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1. INTRODUCTION

The year 2008 has gone down in history as marking the official collapse of the short-lived US Treasury/Wall Street-driven model of neoliberal capitalism (also denoted as the ‘Washington Consensus’). This brings to an end an experiment that was pushed through from the early 1980s onwards by the US Treasury/World Bank/IMF nexus largely on behalf of the US government and Wall Street’s (now deceased) high-profile investment banks (see Gowan, 1999; Stiglitz, 2002; Krugman, 2005; Elliot and Atkinson, 2008). The principal reason for this strong policy preference was that it was a policy regime overwhelmingly of benefit to the US economy and to US elites, particularly the US financial sector elite that had positioned itself as the cornerstone of the US economy by the 1980s. More widely, as Chang (2002, 2007) convincingly argues (see also Amsden, 2007 and Reinart 2007), the neoliberal model was seen as vitally important in maintaining the economic power of the US and its main developed country allies in a potentially protectionist world. Neoliberalism would instead allow the developed countries the freedom to export their accumulated industrial, financial and other forms of expertise around the globe. At the same time, the developing countries were implored (and often threatened) to base their future development solely on the basis of the market mechanism and completely open borders to finance, trade and FDI. The neoliberal model became associated with the idea of the developed countries deliberately ‘kicking away the ladder’ – that is, barring the poor developing countries from basing their development on variations of the highly interventionist, protectionist, subsidised (i.e., infant industry) and largely state-coordinated techniques that both the well-established developed countries as well as the most dynamic developing countries (i.e., the original Asian ‘Tiger’ economies plus China, India and Vietnam) had earlier and extensively used to successfully develop and grow rich(er).

At any rate, many development economists did not believe the rhetoric that the Wall Street-neoliberal policy regime was primarily designed to benefit the poor countries that were adopting it. For one thing, since its introduction in the early 1970s under Structural Adjustment Programs (SAPs), neoliberal policies had pretty much destroyed the economic and social fabric of most developing countries (see Chossudovsky, 1997; MacEwan, 1999; Chang and Grabel, 2004; Amsden, 2007; Chang, 2007; Oyelaran-Oyeyinka and Rasiah, 2009). Economists with Latin American experience (for example, Taylor, 1994) were acutely aware of the huge damage inflicted upon weak economies thanks to the neoliberal policy regime. The introduction of neoliberalism into post-Communist Eastern Europe after 1990 then quite predictably precipitated an almost identical economic and social disaster (see Andor and Summers, 1998), including in previously quite advanced South East Europe (Bateman, 2001, 2004). Yet such was the extreme belief in neoliberalism that institutions coming to help in the region, such as the World Bank and EBRD, became quite immune to the ongoing economic and social pain. What mattered far more to them, in truth, was that Eastern European governments stood fast to the set of neoliberal ‘markers’ they had earlier been given to fulfil, such as ‘extent of privatisation completed’, ‘extent of price liberalisation’ and ‘extent of free labour market’.
 Fundamentalism triumphed over pragmatism. Worse, as Turner (2008) reports today, we now know that many of the trends in Eastern Europe that were trumpeted by such institutions as a sign of neoliberal policy success – new shopping centres, private house-building, consumer goods imports, etc - were actually just temporary bubbles inflated by spectacular amounts of foreign debt (approx $1.5 trillion) - debt that has now dried up and is being called in.  
Today, the global economy has changed to an extent unimaginable just three or so years ago. Indeed, just a few years after the apotheosis of neoliberalism in the early 2000s, notably encapsulated in the now embarrassing claims made for ‘the New Economy’ model (for example, see OECD, 2001), the neoliberal capitalist policy regime is now effectively dead.
 It is universally seen as directly responsible for the most serious (and still growing) global economic crisis since the Great Depression (which was itself, of course, a direct outcome of an almost identical extreme free market policy regime as the Wall Street-neoliberal policy regime [see Polanyi, 1944: Galbraith, 1955]). Thanks to the simultaneous popping of a number of bubbles in the US economy from 2007 onwards (i.e., housing, credit, investment, speculation, hedge fund), a ‘perfect storm’ of global economic problems was set in motion. The US economy itself is now effectively bankrupt. The huge US trade deficit and national debt are now manifestly unsustainable. Largely financed to date by the Chinese government’s purchase of (supposedly safe) US Treasury bonds and other assets, the most recent growth is being underpinned by simple money issue. The housing and stock market has been in free-fall for most of 2008, leading to massive cutbacks in consumer spending as personal wealth is destroyed. At the same time, the new US President Obama is leading the desperate struggle to rescue vast swathes of collapsing US industrial and financial assets, notably including the banks and the auto industry. Economic management strategies previously held in US mythology to be ‘quasi-Communist’ are now being deployed with alarming speed. The rapid introduction of Keynesian-inspired spending plans, government bail-outs and state ownership is an indication of the growing severity of the economic crisis. The palpable fear arose that the US economy might well collapse completely unless radical measures were taken, a fear famously captured in the words of past President George W Bush when he remarked that “…this sucker’s going down!”

In today’s globalised world, it was inevitable that the economic destruction begun in the USA on Wall Street would be followed by parallel episodes of economic and financial sector destruction in those countries that most closely followed the Wall Street-neoliberal policy model. First and foremost, this meant the UK. The US government’s closest ideological ally since the Reagan-Thatcher axis of the 1980s, the UK economy has dramatically declined since late 2007. The UK government has had to nationalise almost its entire banking system, raising public debt to levels last seen just after the Second World War. It has also had to begin bailing out large areas of the economy in order to stave off potentially massive job losses. Several previously high-performing ‘role model’ economies that, like the UK, also chose to closely follow Wall Street-neoliberal policies have already effectively collapsed (Iceland), are on the verge of collapse (Ireland) or have registered dramatic economic decline (Spain). The other major world economies much less enamoured with the Wall Street-neoliberal policy regime have also been plunged into a vicious economic downturn (Japan, Italy, France, Germany). After some delay, the fast developing and transition countries have now begun to feel the pain, with huge problems registered in Hungary, Ukraine, the Baltic states, Russia, China, South Korea and elsewhere. The least developed countries are also expected to decline substantially moving into 2009. 
The Croatian economy has not been able to escape the damage wrought by the neoliberal policy regime, either earlier in the 1990s and early 2000s, or today as the impact of Wall Street’s recent meltdown finally begins to arrive in the region. Notwithstanding some rather bizarre backtracking on the part of those previously fully enamoured of the neoliberal policy model, who have claimed that because neoliberal policy was not fully and completely implemented in Croatia it therefore cannot be blamed for any of the economic damage underway (for example, see Šonje and Vujčić, 2003), most agree that the neoliberal policy model stands four-square behind not just the economic problems in Croatia over the 2000s, but also the most recent Wall Street-precipitated tsunami of problems.
 Currently, there are few optimistic portents that suggest that Croatia will avoid a serious economic downturn. With a spectacularly large foreign debt, a sizeable budget deficit, rising unemployment, declining remittance payments, and many markets for Croatian goods in the EU now declining (including tourism), the stage is actually being set for significant economic pain in the years to come.  
Impact of the global financial crisis on microfinance

This paper looks at one policy area where, we argue, the flawed neoliberal policy regime has had an important negative impact, including in Croatia. The collapse of Wall Street has huge implications for the concept of microfinance. Microfinance is the provision of tiny loans (microloans) to the poor for use in opening or expanding some simple income-generating project, thereby to create employment or some additional income.
 The concept was popularised in Bangladesh in the 1970s thanks to the work of Professor Muhammad Yunus who established the now famous Grameen Bank. Yunus and the Grameen Bank received the Nobel Peace Prize in 2006 for their work. The international development community saw in the Grameen Bank model a way of inviting the poor to remedy their plight through micro-entrepreneurship (see Yunus, 2001). The international donor community was initially quite willing to invest in/subsidize microfinance because it seemed to be offering a way to deal with poverty that did not upset the economic and social arrangements (i.e., capitalism and elite control) that prevailed in most poor countries. 

