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Sizing-Up by 
Sizing-Down
The hidden treasures of 
microfinance
Written by Navid Nathoo

Canadian banks have dismissed the treasure of microfinance 
for its perceived dangers. Banks have failed to recognize 

that microfinance has changed since its infancy and is no longer 
plagued by insurmountable barriers and risks. Canadian banks 
must reconsider this once dangerous treasure; the time may finally 
be ripe to pursue this valuable opportunity. 

Lost treasure
In the past, microfinance was seen as too risky for Canadian banks. 
Political instability in developing countries created significant 
economic uncertainties and civil unrest in other countries was a 
concern to businesses and their employees. Poor infrastructure 
and the absence of modern technology further compounded risk 
factors. However, the economies in many developing countries 
have since become more stable, resulting in new infrastructure and 
technologies. What were once seen as over-populated and failing 
countries, are now perceived as leaders in areas such as information 
technology and manufacturing. In addition, democracy has 
been spreading rapidly, forcing many goverments to act in their 
population’s best interests.  As political situations further stabilize 
in many international regions, finding an attractive area for 
microfinance businesses is becoming less problematic. 

The largest barrier to entering the microfinance industry has 
ultimately been the question of profitability. Two forms of risk 
accompany microfinancing. The first is high default rates. Since 
microfinancing is not secured by collateral, many banks judged that 
the business would be subject to higher risk. However, according to 
the Microfinance Information Exchange (MIX), a leading business 
information provider that offers data analysis on microfinance 
lenders, the average charge-off ratio (write-offs to total loans) for 
over 1000 Microfinance Institutions (MFIs) has been 1.06% - 2.46% 
since 1997. In areas such as Egypt, Syria and Tunisia, the average 
charge-off ratio is as low as 0.55%. By contrast, in the first quarter of 
2010, the U.S. Federal Deposit Insurance Corporation reported that 
the average U.S. bank with assets over $10 billion had a charge-off 
ratio of 3.50%, while Canadian charge-offs have ranged between 
0.5% - 2% in the past 20 years. MIX and similar databases prove 
that, on average, default rates are relatively low in MFIs across the 
world. 
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The second risk preventing banks from entering the microfinance 
industry is the potential to make worthwhile profits. In 1992, 
Grameen Bank, a leader in microfinance, incurred a loss of 
approximately $80,000. During this time, microfinance was largely 
viewed as a form of charity, not a business. Internationally, banks 
shunned microfinance as being unprofitable. However, during the 
next decade, Grameen Bank, along with the microfinance industry 
in general, developed and improved business models. As a result, 
Grameen Bank was rewarded in 2009 with a profit of $5.3 million 
or a 5.64% return on equity, down from a 21.21% return on equity 
in 2008. Canada’s TD Bank, meanwhile, reported a third quarter 
2010 return on equity of 13.6%, according to research by Canaccord 
Genuity. Globally, MFIs are becoming more profitable than ever. 
Microfinance is not charity; it is a business that is both socially 
supportive and privately profitable. 

Uncovering hidden treasure
The most important question now is the scale of microfinance’s 
profitability.  The total gross loan portfolio for MFIs was $65 
billion across 91.3 million borrowers, according to 2009 industry 
statistics. Microfinance total gross loans have grown drastically, 
at 38.5% annually, from $1.2 billion in 1997. But, before pursuing 
microfinance, banks must calculate their profits rather than looking 
at the industry in aggregate. Typically, banks do not profit until 
at least their fourth year of operation. However, once a bank is 
established, it will likely experience rapid growth. Growth rates 
are continuously rising and statistics show that this is just the 
beginning of microfinance’s potential. The average five-year 
start-up profit growth rate of successful MFIs is approximately 
200% and the growth rate for established MFIs is as high as 20% 
- 40% annually. While profits may be delayed by a few years of 
investment, banks clearly have a significant opportunity to gain 
value from the growth of microfinance.

