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Poverty can be alleviated by two alternative strategies: by
providing microcredit to the poor or by undertaking
industrialisation. Both strategies have their strengths and
limitations. Discuss them by studying two countries of your

choice.
Development Economics (ECO-3A09C)

By MINH LUU’

Introduction:

Poverty has been always one of the problems to the human development history and for
that reason poverty reduction became one of the Millennium Goals set by the UN in order
to guide countries to lift as many people out of poverty as possible. Industrialization takes
place as the main approach for increasing gross domestic production (GDP) and microcredit

is believed to be one of the most efficient ways to help the poorest in the meantime.

The aim of this essay is to prove if industrialization and microcredit really alleviated poverty
in two countries, Bangladesh and Vietnam. The reasons of these selections come from the
homogenous characteristics of both countries. Their economies have the same starting
point (they both became independent in 1970s), high population density, similar agriculture
situation as the result of similar weather condition, and starting to adopt microcredit and
industrialization at the same time (1980s and 1990s respectively). We then will analyse the
impact of these tools on the economies, state out existing policies and comment on their

effectiveness on the next stages.

X
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Microcredit:

1) Theory:
Microcredit is a concept that is used to describe the process of making loans to people, who
are traditionally excluded from formal financial services, through programmes designed to
meet their circumstances. Typical characteristic features of microcredit are:

e Short term (any period between 1 to 12 months) and relatively small loans initially

but increase with each cycle.
e Physical collateral are replaced by a system of collective guarantee groups whose

take responsible for ensuring scheduled repaid.
e Less bureaucracy, quickly accessible and simple.

According to Gate Foundation, just 10% of the global population has access to traditional
banking and the rest offers a great opportunity for microcredit to take place. Economists,
who support the idea of microcredit, believe it could help low income people reduce risk,
improve management, raise productivity, achieve higher returns on investments, increase

their income, and improve the quality of their lives and dependents.

http://www.lendwithcare.org/info/microfinance microcredit

2) Strengths and limitations of microcredit:
2.1 Microcredit as a tool to alleviate poverty:

Poverty is usually the result of low economic growth, high population growth and unequal
distribution of resources. As the consequences of unemployment and low productivity,
reducing poverty requires creating jobs and developing human capital. Microcredit can
solve this problem by providing the poor the chance to be self employed, so they can take
themselves out of unemployment pool and also have incentives to generate their skills

thus improve their productivity.

Because this concept is run for the poor, most of its money comes from donors with

expectation of low interest rate. This reduction in cost of lending can have large effect on
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access to credit and interest rates through the multiplier effect. Thus when a close-to-zero
interest rate loan is given to the right people, it is a powerful tool to drag them out of

poverty and help them to achieve income level that they never imagined before.

2.2 Limitation:

Despite all the great results from microcredit, the empirical evidence on the impact of it on
poverty is very mixed. Some impact studies have found that access to credit by the poor has
a large positive effect on living standards. In contrast, other studies have found that poverty

is not reduced through micro-credit.

Bateman, M (2010: 28-60), with his evidences, also stated that most of the features of

microcredit such as supporting income generating activities; empowering the poor; helping
the poorest; creating win-win situations; creating enormous demand from society; and low
interest rates are just myths that microcredit has created to take advantage of the poor and

the economy.

3) Empirical cases in Bangladesh and Vietnam:
A. Bangladesh:

Perhaps the best known microcredit institution is the pioneering Grameen Bank in
Bangladesh, which is found by Muhammad Yunus, who won Peace Nobel Prize in 2006. As
one of the world’s most densely populated countries, the average size of farms per person
continuously decreased and it raised the number of landless households (defined as those
owning less than half an acre of land- Khandker, (1999:20) and this led to more collateral
free debtors in this country. In addition to Grameen’s effort, the Bangladesh Rural
Advancement Committee (BRAC) and accordingly the Association of Social Advancement
(ASA) were established in order to provide skills and other organizational inputs to the poor,
as well as credit service, so they could take better advantages from the loans. Table 1
presents some comparative information relating to the activities of these three main

microcredit providers in Bangladesh.
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Programme: Grameen BRAC ASA4
Year micro-credit programme established 1976 1974 1991
Total munber of members (nullions) 23 39 1.2
Total munber of emplovees 11,457 8,808 5,347
Total number of branches 1170 780 824
Total munber of villages covered 40,346 58,539 22,740
Total loans m 2000 (Smillion US) 270 246 139
Cumulative loans (Sbillion US) i3 1.0 047
Loans outstanding ($uullion US) 02 143 71
Total assets (Smallion US) 64 176 99
Average loan size (3US) 13 108 116
_Repayment rate 88.7% 98.4% 00.9%
Nouunal mterest rate 20% 15% 15%