Today, however, the microfinance model is under threat from virtually all quarters, including from Muhammad Yunus himself.
 Pressure has been growing for some time to undertake a major re-evaluation of the entire microfinance model as development policy. Several reasons account for this. A growing number of independent analysts now argue that the hugely optimistic narrative constructed around the microfinance model is actually quite dangerously flawed, if not, as Lont and Hospes (2004:3) contend, “in many respects a world of make-believe.”
 Many long-time high-profile advocates of the microfinance model have also begun to identify major drawbacks within the paradigm they helped create (see Dichter and Harper, 2007). Even Jonathan Morduch, the co-author of a major international textbook on the economics of microfinance and a very high-profile advocate for microfinance, has been forced to admit that, while economic theory suggests micro-finance has benefits, “[r]igorous evidence that shows it happening just doesn’t exist … The evidence is pretty dicey”.
 Finally, it is of some importance that a very recent (2009) World Bank flagship publication (‘Moving out of Poverty: Success from the bottom up’) has been allowed to publicly conclude as one of its principal findings that microcredit does not work.
  
Crucially, it is a major blow to the microfinance model to find that we are also seeing the dimming of the international development community’s nearly forty year love affair with the informal sector – the destination for the vast bulk of microfinance everywhere. It is now impossible to ignore the overwhelming evidence pointing to the fact that everywhere the globalisation-driven informalisation trajectory is associated with economic and social destruction (for example, see Breman and Das, 2000; UN Habitat, 2003; Davis, 2006: Seabrook, 2007; ILO, 2008, 2009a). It is precisely because of the many negative impacts associated with the growth of the informal sector, for example, that the ILO has argued against a policy of supporting informal sector microenterprises as a possible solution to the growing unemployment crisis in developing countries (see ILO, 2009b). Put bluntly, Hernando De Soto’s famous idea that expanding the ‘extra-legal’ sector would be the ultimate solution to poverty in developing countries (see De Soto, 1989) has been nothing short of a disaster for the poor. The immediate conundrum for the microfinance industry then is this: if the link between microfinance and the informal sector is now clearly breaking down, on the grounds that experience shows ‘informalization’ actually represents a deleterious economic and social trajectory for the poor, then there is really nowhere for MFIs to go in order to find the client numbers that will ensure their own survival. 

Most importantly, microfinance’s intimate association with the now collapsed Wall Street model of neoliberal capitalism will likely be its final undoing. This is because in the 1990s many of the flawed character traits that have ultimately destroyed Wall Street were deliberately extended into microfinance: namely, its core anti-social values, its short time horizons, its inherently risky operating methodologies (‘borrowing short to lend long’), its reflexive antipathy to all forms of even minimal regulation, its greed-based incentive structures, its asymmetric risk-reward profile (profits, subsidies and grants can be privatised while losses can be socialised), and its consistently bogus attempts at self-validation (‘we over-extended sub-prime loans because we were desperately concerned to help America’s homeless poor’).
 The key institutions that originally pushed this Wall Street-style ‘make-over’ were USAID, the World Bank and its IFC affiliate, the World Bank housed and multi-donor financed Consultative Group to Assist the Poor (CGAP), as well as some US-based international NGOs (notably Accion) and high-profile US-based University research and consulting units (e.g., the Harvard Institute for International Development, HIID). All of these institutions were ably assisted by many of the major private international financial institutions (banks and investment funds) keen to identify new opportunities for profitable investments. The end result of this movement was the ‘new wave’ microfinance model (Bateman, 2003), a model that its supporters widely claimed would revolutionize development policy as dramatically and positively as Wall Street was then supposedly revolutionizing the global economy (for example, see Robinson, 2001; Drake and Rhyne, 2002). However, the signs that Wall Street-style ‘new wave’ microfinance is beginning to collapse alongside its institutional role model are all around.
 The extreme reaction to the 2007 Compartamos IPO, and the subsequent schism within the microfinance industry that this event precipitated, is one obvious indication. Growing repayment problems everywhere, rising ‘drop-out’ rates and the proliferation of Wall Street-style moral-ethical transgressions everywhere (e.g. in India ‘hard selling’ microfinance to subsistence farmers with no hope of escaping rising indebtedness, with large numbers of client-farmers going on to commit suicide as a result – see Shiva, 2004) are important symptoms of impending collapse. 
2. The microfinance model in Croatia
Against this global background of extreme flux, how has microfinance fared in Croatia? This paper explores the evidence of microfinance impact in Croatia. Microfinance arrived in Croatia following the end of the Yugoslav civil war in 1995. Making use of significant international technical and financial support, three major microfinance programmes were established in the main conflict-affected regions, the objective being to facilitate quick poverty reduction and help underpin a ‘bottom-up’ economic and social recovery and integration process. A little later, newly privatised and largely foreign-owned commercial banks operating in Croatia massively jumped into the provision of simple household microloans. Rising from almost nothing in 1999, by 2006 the volume of household microloans in Croatia had begun to approach 35% of GDP, probably the highest level in all of Eastern Europe (Kraft, 2006). By the early 2000s, therefore, microfinance was pretty much available to all those in Croatia who might have a need to use it. 

With more than ten years of operation, it is now possible, and very timely as well, to reflect upon and identify the most important positive and negative impacts and trends associated with microfinance in Croatia. Unlike in neighbouring Bosnia and Herzegovina, the Croatian microfinance sector has to date been subject to very little serious reflection and formal assessment. Latterly, a few short studies of the microfinance sector and individual MFIs were undertaken (for example, see Tsilikounas and Klajić, 2004: Ohmann-Rowe, 2005). However, these studies all effectively start from an implicit assumption that by definition microfinance always produces a positive development impact, and so the point of departure is simply to explore important operational issues – for example, how to ensure an MFI’s sustainability, how to extend outreach, how to ensure ‘best practise’ management techniques are deployed, and so on. Such studies are in the main ‘preaching to the converted’ and are therefore of little value to those exploring the association, if there is one, between microfinance and sustainable economic and social development impact. Using some standard tools from local labour market analysis, Bateman and Sinković (2007, 2008) have more recently attempted to inject a greater degree of objectivity and realism into the study of microfinance impact in Croatia. This paper is essentially a summary of much of this previous work. 

The rest of the paper is structured as follows. We begin by providing a brief description of developments in the microfinance industry in Croatia. The main part of the paper reports on the results of a data collection exercise undertaken in 2007 involving the three MFIs currently operating in Croatia. We then turn to very briefly consider the role of household microloans in Croatia, the rise of which has been a major feature of financial sector development since the early 2000s. A conclusion summarises the main issues raised.

For a number of reasons, Croatia was one of the last of the countries in South East Europe after 1990 to welcome the microfinance paradigm, and even then it was only a hesitant acceptance. The main emphasis of post-independence economic policy was on moving towards membership of the EU, privatising the best of the large-scale socially-owned enterprises inherited from the former Yugoslavia, and upgrading the general infrastructure (especially road transport links) linked to the crucial tourism industry. The main developments in Croatia with regard to microfinance had to wait until the reconstruction and development of the country following the end of the Yugoslav Civil War in late 1995. The international development community was particularly interested to promote microfinance in the post-conflict zones (the so-called ‘Areas of Special State Concern’), believing that this would help to address the very serious issues of endemic poverty, high levels of unemployment, the collapse in social capital/solidarity and severe intra- and inter-community regional marginalisation. 

As the post-conflict reconstruction phase began to get underway in 1996, the international community proposed that microfinance had a role to play in the process. However, it was not easy to convince the Croatian government at the time that microfinance was the best way forward. In fact, the Croatian government in this period remained rather sceptical of the entire microfinance concept. In the light of its intimate association with poor and under-developed countries, such as Bangladesh and Bolivia, many government officials in Croatia were reluctant to sanction a local financial system that implied comparability with poor non-industrialised countries. As they saw it, Croatia as it developed within the former Yugoslavia had very successfully abandoned its pre-1940 state of relative under-development and emphasis upon small-scale informal enterprises. This development was largely thanks to a range of policies pretty much the opposite of microfinance: that is, an emphasis on large-scale coordinated investments, achieving scale and scope economies in the enterprise sector as quickly as possible, and a determined push to introduce new technologies right across the industrial sector (see Horvat, 2002). At the same time, government officials in Croatia after 1995 were also concerned not to repeat the recent traumatic experience they had had with the Savings and Loans Cooperatives (S&Ls). Historically the most well-established of the community-level financial institutions in Croatia, in recent times (i.e., post-Yugoslavia) it became apparent that many of the S&Ls had been captured by local business interests and turned into nothing more than money laundering, loan sharking and other equally unwholesome operations. Supporting microfinance might just be giving such shady business interests another opportunity to manipulate and exploit poor individuals and distressed local communities, as well as profit from public/donor funding streams.