The value of loyalty
As international banks grow and mature in their respective 
countries, expansion initiatives will focus on developing countries. 
Canadian banks must seize the opportunity quickly before 
competition grows. By acting promptly, banks will be able to build 
loyalty without the threat of incoming institutions. Studies have 
shown there is a close correlation between loyalty, market share 
and revenue. Net Promoter® Score (NPS) is a tool used to monitor 
loyalty rates in Canadian businesses. The NPS for banks measures 
the likelihood that clients will refer their banks to others as the key 
indicator of loyalty to banks. The tool has consistently shown that 
banks with a higher NPS grow their revenue over time. Conversely, 
banks with a low NPS showed flat revenue growth. Overall, NPS 
studies indicate that customer satisfaction is directly correlated to 
revenue growth. 

Exploring the total value of a borrower’s worth to the bank is 
the best way to quantify the benefit of loyalty. In Bangladesh, the 
average starting loan is approximately $60. Many MFIs, such as 
Grameen Bank, allow borrowers to increase their loan amount based 
on repayment and character criteria. For example, if a borrowers 
attend all weekly meetings and repay interest and principal, they 
are granted an increase in loan principal of roughly 50% annually. 
Therefore, the loan amount can compound to $300 in five years 
and $2,300 in ten years – an increase of over 3,700%.  A borrower 
will generate total interest payments of approximately $390 in five 
years and $3000 in ten years. Assuming the family is loyal to the 

bank, the lifetime present value of a borrower is approximately 
$31,000. Accordingly, Canadian banks could develop an economic 
moat by developing loyalty in all of their borrowers to capture 
their full lifetime value. 

A lot of a little
Based on a $31,000 lifetime present value, many banks will 
underestimate the value of a microfinance borrower against the 
per person value of a developed country borrower. With over 
80% of the world living under $10 per day, the high demand for 
microfinance is apparent. As previously stated, the current number 
of microfinance borrowers is already more than twice Canada’s 
population and growing rapidly. With little competition and low 
barriers to entry at this time, Canadian banks will be able to access 
an immense pool of borrowers. High volume of transactions will 
compensate for low individual loan value. By pursuing a large, 
underserved market, Canadian banks can achieve a scale of profits 
to justify engaging in microfinance. 

The building blocks
Canadian banks must rely on grassroots marketing and potential 
word-of -mouth advertising, to attract borrowers. This form of 
advertising is the most effective in developing countries and 
is being employed by many organizations such as Raising the 
Village, which targets segments of East Africa. The cost of this form 
of marketing is much lower than traditional media advertising. 
Organizations can also take effective tactical approaches to social 
marketing by sponsoring local events.  Without the comparatively 
higher expenses of Canadian marketing initiatives, acquisition 
costs per borrower will be significantly lower than those in Canada.

Without loyalty, banks will face great difficulty competing in 
the microfinance industry. According to an article on customer 
retention, loyalty to MFIs is based on client satisfaction. Satisfaction 
is created through the benefits of the product, the quality of 
customer service, the image of the MFI and emotional involvement 
of the borrower. This study also found that 85% of the customers in 
the sample renewed their loans. However, this number has room 
to increase if the MFIs or banks are thorough in dedicating their 
efforts to loyalty and gaining borrower trust from the outset.

The most influential loyalty driver is customer service, which loan 
officers provide on a micro level.  To successfully build loyalty, 
Canadian banks must hire local loan officers whom the borrowers 
can identify with and trust. Developing loyalty by adapting 
to regional cultures will ultimately facilitate a sustainable and 
growing future for banks in developing countries.

Only the brave will prevail
The microfinance industry has built a strong foundation over the 
last two decades and will soon be viewed as the next step for many 
banks looking to grow internationally. Canadian banks should 
capitalize on this forthcoming opportunity of a large market with 
high profitability potential and weak competition. By gaining 
loyalty and establishing themselves early on, Canadian banks will 
be able to create the sustainable competitive advantage they need 
to grow rapidly. What was once perceived as a high-risk treasure is 
now available for the taking. Now is the time for Canadian banks 
to venture forth into international growth.