Table 1: Grameen Bank, BRAC and ASA microcredit Programmes, 2000
(Source: Chowdhury,2002)

The lowest repayment rate is 88.7% and modest profits while serving around 7.4 million
borrowers in total as recorded in 2000 somehow proved that those collateral-free debtors
are trustworthy. However, Morduch,] stated out the problem about the calculation of this
rate, in which he believed it was not appropriate. In addition, he also pointed out that this
rate did not rise along with the increase in disbursement, as shown in Figure 1, and increase

in average loan sizes might lead to increase of overdue loans.
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Figure 1: Scale, subsidy and overdue of microcredit in Bangladesh

(Source: Morduch,1999)

The effectiveness of micro-credit as a real poverty alleviation tool does not depend on its
short-run impacts, as for micro-credit to permanently reduce poverty it must have a long-
run impact. Graph 1 shows that population below poverty line fluctuated in the last 15
years, as it was not really alleviated, and this suggests that micro-credit organisations should
reconsider and adapt their microcredit philosophies to improve the longer-run poverty

reduction capacity of micro-credit in Bangladesh.
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Graph 1: Population below poverty line in Bangladesh.

(Source: indexmundi.com)

B. Vietnam:

As one of the fastest growing developing economies in the world, Vietnam also uses
microcredit to fill the gap that left by formal finance institutions. In 2004, Vietnam
promulgated Microfinance Decree (MD) regulating all microfinance institutions (MFls).
While this relatively new system creates a predictable and stable environment, it has not
achieved many goals, and it threatens the existing of many MFls already operating in

Vietnam.

Historically, Vietnam’s first experiments with microfinance came with the Doi Moi reforms
of the 1980s, eventually led to private ownership of land. As the consequence of realizing
the important of individual’s need of finance, the State Bank of Vietnam set up the Vietnam
Bank for Agriculture (VBA) specifically in providing credit in rural areas at subsidized interest
rate. Other associations were also launched in order to support the concept of microfinance
such as People’s Credit Funds (PCFs) in 1994 and Vietnam Bank for the Poor (VBP) in 1995.
By 1996, VBP had dispersed loans to approximately 1.3 million families, VBA had over 1800
branches providing credit to 7 million families and PCFs were operating with 275,000

members. In 1997, the Capital Aid Fund for the Employment of the Poor (CEP Fund) joined
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in as the very first foreign microcredit institution and became the leading one not so long

after (graph 2). Graph 3 shows the client poverty extent of this fund.
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Graph 2: Number of active borrowers.

(Source : mixmarket.org)
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Graph 4 shows a decreasing trend of number of the poor in Vietnam during the period of 12
years, from nearly 40% to below 16%. In addition, graph 5 shows the unemployment rate in
the same period, which also has decreasing trend. From the historical statistics, microcredit
helped around 10 millions families to improve their lives, this account about 1/3 of the

population (90million in 2010) if taking the assumption of a standard family has 3 members.
Therefore, microcredit undoubtedly has been playing an important role and contributing to

the development of Vietnam.
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4) Regulations and government initiatives in both countries:

Before the MD was promulgated in Vietnam, there were no comprehensive legal
frameworks covering microfinance activities in Vietnam. Thus, it means that the transition
from projects to independent microfinance institutions was limited. Also, the dominant role
of State Bank in the microfinance sector distorts the financial market and prevent the
development of sustainable microfinance in Vietnam, and most of the MFIs, which is
believed to be more efficient, could not compete with the subsidized rate and this

prevented them from reaching the bottom of the pyramid.