Notwithstanding such reservations, following the end of the civil war the microfinance concept was immediately introduced into Croatia. In spite of the views of the Croatian government, key members of the international development community nevertheless felt that Croatia needed microfinance - and they were determined to bring this situation about. By far the most important institution pushing for microfinance was the World Bank. Although not directly involved in any microfinance programmes, unlike in neighbouring Bosnia, the World Bank undertook to use its conditionality veto to ensure that microfinance would come to Croatia (Bogdanić, 2002). Other supporters of the microfinance model included the EBRD, USAID and UNDP. A raft of local microfinance activists was also identified to work with the World Bank and other institutions in order to ‘independently’ lobby to have microfinance embedded within Croatian government law and practise (Bogdanić and Schmitz, 2006). As elsewhere in the transition and developing countries (Bateman, 2003), the main international development agencies and microfinance support bodies working in Croatia all insisted that the ‘new wave’ microfinance model had to be the operational template to use. 

A total of three MFIs were established with financial assistance from the international donor community. The US government provided the bulk of the financial support used to establish the three MFIs, mainly through its USAID arm. Technical advice was provided by a number of the international microfinance advisory bodies under contract either to USAID or to the international NGOs involved in managing the project overall. The first MFI established after the war was MikroPlus. Effectively operating from 1996 onwards, it was initially part of the activities of Catholic Relief Services (CRS), which was then providing a number of forms of humanitarian aid in Croatia. MikroPlus received an initial financial donation from USAID of around $750,000 to capitalise its micro-lending activities. NOA was the second MFI in Croatia, established in 1996 as a Savings and Loan Cooperative (S&L) thanks to a $US3mn donation from USAID. It began working in the war-affected eastern region of Croatia around Osijek. NOA’s initial TA was provided by one of the world’s most recognised microfinance support institutions, Opportunity International, which was then becoming heavily involved in helping establish and advising MFIs right across Eastern Europe. Finally, DEMOS was founded in July 1999 by the International Catholic Migration Commission (ICMC) and, like NOA, it was registered as an S&L. Technical support was provided to DEMOS by the US-based Mercy Corps. DEMOS initially received a donation of $585,000 from the United States Bureau of Population, Migration and Returnees (BPRM), followed in 2001 by a further $682,000 donation from USAID’s Economic and Community Revitalisation Activity programme (ECRA). Initially based in the town of Karlovac a couple of years later it opened a branch office in the heavily destroyed Western Slavonia region.  

At least partly because of the Croatian government’s resistance to its proliferation, the microfinance sector in Croatia has effectively remained confined to the three above MFIs. All three MFIs have attempted to expand. However, as Bogdanić (2002) shows, this has not really been possible in the face of such resistance. For example, a cap on interest rates introduced in 2001 forced the MFIs to respond by introducing ‘membership fees’, in this way maintaining what the MFIs felt to be an adequate margin on each microloan. The most important recent change in government legislation now stipulates that the MFIs must abandon their original legal status as Savings and Loans institutions, and either downscale into a traditional credit union, or else upscale into a full-blown private savings bank (or they can opt to close down). Brought forward following new banking regulations in Croatia related to deposit safety, capital adequacy and other security issues, this new stipulation will fundamentally overhaul the Croatian microfinance sector. The MFIs themselves, their financial supporters and others in the development community are thus right now making decisions that will determine the future shape and direction of Croatia’s microfinance sector. It is perhaps an appropriate juncture, therefore, at which to explore a little further the sustainable development impact of microfinance in Croatia to date. 

3. Assessing the impact of the three MFIs in Croatia

Data collection took place in Croatia in 2007 using two simple research methodologies. First, a semi-structured questionnaire was designed to provide background data on the history, operations and strategy of all three MFIs. Following receipt of the completed questionnaire, a follow up face-to-face meeting was arranged with the Director of each MFI in order to complete the questionnaire (both unanswered questions and unclear responses), to explore certain answers in more depth, and to gain a more nuanced qualitative feel to the goals and aspirations of the MFI in question. All three face-to-face meetings lasted more than two hours, with the interview notes circulated as requested to two of the MFIs in order to ensure complete accuracy. Second, a sample survey instrument was developed for use with a number of MFI clients involving six areas of basic enquiry. Perhaps because they had a history of working with evaluation teams in order to explore issues of impact (for example, see Copestake, Greely, Johnson, Kabeer and Simanowitz, 2005), DEMOS was persuaded to cooperate on this aspect, while the other two MFIs refused, citing commercial confidentiality. However, DEMOS would only provide a list of current clients upon which a sample survey could be designed: they were not willing to divulge any contact information relating to previous clients. From this very narrow list, then, a random sample of clients to be approached was identified. After negotiating (a surprising) number of wrong and disconnected contact telephone numbers, alongside the usual refusals to cooperate, a 30-40 minute telephone interview was successfully arranged with 30 DEMOS clients. In around 10 cases, when the initial information received was unclear or suggestive of something important we had to explore further, a follow-up telephone call was undertaken at a later date. 

We are aware that the traditional ‘impact-evaluation’ methodologies used within the microfinance industry have been subject to serious criticism of late, notably by Ellerman (2007). In particular, the use of a simple ‘client versus non-client’ methodology either fails to pick up, or else distorts, a whole variety of possible impacts. Interestingly, as Ellerman (ibid, 158-9) points out, most of the impacts such methodologies fail to register are likely to be negative impacts or important opportunity costs that challenge the fundamental basis for microfinance (i.e., would an alternative project using the same resources have done better at quickly reducing poverty?). Partly to avoid some of these problems, our approach to assessing impact is derived from standard local labour market analysis. We therefore set out explore a number of wider impact factors than those typically explored by the microfinance industry. The brief reflections that follow are necessarily limited due to data and space constraints, but we nevertheless feel that they illustrate what we believe to be the core factors that have helped shape microfinance impact through these three MFIs to date. 

3.1. Exit or failure rates

Client exit (defined as the closure of the business activity originally financed by any microloan, in contradistinction to mere exit from the microfinance program) is an obviously important downside to microfinance and microenterprise development (see Storey, 1994). It contains the potential not just to wipe out the income stream and financial resources accumulated during the life of the microenterprise, but also the owners’ initial investment, family assets, guarantees, reputation and social networks. These negative aspects were, for example, key downsides with regard to the UK’s unemployment-push self-employment ‘boom’ in the 1980s (Blanchflower and Freeman, 1993), including with regard to the Enterprise Allowance Scheme (EAS), a quasi-microfinance experiment that ran for some years in the early 1980s (Bendick and Egan, 1987). Further debts are typically incurred in attempting to ‘save’ a failing microenterprise, a factor often seen in the growing numbers of multiple microloans held by poor people across the developing countries. The crucial end result is, therefore, that the individual failing in an attempt to establish a viable microenterprise – probably the majority (Storey, 1994) - is very often left even deeper in debt and poverty than before the microloan was obtained. It is therefore of critical importance in terms of public policy evaluation to assess whether the gains made by the winners/survivors exceed the losses incurred by the losers/exits (Mishan, 1981). If, for example, the gains made by the (often highly publicised) winners/survivors are actually swamped by the losses incurred by the losers/exits, then microfinance is clearly making the economic situation worse. 

However, even though it can have potentially huge consequences for the individual concerned, the issue of exit is almost never factored into the assessment of microfinance impact. We say this because we have been unable to find any meaningful examples of an impact assessment factoring in clients standing after several years and which includes a facility for exploring the long-term results of exit.
 The issue of ‘survivor bias’ – when those units that survive are evaluated simply because they ‘exist’, but those units that do not exist (because they have failed/exited) are simply left out of the analysis – is well known and is routinely factored into other areas of economics (e.g., industrial policy); but it is entirely absent in microfinance. This omission raises many serious problems of likely bias in impact evaluations of microfinance. 

