate from retained earnings. The clients who took loans for consumption purposes 
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left as they met the specific need for which the loan was intended which explains their tendency to 

leave because of graduation and have short duration of banking relationship. 

 

Very few clients were completely withdrawing from the microfinance program. They were rather 

“resting” either because of the adverse circumstances that prevented clients from taking loans at 

the present time or because they did not need a loan at that moment. The determination to resume 

the participation in the program and the motivation behind this decision revealed that microfinance 

is an important tool for the poor people to improve their livelihoods. Thus it makes it even more 

important to analyse the reasons for desertion and make relevant product and policy changes to 

prevent clients from exiting and enabling them to use microfinance to derive benefit for the 

household and the business. 
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