After the MD was approved, although it helps to provide more predictability and stability, it
also contains provisions which place burden on small MFls and limit the participation of
foreign and domestic entities unnecessarily, and this led to very little systemic benefit.
Suggestion for Vietnam, in order for microfinance to achieve its maximum potential, is
adjusting the law to protect grassroots level MFls, reinforce this industry best practice and

encourage the participation of foreign players.
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Meanwhile Vietnam showed very little connections between formal and microfinance
financial sector under the law, this relationship in Bangladesh is tighter and dependent as
shown in figure 2. The understanding could be that a success or failure in formal banking

sector may affect microfinance sector but not vice versa.

Figure 2: Annual % growth in outstanding credit (Source: Rashid, 2010)

In 2006, the Microcredit Regulatory Authority (MRA), which is the latest Act, was
established in Bangladesh regarding the microcredit ground. Accordingly MRA is authorized
to monitor and supervise microcredit sector under a regulatory framework. In term of
guantity, Bangladesh issued 503 licenses out of 4000 application by February 2010 (Rashid,
2010). However, having a large number of MFIs, and very few of them have a solid
institutional arrangement in real sense, might led to a situation where it is lack of:
supervision, solid justification and moral decision making. These experiences indicate that
there are other important issues which need to be noticed, such as sustainability of the

sector, problem of overlapping borrowers, securitization and foreign investment.
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Industrialisation:

1) Theory:

Industrialization is a process of economic and social change from an economy, where the
amount of capital accumulated per capita is low, to an industrial state, where development
of large-scale energy production takes place. This transition takes different forms in

different places at different times. Typical characteristic features of industrialization include:

e Having division of labour

e Increasing in geographically and socially mobility of the labour force
e Mechanization and application of factory system

e Apply of scientific methods to solving problems

The industrialization first causes the changes in economic structures and changes in the GDP
contributions by three economic sectors: primary (physical works), secondary (processing of
raw materials), tertiary (providing services). The labour force supposed to move toward to
the sectors where it requires less physical work but higher marginal productivity.
Consequently, the structure of employment will change, and at the end of industrialization
stage, the industrial and service sector will become dominant in GDP and absorb most

labour force of the economy.

2) Strengths and limitations of industrialisation:
2.1 Industrialization as a tool to alleviate poverty:

Industrialization is the process being created in order to achieve development and the
primary goal of development is poverty reduction. The reason why it is considered as a tool
to reduce poverty is it expands the shares of non-primary sectors and results in increase in
employment in more productive sectors and lead to higher returns. In addition, moving out
of primary sector, where poverty rates are often much higher than other sectors, may also
relieve the pressure put on agricultural productivity and raising agricultural incomes, thus

enable people to escape from poverty traps.

To strengthen the idea, Lewis (Todaro, 2011) proposed a dual economic model that includes

primary and secondary sector, and showed that the persistent capital accumulation in the
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secondary sectors would gradually absorb redundant workers from the primary sector. He
stated that the industrialization brought plenty of non-farm employment opportunities with
higher incomes compared to that in the agricultural sector, and it leads to a decrease in

aggregate unemployment rate of the country if all redundant employment absorbed.

Beside improving employment rate, there are other consequences of industrialization that
could indirectly lead to poverty reduction at the end, such as economic growth (evidence
shown in figure 3), gaining in exchange rate, preventing high inflation, generating
externalities in technology development, skill creation and having a pull effect on other

sides of society.
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Figure 3: Relationship between manufacturing values added growth and GDP growth of 134
countries, 2000-2005

(Source: World development indicators)

The way that many Asian countries approached industrialisation was through labour
intensive and low tech industries, and then proceeded to capital intensive and high tech
industries after. As economies develop, places become specialized in certain forms of
production and this is the concept of comparative advantage. By specialising producing,
poor countries can earn more foreign exchange by exporting manufactured products and
the foreign exchange can be used to invest in human capital and poverty reducing
programmes in order to move up the technology ladder later. This approach also allows its

labour force enough time to familiarize them with industrialization concept. Fukunishi,
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T(2006), concluded that labour intensive industrialisation must be used by other

undeveloped countries in order to “sustainably alleviate poverty”.