To include an understanding of the possible impact of exit, we first need to obtain some idea about microenterprise failure rates. As noted above, the issue of microenterprise (client) failure proved to be a very sensitive area indeed for Croatia’s three MFIs, particularly with regard to DEMOS and MikroPlus. It was very clear that the MFIs felt significant microenterprise failures would reflect badly on their operations and profile, which might in turn curtail the possibility of important future external funding from the international donor community. At any rate, it turned out that there was little existing data indicating the extent of client failures since both MFIs had been established in the late 1990s. Compiling such data was both too time-consuming and expensive to collect and maintain, and, pointedly, it was also considered of no particular use to them: what mattered was repayment. Nonetheless, all three MFIs were very wary of allowing the research team to explore the issue on their behalf by passing on contact details of both current and previous clients. 

Notwithstanding, with its small number of larger clients, NOA was the most open about client exit/failure. It reported that of the 350 new microenterprises it had financially supported since 1996, ‘probably around 300 were still in business today’ (‘today’ being May 2007). If true, this would appear to be a reasonably good track record compared with, for example, EU SME development programmes (see Storey, 1994). However, on further exploring the actual size of the typical clients supported by NOA it transpired that nearly all were, in fact, SMEs rather than microenterprises. The obvious conclusion was that NOA has actually been operating more or less since it inception as a small business fund, rather than as a typical MFI. When this issue was raised with NOA itself, the explanation was that the original donor behind NOA  - USAID - had insisted on NOA supporting larger projects having, as they saw it, ‘the potential for much greater impact’ (see also the discussion below). 

Eventually, DEMOS was persuaded to release to the research team its current client contact list. This at least allowed for the sample of 30 current clients to be compiled. Of the 30 DEMOS clients comprising the sample survey, we found 10 were using their funds simply for consumption goods purchase. Of the other 20 clients, the microloan was used to purchase an additional cow, and in some cases, two cows. Crucially, the interviews revealed that half (50%) of this group had ‘failed’ in the sense that they were now being forced into selling off the additional cow(s) bought with their microcredit. This reversal was necessary because the client could not earn sufficient revenue to cover the costs, still less realise a surplus. It also transpired that many of these failed clients were also left with additional debts, lost long-held assets and had encountered other problems. It was therefore clear that the overall situation of these individuals was now appreciably worse than before they decided to access their first microloan. In the case of the other 10 DEMOS clients involved in the dairy sector, they reported that they were able to keep the cow(s) purchased with the microloan, but they added that they were just about surviving. Crucially, they were ‘only just about surviving’ because, on DEMOS’s advice, after purchasing their additional cow(s) they had immediately been able to enter into the Croatian government’s dairy subsidy programme. Pointedly, all but two of the 20 DEMOS clients in this group reported that they had only been able to survive and repay their microloan (with half eventually ‘failing’, as just noted), because they enjoyed the government subsidy. 

We therefore found a 50% failure rate over the previous two years of this one particular stream of clients in the dairy sector. Since we know that microenterprise failure typically rises considerably with time, this suggests that the failure rate in the longer term may be considerably higher. Moreover, with the subsidy element clearly an important part of the reason why some dairy sector clients ‘survived’, without this unorthodox non-market support for market-driven microfinance we might expect that the failure rate would have been higher over the two year period than the simple 50% estimate we came to.

We can now move on to the issue of determining what impact this high failure rate might have had upon clients with regard to their poverty profile. Overall, we found very strong indications from the telephone survey that ‘failure’ was very much associated with a descent into even deeper poverty status than before the microloan was accessed. As is typically the case with microfinance, several of the respondents described how the microloan they obtained was not the only form of investment they had vectored into their new microenterprise: also important were some additional personal savings, other loans, loans from friends, physical assets and land. If not only the microloan is lost as a result of failure, but all or part of this wider bundle of assets too, then it is not difficult to see how the poverty status of the client would be significantly and permanently deteriorated. Indeed, of the ten ‘failures’ on our revised definition, more than half remarked upon the difficulty involved in not just having to repay the microloan, but also upon the difficulties caused by other assets that were lost or would now be wasted. For example, the purchase of an additional cow also required an investment in simple equipment, transport, improved or expanded accommodation, fodder purchased in advance, and so on. The market value of such now redundant assets was very limited. One should not forget also the opportunity costs involved here. Given the time and hassle involved in expanding ones previously subsistence farm in order to approach the market, but then having to retrench when it became quickly obvious that the market was not accommodating, represented an enormous effort that could have been directed towards other activities. Another form of asset that we found to be important, and its loss lamented in several cases, was the bundle of intangible assets people had accumulated over the years, such as local reputation, social position, trust and social contacts or connections.  

Albeit with a very small sample, we found evidence to suggest that microenterprise failure was routine and, much more importantly, it was quite closely associated with being propelled into even deeper poverty. Unlike in the developed economies, where business failure can often be quickly remedied by starting a new business, and real poverty avoided thanks to the social safety net and personal savings, this ‘recovery’ scenario appears to be a relatively weak factor with regard to the poorest and most marginalised regions of post-war Croatia. 

3.2. Displacement

One explanation for the high microenterprise failure rates across the developed, developing and transition countries focuses not on the new microenterprise entrants, but on incumbent (non-client) microenterprises instead. ‘Displacement effects’ are present whenever the entry of any new business displaces from the local market incumbent enterprises operating in the same sector or locality. Sometimes the impact can be very large indeed. For example, the UK’s 1980s quasi-microfinance scheme, the Enterprise Allowance Scheme (EAS), was almost totally dominated by the very high rates of displacement, which meant that very few net additional jobs were created (see Hasluck, 1990). New jobs and income created in the new entrants is thus counter-balanced by the jobs and incomes lost in incumbent enterprises that are forced to either collapse or contract. Importantly, unlike in the case of SMEs where displacement is geographically registered more widely (and so not felt as much locally), and where productivity-gains might generate some additional demand or consumer welfare through price effects, this is not generally the case with regard to microenterprises.
 Instead, because microenterprises typically depend almost entirely upon finite local demand for the very simple non-tradable outputs they produce, new microenterprise entrants very directly take market share from incumbent local microenterprises. Gradually declining prices are one obvious result. In addition, incumbent microenterprises are also affected by lower volumes, which raise unit costs and so produce lower returns from this direction. 

Thanks to such displacement effects, a microfinance-based policy of job generation and income support operating under conditions of local market ‘saturation’ therefore might achieve no positive impact whatsoever: it might even make matters considerably worse by helping to actually reduce average incomes right across the microenterprise sector (for example, see Davis, 2006). The most recent confirmation that this is a real problem in developing and transition countries comes from the ILO. As noted above, the ILO has strongly warned that the simple microfinance-induced expansion of the informal sector in developing and transition economies cannot be seen as a solution to the current financial crisis, since, “As was the case in previous crises, this could generate substantial downward pressure on informal-economy wages, which before the current crisis were already declining” (ILO, 2009a, page 8 - see also the broad discussion in ILO, 2009b). Standard local labour market analysis therefore dictates that we must attempt to assess the net extent of displacement on employment and incomes, and factor the results into the overall evaluation of an MFIs real sustainable impact. 

In general, we found that displacement was indeed an outcome of the operations of the MFI sector in Croatia. This downside to the microfinance model was most graphically illustrated by the local market dynamics we uncovered in the dairy sector in the Karlovac region. With very small-scale dairy farming the previous or prevailing livelihood of many of the very poorest and most vulnerable individuals targeted for support in the Karlovac region, this was an obvious area for the MFI sector to engage with. However, the subsequent wave of microfinance-induced new dairy sector entrants, and consequent increase in local supply of raw milk, very quickly brought about locally declining prices for raw milk. This lower price affected many of the clients. For example, the ongoing microfinance-induced declining price of raw milk was one of the reasons why several of the earlier DEMOS clients had reluctantly ceased working for the market: the price was falling to below the break-even point, and so they exited. Even with the Croatian government’s subsidies, it was simply not possible to survive in such an over-crowded low price environment. This fact also strongly suggests that incumbent dairy farmers in the locality were also being affected by the lower price of raw milk. Unfortunately, the 2007 survey did not contain any facility to examine this group, but future surveys plan to do this.

The problems facing dairy farmers in the region were then compounded by the actions of the two major regional milk processors. Initially incorporated into the local supply chain because of the mediating efforts of DEMOS, many new entrants later found themselves being extruded from the local supply chain. With so many new suppliers beginning to operate, at least partly thanks to DEMOS, the two milk processors found themselves in a strong market position.
 They were thus able to ‘cherry-pick’ their local suppliers much more carefully than before, and thereby cut the transport and other costs associated with the very smallest suppliers. Gradually the local supply chain involved only those local suppliers able to meet high delivery volumes, with the minimum threshold rising from 75 litres to 100 litres per day in 2006, eventually rising to 200 litres by the end of 2007. The problem here was that as by far the smallest of the local producers, this effectively meant that the majority of DEMOS clients were the ones chosen to be later edged out of the local supply chain. Of the ten interviewees reporting that they had ‘failed’ in their activity, their failure/exit was put down to either (a) that they had later on found themselves cut out of the local supply chain, or (b) that they felt in real danger of being cut out of the local dairy supply chain in the near future, and so took pre-emptive action by selling off the additional cow(s) bought with the microcredit. Thus, DEMOS clients were clearly both displacing incumbent dairy units, but many of them were, after a lag, also displaced themselves. However, the lower raw milk price also precipitated the exit of many non-client incumbent producers from the local supply chain. That is, they were ‘displaced’ directly because of the microfinance program. 

We also found evidence of another form of displacement that likely undermines the development impact of microfinance. With external support from the international community coming to an end, and because of the generally low margins on its microloans, continuing ‘drop-outs’ and increasing difficulty to find clients, both DEMOS and MikroFin have been under threat for some time. As a result of its increasingly shaky financial situation, in 2003 DEMOS took the radical decision to try to generate a profit by entering into the highly profitable consumption lending field. Starting from more or less nothing in 2003, by 2004 more than 50% of DEMOS’s microloans were straight-forward consumption loans. This decision was made even though there was no perceivable shortage of consumption loans in the Karlovac region. In fact, the city of Karlovac was well-served by at least three other exclusively consumption lending-based local financial institutions (savings and loan cooperatives), of which at least one (Duga) was located no more than 30 metres from the DEMOS main office. Moreover, it was also known that the supply of good quality clients in the region was actually drying up and so existing consumption-lending institutions were having some problems remaining in operation. DEMOS’s move into this sector thus not only considerably diluted its original ‘local development’ mandate, it also very likely produced some negative displacement effects with regard to the other small consumption lending organisations trying to survive in the region.
 The mere fact of an MFIs’s ‘survival’ does not equate to there being a positive impact, especially if ‘survival’ has been secured, as appears to be the case with DEMOS, by effectively abandoning the core objectives it was originally set up to pursue. Mere ‘survival’ cannot be an objective. Overall, therefore, we find it likely that ‘displacement’ in the financial sector has also probably generated an overall adverse impact within the locality.

3.3. Deadweight issues

Deadweight effects arise when an event is undertaken regardless of the stimulus provided by an outside body. In the current context, this means that a microenterprise is either created or expanded regardless of the fact that a microloan is obtained. The importance of this point is related to the opportunity cost. In general, if funds are channelled into projects which would anyway have gone ahead, then there is no important ‘additionality’ effect here: and vice versa.

In the case of NOA, it was very much a case that the projects supported would have gone ahead anyway in the absence of the microloan, so ‘additionality’ impacts were minimal. In fact, NOA was quite explicit about this, freely reporting that their current and future growth strategy was increasingly based on taking a small financial position in much larger projects, rather than providing 100% of funding for smaller microenterprise and SME projects. This strategy was arrived at in order to minimise risk and to allow NOA to benefit from the proceeds of scale economies – that is, larger projects achieving optimum scale and having adequate capitalisation are more likely to succeed, and also produce higher profits, than those struggling to reach scale and acquire sufficient capital right from the start. One recent project given as an example by NOA involved them taking 10% share of the total loan amount required. However, a 10% stake in a larger project may well be a risk-free and financially advantageous move from the point of view of the MFI, but this confers little if any additional development impact generated within the community. To the extent that subsidiary financing becomes a main operational feature of NOA, its developmental value within the community is reduced significantly and deadweight diseconomies come into play. 

In the case of DEMOS and MikroPlus, however, the situation was quite different, and deadweight effects were not in evidence. In the case of DEMOS, the telephone survey indicated very clearly that the large majority of clients found the microloan to be one of the key factors in them going ahead and establishing their microenterprise. Three interviewees specifically mentioned that the two MFIs were willing to accept guarantees that the commercial banks or anyone else would not accept (such as the use of personal guarantors), so that the MFI was the only source of formal microcredit in practise. Poor individuals in the post-war regions were to an extent credit constrained, so the microloans provided were generally decisive in allowing a microenterprise project to go ahead.  

 3.4. Scale 

In all enterprise sectors there exists a minimum efficient scale of production, which is the level of production below which, for a variety of reasons (required technology, economies of scale and so on), it is very difficult indeed to become competitive at both the enterprise and sectoral levels. It is well known in economic theory that economic development, and thus also sustainable poverty reduction, is very much facilitated by an industrial or agricultural enterprise being able to reap economies of scale, thereby to allow for to enjoy lower unit costs, higher margins, and the chance to maximise the investible surplus (for example, see Thirlwall, 1989). Governments increasingly recognise the importance of scale economies too, and an important aspect of economic success in some countries, notably in East Asia since the 1970s (see Wade, 1990; Chang, 1993) has been the way that government policy has been able to encourage enterprises of all sizes to quickly achieve economies of scale. 

Symptomatic of the sort of scale-related problems associated with microfinance that began to emerge in Croatia is the experience of one programme supporting refugees and displaced persons in Croatia’s borderlands of Western Slavonia and Knin County. A major post-project evaluation (see W.M. Global Partners, 2003) found that the microloans and grants disbursed as ‘start-up’ packages generated almost no sustainable development impact whatsoever, precisely because none of the recipients could use this financial support to establish any sort of a sustainable microenterprise. The crux of the problem was that individual recipients were able to undertake only very simple, but largely unsustainable, activities commensurate with the tiny sums of money allocated to them. And in farming communities this just ‘..committed the village to remaining at a level of subsistence and denied the opportunity of building a farming community with complementarity between the farming activities’ (ibid: 45). The evaluation concluded that the microloans were simply ‘..too small, with too short repayment periods, and thus inadequate for longer term investment in farm businesses and buildings’ (ibid: 46). This adverse outcome thus compounded the many problems already readily apparent in the agricultural sector thanks to the very limited scale of most agricultural units.

In Croatia one of the most important sectors around which recovery could take place was the dairy sector. With a long history in this sector, plenty of good quality pasture land and solid local demand for processed milk products in Croatia, the recovery of the dairy sector became an obvious development and rural poverty reduction priority for the Croatian government. It was also clear to agricultural specialists what had to be done to facilitate the process. A major analysis of the dairy sector (see Agropolicy, 2005) concluded that, 

‘..as far as the economics and development of milk production are concerned, Croatia lags far behind the EU Member States. Most Croatian milk is produced on family farms and that production is expensive and insufficient to meet the needs of the dairy industry. There are a large number of small farms (2.8 cows per farm on average) with poor production capacities, 10,000 of the farms producing only 6,000 litres each per year (23). 