2.3 Limitation:

Studies show that limited absorption of labour in high productivity activities can lead to a
residual absorption of labour in low productivity activities, which perpetuates a high
incidence of urban poverty (Todaro, 2011). He also believes that unemployment rates in the
urban areas are relatively high in developing countries during their early industrialization
stage as the inability of employment absorption, like the case in some African countries
(Tran, 2010) .Thus the phenomenon of over-urbanisation may enhance poverty in the

development process.

Other evidence from many developing countries shows that during the industrialization,
many countries failed to create sufficient employment and improve income distribution
because the majority of capital resources were allocated to large-scaled capital-intensive
industries. Therefore, it is believed that non-agricultural employment opportunities should
be created by sufficient financing to develop labour-intensive industries other than capital-
intensive ones. Nonetheless, it is suggested that people have been able to escape poverty
even when they do not move to the formal sectors. This suggests that over spending on
other sectors while showing lack of attention on primary sector could lead to inefficient

results.

In addition, industrialization can generate highly unequal income and wealth distribution
effects in the short run. This does not just entail a highly unequal growth process, but also
can lead to unsustainable growth, political and economics instability, credit market failure,
where the poor are unable to use growth-promoting investment opportunities. Moreover,
in term of health, industrialisation is believed to be the source of number of problems such

as noise-water-air pollution, poor nutrition, substance abuse and reducing happiness index.
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3) Empirical cases in Bangladesh and Vietnam
A. Bangladesh:

Bangladesh has not experienced industrialisation result for long time, since the role of
agriculture in this country is still important while it accounts for 19.5% of GDP. The industry
sector, including small to large scale subsectors manufacturing, account for 28% GDP in
2010, according to the Bangladesh Economic Review. The contribution to GDP from industry
and service sectors have been gradually increasing and showing a potential trend.

(Bakshi,2005)

Looking at historical statistics, Bangladesh has been successful in achieving rapid secondary
sector’s growth compared to her rivals (graph 6). The challenge for this country is to
maintain this rate and develop new sectors that can follow this footprint. However, the
significant decline in the share of agriculture in GDP is in contrast to the growth in the
services sector rather than the industrial sector until 2004 (table 2). Although showing an
improvement in contribution to GDP, industry sector still remained behind compared to

other two sectors (table 3)

o 19801990
@ 1900- 1997

Bangladesh India Pakistan Low income
countries
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Graph 6: Comparative industrial growth rates 1980-1997

(Source: Bangladesh studies)

Sectors
Year : . Total GDP | Per Capita GDP
Agriculture | Industry | Service
1981-2004 2.77 6.51 433 441 2.54
1981-85 2.68 5.70 3.83 3.72 1.54
1986-90 2.40 5.86 3.58 3.74 1.50
1991-95 1.55 7.47 4.15 4.39 2.36
1996-2000 4.88 6.44 481 5.21 3.83
2001-2004 2.23 7.24 5.51 5.12 3.70
Table 2: GDP growth trend of individual sectors (1981-2004) in %
(Source: Nahar,K)
Year Sectors Total
Agriculture Industry Service (Tertiary)
1949/50 70 4 26 100
1959/60 62 5 33 100
1965/66 57 8 35 100
1969/70 55 10 35 100
1973/74 49 11 40 100
1974/75 49 10 41 100
1980/81 44 11 45 100
1984/85 41 10 49 100
1990/91 32 12 56 100
1994/95 26 15 59 100
1999/2000 25 15 60 100
2001/2002 24 16 60 100

Table 3: Changing structure of GDP in Bangladesh (1949-2002) in %

(Source: Nahar,K)
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Year Current Account International Reserve (US$ Budget Deficit/Surplus Inflation (%)
Balance (% GDP) million) (% GDP)
1997 -241 1719 -2.6 5.59
1998 -1.2 1739 1.0 6.78
1999 -1.4 1523 -1.9 7.79
2000 -0.9 1802 -4.1 2.27
2001 -2.3 1307 -11.8 1.66
2002 0.4 1583 -6.8 2.95

Table 4: Macroeconomic indicators of Bangladesh between 1997-2002

(Source: Nahar,K)

Table 4 suggests that during the industrialization stage, Bangladesh could be characterised
as a low inflation and a low deficit economy. The foreign exchange reserve and budget
deficit situation suggests that Bangladesh used most of its imports to re-manufactured and

export them back.