As Agripolicy (2005: 5) saw it, the crucial task for the Croatian government was to try to ensure that, ‘The farms which are not market oriented (presently almost half of the all milk farms) (..) disappear while bigger farms with modern technology (..) develop’. Bearing in mind the need to coordinate policy across all agricultural sectors, the Croatian government was also implored to ensure that, ‘Agricultural policy initiatives should encourage only those programmes which will ensure the long term survival of this sector in a competitive market and/or those programmes which ensure some desirable social benefits’. The core recommendation provided by Agripolicy, as well as by many other specialised studies analysing the dairy industry, was above all for the country’s scarce financial and technical resources to be used to rationalise the sector principally on the basis of scale. In other words, for a healthy dairy sector to emerge in Croatia and for scarce financial and other resources to be used effectively, the smallest dairy producers should be encouraged to quickly exit the market.

With this important background in mind, we need to reflect on the fact that the overwhelming majority of both DEMOS and MikroPlus dairy sector clients were established well below the required minimum efficient scale. Rather than working with what many agricultural specialists consider to be the minimum efficient herd size of around 10-15 head of cattle, most of the MFI clients provided with microfinance still operated with no more than 3-5 head of cattle. In practise, the farmers supported with microfinance were all attempting to move from subsistence farming into semi-commercial farming operations. However, the futility of attempting such a potentially important move with the help of microfinance was quickly exposed in practise, as we noted above. Most farmers quickly found themselves in real difficulty because they were simply too small, and so unit costs were relatively high. Predictably, as we noted above, the two regional processors began to extrude the smallest dairy units from their supply chains. Furthermore, we need to reiterate the fact that almost all DEMOS clients managing to survive as dairy farmers, were actually doing so because they had been encouraged by DEMOS to tap into the Croatian government’s agricultural subsidy scheme. Without this support nearly all the farmers interviewed felt that they would have not have been able to survive at all. In other words, the initial lack of scale was being compensated for by government subsidies. All told, the microfinance-induced expansion of the dairy sector we have reported on significantly frustrates the Croatian government’s development objectives. So, not only did microfinance absorb a significant amount of financial resources simply to support ‘here today but gone tomorrow’ dairy units, it ended up creating a significant new strategic hurdle for the Croatian government to overcome in its attempt to restructure the dairy sector into the most efficient configuration possible. 

In contrast to the approach of both DEMOS and MikroPlus, as we noted above, NOA started its own micro-lending activities very much with an idea to avoid scale diseconomies in its client base. NOA’s main technical assistance provider in its early years – Opportunity International – had initially proposed that NOA provide microloans up to a maximum value of $3,500. However, USAID was the other main supporter of NOA and the source of its starting capital (a $3mn donation), and they had a different idea. USAID advised NOA to provide microloans up to $10,000 on the basis, apparently, that ‘nothing much below this will have any impact’. Accordingly, NOA emerged with a quite different approach to both DEMOS and MikroPlus, in that right from the start it was veering towards becoming a small business bank rather than a straight-forward commercial microfinance provider. 

3.5. Economic structure

We know from at least as far back as Alfred Marshall that sustainable economic development is preceded by the establishment of a particular local economic structure characterised by the presence of large numbers of dynamic small and medium enterprises all attempting to develop and use the latest technologies, build a skilled workforce, reinvest as much as possible, and work together with each other (clusters, networks) as well as with large firms (sub-contracting) (see Pyke and Sengenberger, 1991). Many developing countries have attempted to create such an important enterprise foundation since 1945, with some spectacular successes, notably in East Asia (Wade, 1990). An emerging trend in many developing and transition countries today, however, is the effective dismantling of the required foundation for sustainable economic development, especially in relation to the progressive infantilisation and informalisation of the enterprise sector (for example, see Amsden, 1994). We must therefore also attempt to assess microfinance impacts in Croatia in terms of whether or not the country is being helped to move towards an ultimately more sustainable economic and social structure. 

Everywhere across South East Europe as the post-communist transition began in the early 1990s, the first MFIs into the field were almost completely taken up with supporting petty shuttle-trading microenterprises, simple retail operations (street trading and kiosks) and simple services-based entities (see Bateman, 2003). Clients in this market segment were (at least initially) very much associated with the generation of high and quick financial returns, so the MFIs naturally gravitated towards them and helped to extend their operations considerably. However, the consolidation and extension of such a primitive economic structure carries with it significant drawbacks for any country wishing to survive and prosper in today’s global economic framework. It is a development trajectory that not only undermines the establishment of the best possible economic foundation for growth and development, it also promotes import dependency in many cases. Moreover, as the market developed, and as some large-scale retail and other developments came on stream, most of the new microenterprises were quickly forced to exit. 

In Croatia, for example, initially both DEMOS and MikroPlus quickly moved into supporting the establishment and expansion of the small-scale retail sector. However, quite predictably, very many of these first clients were then caught up in the inevitable ‘shake-out’ of the retail sector associated with the quick recovery of local supermarket chains (Konzum) and the entry of new hyper-markets (Metro, Getro), including many foreign-owned units (Mercator, Bauhaus). Accordingly, by 2002 the share of small shops in retail trade had fallen from around 70% of the market to 45%. In 2002 alone, more than 4,500 small shops were forced to close (Reardon, Vrabec, Karakas and Fritsch, 2003), very many of which were the earliest clients of the MFIs. 

The client base of both DEMOS and MikroPlus has, of course, changed over time to recognise these downside developments as well as to include other perhaps more sustainable microenterprises operating in other sectors. But it is still clear that they both still work with only the very simplest of microenterprises. Notwithstanding the immediate poverty reduction benefits (if there are any) it is the case that such a local microenterprise structure is a manifestly unsustainable basis for future growth and development, and thus also poverty reduction. Another worrying factor here is that with DEMOS hoping to convert itself into a savings bank, the probability is that local infantilisation trends will be intensified to the extent that DEMOS is successful in recycling local savings back into the no-growth informal microenterprise sector. As Beck, Büyükkarabacak, Rioja and Valev (2008) report across 46 countries, such a dynamic is a much less efficient use of financial resources. 

Our work also pointed to similar problems in the agricultural sector. NOA is something different from both DEMOS and MikroPlus here, in that it appears to specifically target microenterprises and small enterprises with at least some growth potential. This seems to be helping to build a cluster of microenterprises and small enterprises with a reasonable chance of becoming a platform for future sustainable growth. 

3.6. Social capital 

Microfinance is often said to promote social capital. However, in a number of ways microfinance also destroys social capital in the local community. For example, promoting and legitimising the informal sector typically undermines social capital accumulation through the increased toleration for illegal activities, lack of tax paying culture, refusal to abide by regulations regarding health and safety, and so on. A more recent form of social capital destruction is associated with the ‘hi-jacking’ of an MFI by its employees and close supporters, and its effective conversion into a vehicle primarily catering for their personal financial enrichment. In many cases, ownership of the institution is legally transferred at an extremely favourable price to a group of the employees/managers in an unethical wealth-generating process Harvey (2000) has termed ‘accumulation by dispossession’.
 The case of Compartamos in Mexico graphically shows the extent to which a determined group of insiders can effectively ‘dispossess’ a poor local constituency of an initial institutional endowment. It is also a truism to say that separating an institution from its original constituency of poor and marginalised people will lead to a loss of trust, goodwill, reciprocity and voluntary action (for example, see Putnam, 1993), and the case of microfinance provides many such examples (see Bateman, 2003, 2008). Social capital is also egregiously destroyed whenever external financial investors are introduced into an MFI, and as a result begin to encourage it to adopt a much more aggressive commercial approach within the local community in order to maximise profits and, ultimately, their final dividends. 

In Croatia, we found that two of the MFIs - DEMOS and MikroPlus - are strongly associated with the proliferation of informal sector microenterprises, particularly in agriculture. Our survey results therefore pretty much agree with the estimate provided by Ohmann-Rowe (2005) that approximately 90% of the agricultural clients of the MFIs operating in Croatia are not registered. The implications for social capital accumulations of such ‘creeping informalisation’ within the agricultural community have been largely negative, including very restricted local government-farmer trust and communication, a minimal local tax base and weak commercialisation of farms (for example, see IMC Consulting, 2004). 

However, we suspect that the largest negative impact on social capital in Croatia will arise because of the ongoing commercialisation pressures affecting the three MFIs. For example, many of the 30 DEMOS clients interviewed complained about being confused because the real interest rate turned out to be considerably above what they had been lead to believe it would be when the loan was accessed.
 Another confusion for clients was the size and purpose of the ‘one-off’ membership fee which they had to pay in order to obtain a loan (600 Kuna or around €100). Many in the telephone interviews found it disturbing that the MFIs were increasingly ‘becoming like businesses’ by charging unclear up-front fees and monthly membership subscriptions on top of providing loans at what they considered to be high interest rates. 
Perhaps the most far reaching development of all with regard to social capital, however, is the MFIs’ ongoing conversion into formal financial institutions. For example, NOA’s planned transition to a commercial savings bank will endow its initial employees and some key clients as shareholders who will then effectively personally ‘inherit’ the original $3mn donation given to the wider community. Given that this move has created some confusion and even some resistance from others in the local community, NOA clearly risks losing some of its accumulated trust and goodwill in the local community. DEMOS are in the same position. And even though MikroPlus’s less favourable overall financial position has meant it has been forced to consider avoiding closure by becoming a credit union, and so it has opted for a narrow constituency within which to work,
 this strongly shows that it is now the financial survival ‘cart’ that determines what service is provided to the community ‘horse’. 

By first engaging with poor communities in Croatia under the watchful eye of the donors, and then effectively abandoning their primary concerns in favour of internal considerations, it was predictable that Croatia’s MFIs would be increasingly being looked upon with increasing cynicism, mistrust and suspicion. That is, the MFIs in Croatia are now effectively eating away at the accumulations of social capital they constructed from the time when they were first established to unselfishly support the local community recover from conflict.
4. Microfinance supplied through the commercial banks

A second significant area where microfinance began to emerge in Croatia was in the early 2000s through the activities of newly privatised commercial banks, most of which were bought up by foreign banking groups based in Italy and Austria. As profit-seeking entities, these new commercial banks naturally sought out business areas expected to register high and riskless returns. They found what they were looking for in microfinance, officially termed ‘household microloans’. As Kraft (2006) reports, rising from almost nothing in 2000, by 2006 the volume of household microloans in Croatia had begun to approach 35% of GDP, probably the highest level in all of Eastern Europe (see also the discussion in Turner, 2006). The key potential problem we want to highlight here is an opportunity cost one: if the commercial banks are recycling scarce local savings into household microloans, and therefore not into productive loans involving SMEs or larger companies in potential growth markets, this might represent a very deleterious financial sector trajectory for Croatia. We certainly need to reflect upon the fact that recent World Bank research covering 46 countries shows that in all 46 countries household micro-lending imparts significantly less impact on growth compared to enterprise lending (see Beck, Büyükkarabacak, Rioja and Valev, 2008).
Figure 1 shows the growth and structure of the loan portfolio of the Croatian banking sector since 1999. The two most important categories are firm loans and household loans, both of which have grown substantially since the late 1990s. 
Figure 1. Loan portfolio for Republic of Croatia (in billion kn)
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Source: HNB, 2009. 

In terms of ‘firm loans’, it is important to note that this category includes straight-forward enterprises loans for productive investment, but also simple trade finance provided to SMEs and larger companies keen to import consumption and, to a much lesser extent, capital goods into Croatia. Given the significant import dependency of Croatia that has arisen since the end of the 1990s, there is good reason to think that this component of ‘firm loans’ is quite significant.
 The crucial capital investment requirements of the SME sector in Croatia are not necessarily being directly addressed here then. In terms of ‘household loans’, this initially included car loans and credit cards, but after 2003 (as Table 1 below shows) these items were separated out. We are left with a significant amount of what we might call ‘traditional’ microloans (up to €5,000) that can be used for virtually whatever use the borrower wishes – consumption spending or simple income-generating projects. 

Table 1. Houshold loans portfolio for Republic of Croatia (in billion KN)

	
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	2006
	2007
	2008
	Total

	1.Housing
	7,289
	7,983
	9,137
	11,989
	16,519
	21,087
	27,250
	36,624
	44,869
	51,943
	234,69

	2.Other
	10,635
	13,586
	19,327
	29,121
	36,067
	28,113
	34,264
	40,648
	47,813
	52,885
	312,441

	3.Cars
	-
	-
	-
	-
	-
	7,988
	8,503
	9,035
	9,196
	9,449
	44,171

	4.Credit cards
	-
	-
	-
	-
	-
	2,823
	3,259
	3,797
	4,876
	5,448
	20,203

	5. Leverage loans
	-
	-
	-
	-
	-
	2,639
	2,435
	2,577
	2,816
	3,015
	13,482

	TOTAL
	17,925
	21,570
	28,464
	41,111
	52,587
	62,652
	75,713
	92,682
	109,545
	122,742
	624,987

	TOTAL (Excluding housing)
	10,636
	13,587
	19,327
	29,122
	36,068
	41,565
	48,463
	56,058
	64,676
	70,799
	390,297


Source: HNB, 2009.

The importance of the growth in household microloans is the opportunity cost in terms of the ‘crowding out’ of SME lending possibilities. As a host of international organizations report (for example, see OECD, 2007), Croatia’s SMEs continue to have major problems accessing affordable finance. The much-mooted SME lending fillip that would come with privatisation and foreign ownership was very much less than expected. In terms of new start-ups, expansions and for routine productivity-raising investments (e.g., equipment, business accommodation, training), the situation is that few financial institutions want to develop a major loan portfolio here. Moreover, the comparison with neighbouring Slovenia is quite instructive. Slovenia emerged from the wreckage of the former Yugoslavia with a determination to retain much of its banking system under de facto state control, not least to avoid speculation but also to ensure that scarce financial resources would be channelled toward SME lending by design. The result is Eastern Europe’s most developed and technologically advanced SME sector by some considerable way. 

In Croatia, it seems that the newly privatised and now foreign-owned commercial banks were almost totally unconcerned with the development impact of their operations. Faced with the choice of very risky and low profit SME projects, or else high profit/low risk household microloans, the commercial banks widely opted for the latter. Even overt and covert Croatian government pressure upon the commercial banks to lend more to the SME sector has been insufficient to challenge this massively profitable dynamic. However, as predicted would be the case (for example, see Bateman, 1996), and as Beck, Büyükkarabacak, Rioja and Valev (2008) conclude across 46 countries, we suggest that this effective diversion of domestic savings into simple ‘Grameen-style’ microfinance programmes has been damaging for Croatia’s economy. By all accounts, the Croatian SME sector has failed to develop through incremental reinvestment and industrial upgrading. Worst of all, valuable industrial facilities and technological know-how built up under the former Yugoslavia - a legacy that many developing countries would love to have at their disposal - has been allowed to disappear without any real attempt to ensure that associated employees could at least try to establish new and spin-off relatively technology-intensive microenterprises and SMEs. This microfinance-led strategy entirely contradicts the development experience of all developed countries and the richest developing countries of the last forty years. As Ha-Joon Chang (2002, 2007), Alice Amsden (2007) and Erik Reinart (2007) all vividly point out, today’s rich developed economies and the more recently wealthy East Asian ‘Tiger’ economies all managed to succeed in sustainably reducing poverty not through microfinance and the resulting volume of simple informal sector microenterprises, but by deliberately channelling a very large percentage of national financial resources (i.e., domestic savings) into relatively technology-intensive microenterprises and SMEs and larger business projects located in potentially growth-oriented markets. 

All told, we would argue, Croatia’s current trajectory recycling its domestic savings base largely into consumption spending and informal sector microenterprises, as opposed to it going into enterprises with some development and productivity-growth potential, has been instrumental in keeping the country trapped in a far higher degree of poverty and under-development than would otherwise have been the case. Indeed, fearing just such an outcome, the Croatian National Bank (HNB) has at various times in the past taken legislative and other steps to curtail the very rapid rise of household microloans in Croatia (for example, see Kraft, 2006). But it has seemingly not been very successful in capping the flow of funds into such activities, just as much as other Ministries and government institutions (e.g., the National Competitiveness Council) have been quite unsuccessful in encouraging the commercial banks to increase their volume of SME lending (e.g., through guarantee mechanisms, project co-financing, and the like). As even the HNB is now starting to realise (for example, in terms of stimulating imports and undermining the balance of payments - see Kraft, 2006), it is now becoming much more widely accepted that damage has been done to the Croatian economy through the preference for this particular form of microfinance. 