Merchandise Exports Imports

Category 1980 1990 2000 1980 1990 2000
Total ($ million) 793 1671 6500 2353 3618 8360

Per cent of total

Food 12 14 7 24 19 15

Agricultural raw 19 7 2 6 5 5

materials

Fuels 0 1 0 9 16 7

Ores and metals 0 0 0 3 3 2

Manufactures 68 77 91 58 56 69

Table 5: Structural change in merchandise trade

(Source: Alauddin,M)

Bangladesh also enabled itself to trade with other countries at greater volume by having
industrialization evolution. The share of imported manufactured items increased 40% during
period (table 5). However, the export of manufactures, such as readymade garments, is

characterised by high import intensity. While the real extent is not known, the value added
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in this segment is no more than one third of the total value of the industry output. This

somehow strengthens the point we made at table 4.

Overall, the structural transition may have led to a more rational allocation of resources in
the agricultural sector. However, the distributional consequences of these changes in this
sector have not been seen. The manufacturing sector has shown few signs of increases in
productivity. In addition, there are evidences that industrialization reduced poverty but little

evidences of improvement in human development and related indices.

Reasons for Bangladesh could not taking further advantages of industrialization might
include: robust population growth, failures of government policies, corruption and

lawlessness, failure to fill the gap between domestic and private investors (Akanda, 2012).

B. Vietham:

Since 1986 - under the Doi Moi slogan of the Sixth Party Congress, Vietnam has carried out
the most profound and comprehensive renovation in its history. In agriculture, Vietnam
tried to improve its productivity by collectivism but failed. After that, the restoration of
small-scale family farming took place and smoothened this industry development. However,
table 6 suggests that agricultural production increase itself by the increase of population,

rather than because of increasing in marginal productivity.

Staple Production in Vietnam Population (million)
(0 (2) 3 4 (5) (6) (M (8 ® (10$)
Staple Sown Yield Qutput  Rice Total Agri- Non-agricultural
Output  area (1+2) /Capita  Exports cultural ~ Total Urban Rural
(mt) (m ha) (t/ha) (kgs) (mt) (6-7) (8-9)
1976 13.5 6.2 2.2 274 49.2 10.1
80 14.4 7.0 2.1 268 53.7
83 16.9 6.8 2.5 296 57.3
85 18.2 6.8 2.7 304 59.9 41.2 18.7 11.4 7.3
88 19.6 7.0 2.8 307 63.7 43.7 21.0 12.7 8.3
90 21.5 7.1 3.0 324 1.6 66.2 45.4 20.8 13.3 7.5
92 24.2 1.7 3.1 349 1.9 69.4 48.1 21.3 13.3 9.0
93 25.5 7.8 33 359 1.7 71.0 49.5 21.5 134 8.1
94 26.2 7.8 34 361 2.0 72.5 49.0 235 14.1 9.4
95 27.6 8.0 3.5 373 2.3 74.0 50.3 23.7 14.6 9.1
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Table 6: Population in different sectors in Vietham 1976-2005

(Source: Kisimoto,T)

In addition, despite the fact that Vietnam has made a significant progress in changing
economic structure in which the share of agricultural contribution in GDP has dramatically
decreased (figure 4), the employment contribution of the agricultural sector in the total
employment was still very high (54% in 2009-figure 5), and severely disproportionate to its
contribution in GDP in 2009. As the majority of labour force is still in the agricultural sector,
this indicates that the withdrawal of agricultural employment have been much slow in

comparison to the changes in the economic structure over the last two decades.
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Figure 4: Share of GDP by sector 1990-2009 (at 1994 price index)

(Source: gso.gov.vn)
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Figure 5: share of employment by sector 1990-2009

(Source: gso.gov.vn)

In industries sector, Vietnam’s strategy for its development is no different from other Asian
countries as it introduces capital and technology from developed countries for preliminary
scale of industrialization, uses those resources to make products, and reinvests the money
from selling those products to gradually build up high-level industries. Following that,
Vietnam economy has been experiencing a rapid structural transformation, which is
reflected in the shifting sectorial composition of employment from primary sector to
secondary and tertiary sectors (figure 5). The proportion of total GDP accounted for also
changed positively towards these two sectors from agriculture sectors (figure 4). As the
consequences, trade in manufactures as a share of total trade in Viet Nam has also

increased significantly as showed in figure 6, and it contributed enormously to GDP growth.
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Figure 6: Trends in manufactured trade as percentage of total trade for Vietnam,

East Asia and the World, 2000-2008

(Source: unido.org)

2000 2004 2005 2006 2007

Labor force (GSO 2007) 37.6m 41.6m 42.5m 43.3m 44.2m

By occupation in: Agriculture 55.6% 54.2%

Industry 18.9% 19.5%

Services 25.4% 25.5%

Labor force by sector: 100% 100% 100% 100% 100%

State 9.3% 9.9% 9.5% 9.2% 9%

Private 90.1% 88.6% 88.9% 89.2% 89.4%

Foreign companies 0.6% 1.5% 1.6% 1.6% 1.6%

Unemployed 09m 0.9m 1.1m 1.2m
Unemployment Rate 2.3 2.1/5.6 2.1/5.3

Table 7: Labour market data, Vietnam, 200-2007
(Source: microfinancegateway.org)

Possible reasons for these inefficient results of industrialisation in Vietnam, according to

Tran T (2010), are expanding of low employment elasticity of State Owned Enterprises and

foreign direct investment projects (table 7), limitation of the ability of private enterprises

due to distorted strategies and spreading out of adverse effects of industrialization on rural

workers.

4) Regulations and government initiatives in both countries:

According to the Bangladesh Institute of Development Studies, Bangladesh needs policy

implications such as substantial reduction on the prevailing over regulation and price

distortions in the economy, stop subsidizing malady firms and encouraging labour intensive
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industry (The Bangladesh Development Studies). Although it has a number of achievements
in term of reducing poverty, such as decline in poverty headcount index and rise in Gini
coefficient (Rahman,N), the result is still not strong enough to lift the poorest of the society.
Therefore the role of policies makers is influencing both quantity and quality of laws and it
should be aimed simultaneously to improve income distribution and growth performance in

favour of the poor.

According to recent studies, Viet Nam has elaborated around 80 development strategies,
master plans and plans for individual industries (Kim & Nguyen, 2011). Viet Nam hence does
not lack policies for industrial development, but rather lacks effective enforcement plans to
incorporate a harmonized approach. Like Bangladesh, Vietham’s economic reform has failed
to shift redundant workers away from agricultural sector since most of her new investments
have been allocated to capital intensive industries. Thus, policy adjustments are needed to
not just improve living standards for rural households, but to absorb more redundant

workers from agricultural sector as well.

Conclusion:

Poverty reduction can be achieved either through economic growth or an improvement in
income distribution, or both. By having industrialization and finance service aiming to the
poor like microcredit, this ultimate aim could be achieved by any country. Meanwhile
industrialization is a must for any developing countries to move forward to higher stage of
development, microcredit is a complementary approach being created on the purpose of

not leaving out agriculture sector during the process.

In order to gain highest advantages that microcredit could bring to the economy, policies
such as accommodation of small MFls, encouraging formal financial institutions to provide
microcredit and making sure that the provisions is always support the concept, are
recommended. If developing countries can move towards a truly enabling environment like
that, they will be able to build from a solid foundation and help their poorest citizens

become full participants in their growing economy, and ultimately alleviate poverty.
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Industrialization should also be considered to have similar enforcement. It will be associated
with a rise in poverty unless it is matched by a desired structural change in employment.
Displaced workers, as the result of inability to absorb redundant employment from primary
sector, can have a negative impact on poverty in terms of both absolute and relative
poverty. . Government policy in both countries will need to address the poor quality of
existing employment and insufficiency of labour demand, and it is crucial that the

development path allows for employment-intensive growth.

Lastly, the government policy is critical for generating a pattern of industrialization that
reduces poverty and unemployment. However, it is not simply the matter of designing
appropriate policy regimes and supporting institutional development, but it’s the matter of
politics. In fact, where the politics are not equal to the task it is, design and implement the
institutional arrangements will deliver pro-poor growth and social provision. Thus both
industrialization and microcredit canot run by themselves but always need monitory and

enforcement from the Governments.
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