Even worse, there are today growing fears that a household microloan repayments crisis is around the corner (see Coricelli, Mucci and Revoltella, 2006). The current reversal in global economic fortunes is for sure undermining those income-generating projects started in Croatia with household microloans. Moreover, the fact that most (around 80%) household microloans are Euro- or Swiss Franc-denominated, and thus subject to inevitable adverse exchange rate movements against the local currency, means that today average monthly repayment rates are actually moving higher. As Kraft (2006) emphasises, this household microloan risk is not confined to Croatia by any means: it is a particular risk to all those East European countries that privatised their commercial banks into the hands of foreign banking groups exhibiting little real concern for host countries (Slovenia’s action in carefully retaining banks under public ownership/control has spared it from a both a household microloan overhang and an informal microenterprise overhang). Even if current repayment rates are nevertheless maintained in Croatia in the face of deteriorating economic conditions, which Kraft (2006) reported in 2006 was the case, we also know that this means problems elsewhere. Here we mean the fact that many individuals in micro-debt are typically forced to repay their microloans through other means. Three are most important: 

· going into even further indebtedness (there is evidence that multiple microloans are indeed rising)

· depleting other important financial flows (e.g., remittance income, pensions)

· liquidating important family assets (e.g., savings, land, buildings, apartments, etc). 
However, all three ‘fall-back’ methods of repayment imply that the poor in Croatia are being stripped of many of their most important family assets and income flows at a time when they will need them in order to survive the coming financial firestorm intact. But whichever way we look at it, there are few optimistic portents to be found in the predilection of the commercial banking sector in Croatia for household microloans. 
5. Conclusion

The US government/Wall Street-led global financial crisis has impacted negatively right around globe, including in Croatia. Neoliberal capitalism (the Washington Consensus) has now been officially declared dead. One important offshoot of the neoliberal policy model was microfinance. Our data suggests to us that the microfinance model as it has played out in Croatia is associated with very little positive impact. We come to this conclusion, first, through our analysis of the activities of the three main MFIs operating in Croatia. It is clear, we should say right away, that the MFI sector in Croatia is professionally very well managed and that local staff are clearly dedicated to their work. Notwithstanding, we found little evidence to suggest a contribution was being made to sustainable development: quite the opposite, in fact. Across a range of standard labour market milestones, we found little or no real impact and, worse, a worrying number of deleterious developments and trends set in motion thanks to microfinance. A particular worry is the possibility that failures (and individuals) are being propelled into even deeper poverty than before they accessed microfinance, a dynamic which has enormous consequences given the typically very high rates of failure in Croatia and everywhere else. Our results are also indicative of the fatal weakness of simple ‘client versus non-client’ impact evaluations: none of the major downsides we found associated with the operations of DEMOS, for example, were even broached by the microfinance industry’s own ‘impact-evaluation’ exercise that included DEMOS (see Copestake, Greely, Johnson, Kabeer and Simanowitz, 2005). Our brief discussion of the issue of household microloans in Croatia then revealed a potentially major opportunity cost, one that is now being increasingly recognised by the wider international community: potentially effective SME sector lending is increasingly being ‘crowded out’ by much less effective but highly profitable/low risk household microloan activity. On top of this, there is also the possibility of serious repayment problems, which would reverse even the few gains that have been made through household microloans. Overall, our analysis of microfinance in Croatia tends to support the view that microfinance constitutes an emerging ‘poverty trap’ and a barrier to sustainable development and poverty reduction. Alternatives to microfinance are therefore required that will, among other things, place ‘developmental’ finance at the centre of developmentally focused policies (for example, see Bateman, 2007b). 
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� The EBRD has been by far the most egregious offender in this regard, producing what it calls ‘transition indicators’ which are really nothing more than crude (neoliberal) ideological markers. See EBRD Annual Reports, various. 


� For example, see the excellent series of articles on ‘The Future of Capitalism’ published in the Financial Times through February and March 2009. 





� Consider also the case of neighbouring Slovenia. Slovenia decided after 1990 to adopt a much more state-coordinated economic model compared to virtually all other transition economies, including Croatia, in the process abandoning many of the neoliberal aspects that have undone neighbouring countries. Notably the financial sector has been largely under government control, thus avoiding speculative excesses and maintaining support for the crucial SME sector (now Eastern Europe’s most developed by some considerable way). The overall result has been steady and equitable growth and stability. Slovenia also remains – so far, at any rate – outside of the orbit of the current financial crisis.


� For an excellent overview of the microfinance concept, see Armendáriz de Aghion and Morduch, 2005.


� Professor Yunus has been one of the most vocal critics of the way microfinance has developed along commercial lines, even calling the recent commercialising changes ‘the death of microfinance’. 


� For example, see Rogaly, 1996; and Nissanke, 2002.


� See ‘Online Extra – Microlending: It’s no Cure-all’, Businessweek Online, December 13th, 2007). 


� See World Bank, 2009. The press release (March 11th, 2009) highlights as one of its five key findings the fact that, “Microcredit can help the poor subsist from day to day, but in order to lift them out of poverty, larger loans are needed so that the poor can expand their productive activities and thereby increase their assets”. 





� For an excellent in-depth analysis of the culture, values and operating modalities that destroyed the Wall Street model of liberal capitalism, see Stiglitz, 2003; Krugman, 2005; Elliot and Atkinson, 2008.


� We should also refer here to the parallel commercialised Business Development Services (BDS) model that was promoted by the World Bank, USAID, ILO, the UK government’s DFID aid arm, and other development institutions throughout the 1990s. For many of the same reasons that have undermined ‘new wave’ microfinance, the commercialised BDS model has also pretty much collapsed everywhere - see Bateman, 2000. 


� One exception is a very interesting piece of research by Peter Davis in Bangladesh, showing that failure in a microenterprise project is one of a number of factors associated with the slide into chronic poverty – see Davis, 2007.  


� However, part of the attraction of taking a microloan was that the subsidy element could be used to largely cover the repayment. Hence, the absence of a subsidy might have forced many potential clients to more realistic in their appraisal of what earnings were possible through very small-scale dairy farming, and so many of the least productive farms might well have desisted from accessing a microloan. 


� We can also discount the possibility of significant positive Schumpeterian ‘creative destruction’ effects here.


� One of the authors (Bateman) is currently involved in designing and undertaking a major survey in Medellin in Colombia that will include not just microfinance clients but also ‘counterpart’ non-client microenterprises operating in exactly the same sub-sector and locality.


� In general, too, the low raw milk prices did not translate into lower prices for processed milk and milk products because the local processors largely captured the entirety of this price effect. 


� MikroPlus were also becoming more interested in consumption loans, but by 2007 only 10% of its microloans were in this sector. 





� For example, see ‘Croatian farmers hoping quality wins over quantity in EU’, International Herald Tribune, 10th August, 2008.  


� Two obvious examples in the UK recently include the 2003 privatisation of the defence industry company Qinetiq and the 2004 creation of Actis from CDC, the government-owned group that invests in developing countries. In the case of Actis, a group of its senior managers paid £373,000 for a 60% stake in a company they knew could be worth several hundreds of millions of pounds (it was later valued at between £182mn and £535m). In both cases, senior public sector managers were decisive in initiating, lobbying for and then designing the privatisation/divestment program. That these same managers then emerged as the owners of highly profitable companies that instantly made them into multi-millionaires was said to be entirely coincidental. The UK government under Gordon Brown was blasted in the House of Commons by the Opposition for allowing such developments to take place, but little was done to re-open either case. See The Observer, 25th November, 2007. 


� The confusion that arises with regard to interest rates, and which always seems to confuse the client into thinking the interest rate is much less than it is in practise, seems to be a widespread and deliberate practise everywhere within the microfinance industry (for example, see ‘Setting Standards for Microfinance’, BusinessWeek, July 28th 2008). 


� At the time of the interviews, it was felt that a sufficiently large client base would be possible if they opted to work with ‘disadvantaged women’.


� The Croatian National Bank (HNB) data is not disaggregated to show this feature, unfortunately. 
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