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			Book Presentation: Portfolios of the Poor by Daryl Collins, Jonathan Morduch, Stuart Rutherford, and Orlanda Ruthven

			Book Abstract

			About 40% of the world’s people live on incomes of $2 a day or less. If you’ve never had to survive on an income so small, it is hard to imagine. How would you put food on the table, afford a home, and educate your children? How would you handle emergencies and old age? Every day, more than a billion people around the world must answer these questions. Portfolios of the Poor is the first book to explain systematically how the poor find solutions. Interestingly, most poor households do not live hand to mouth, spending what they earn in a desperate bid to keep afloat. Instead, they employ financial tools, which are often linked to informal networks and family ties. The authors also reveal new methods to fight poverty and ways to envision the next generation of banks for the “bottom billion.”

			About the Author

			Daryl Collins is a senior associate at Bankable Frontier Associates in Boston. Jonathan Mordach is professor of public policy and economics at New York University and coauthor of The Economics of Microfinance. Stuart Rutherford is the author of The Poor and Their Money and founder of SafeSave, a microfinance institution in Bangladesh. Orlanda Ruthven lives in New Delhi and recently earned a doctoral degree in international development at the University of Oxford.

		

	
		
			Summary of Portfolios of the Poor 

			Introduction

			Approximately 40% of the planet’s inhabitants survive on just $2 or less per day. Surprisingly, most of these individuals are not living hand to mouth. Instead, even the world’s poorest avail of money management tools that help them cope with meager and unsteady incomes. From savings clubs to microfinance tools, the poor have financial portfolios.

			The World Bank defines those living on $2 or less per day as poor. In fact, 2.5 billion people live on just $2 a day. And of these, 1.7 billion live on only $1 a day or less. However, it is worth noting that the $2 figure is just an average. In fact, one of the greatest challenges the poor face is the unreliability of their incomes (i.e., they may earn $4 one day and nothing the next).

			For the poor in the developing world, the state often offers limited assistance at best. Therefore, family and community ties are extremely important when it comes to managing financial resources. Many poor individuals must rely entirely on their own devices. However, even the poorest households in the developing world participate in savings clubs, insurance clubs, and savings-and-loan clubs. In fact, poor households invariably utilize several tools concurrently. However, the poor are often disappointed by the sub-standard quality of the financial devices available to manage their paltry incomes. If the poor had better financial tools, their lives could be much improved.

			Since the poor have so little money, how they manage it is all the more important. The poor have fewer options and less margin of error than their wealthier counterparts. The irregularity and uncertainty of their incomes compounds the problems they face. The poor, in fact, face what is best called a “triple whammy” as:

			
					they have low incomes,

					their incomes are unpredictable,

					the financial tools available to them are invariably less than ideal.

			

			These three factors make it harder for the poor to meet their daily needs, manage risk, and raise lump sums for big expenses.

			The poor don’t have as many choices as the wealthy when it comes to financial tools. “But to the extent that they have choice, they exercise it.” In fact, the poor use financial tools that many Westerners would find counterintuitive. For instance, the poor often pay modest fees as part of a savings plan. This will seem irrational to many Westerners, who are used to receiving interest on their saving deposits. However, the poor often view these small fees as a reasonable way of keeping their money safe from thieves and out of reach of short-term temptation.

			In a similar vein, many Westerners are horrified that the poor take out loans that entail annualized rates of 200% or more. However, many of the poor view these high rates as an inducement to pay back their borrowings quickly. Further, most loans with rates this high involve small fees for modest loans that are paid back promptly – say, a $0.25 fee for a $10 loan paid back within a week. In other words, the poor may be acting more rationally in their money managing practices than is generally recognized by outsiders. The connection between poverty and finance is now receiving unprecedented interest.

			Economic experts and others have embraced the view that the poor are “bankable.” For instance, the Noble Prize winning economist, Muhammad Yunus, has gathered extensive evidence showing that poor households can save, borrow, invest in their own enterprises, and repay their loans. Microcredit is helping poor people around the globe invest in productive assets and start their own businesses. And microfinance is helping the poor meet immediate needs – i.e., pay for schooling, healthcare, and other living expenses.

			“Organizing borrowers into groups who pledge joint liability for each other’s loans (also known as ‘social collateral’) has been the chief mechanism to ensure repayment on unsecured loans to the poor.” However, microcredit and microfinance lenders are experimenting with a variety of innovative ways to secure collateral.

			Improving the range of available financial services is an important first step towards helping the poor. In particular, the poor benefit from having access to savings accounts, which provides them with a safe place to keep or move their money about. However, it is important that financial products for the poor meet two criteria:

			
					they should be congruent with the needs, lifestyle, and income levels of the poor,

					such services need to be profitable enough so that banks can remain viable.

			

			Dealing with unreliable partners is another hazard the poor face. The poor have shown that they are eager for higher-quality financial services. Microcredit and microfinance providers have demonstrated they are invariably the most reliable partners the poor can deal with. In turn, the evidence indicates that the poor reciprocate by paying back microcredit and microfinance loans before other moneylenders.

			The lives of the poor are marked by uncertainty. It is possible, however, that global financial services for the poor could introduce much needed certainty into their lives.

			The Daily Grind

			One of the most important objectives of the poor is to make sure there is enough food on the table. However, one of the greatest problems the poor face is the unsteadiness and unreliability of their incomes. As a result, money management tools are crucial for the poor. In particular, the poor require financial tools that are convenient and flexible (financial providers looking to serve the poor need to keep these two factors in mind).

			The poor, like their wealthier counterparts, do have financial portfolios. However, the portfolios of the poor are characterized by much smaller and more frequent transactions. The poor do not have big balances (or large debt). Instead, their portfolios are characterized by cash flow. Put simply, managing cash flow is the primary objective of the poor.

			Wealthier households, of course, concentrate on building assets as well as managing cash flow. Building assets can be an important goal for the poor, too, but managing cash flow is fundamental.

			Few of the poor actually live hand to mouth. That is, very few poor people have incomes that are consumed right away. The poor may have little in the way of assets, but they tend to have high turnover rate when it comes to money – i.e., money is going in and going out constantly. In fact, “lower incomes require more rather than less active financial management.”

			While the balances of the poor’s portfolios may seem quite paltry, these portfolios typically include home savings, microfinance savings, private loans, microfinance loans, pawn loans, and shop credit.

			And the incomes of the poor typically derive from: wage labor (i.e., factory work), self-employment (i.e., private car or rickshaw driver), small and petty businesses (i.e., food, clothing, or small wares stand), farming, and casual employment (i.e., cigarette rollers).

			Of course, many of the jobs the poor perform are seasonal or impermanent. Many of the poor also derive incomes from more than one source. For instance, farmers frequently supplement their incomes with secondary occupations.

			The poor generally face what is known as a “triple whammy” of

			
					low incomes,

					unreliable incomes,

					financial tools that are less than ideal.

			

			They are particularly susceptible to seasonal variations. For example, farmers may derive the bulk of their annual income around harvest time. Smaller farmers, of course, are even more vulnerable when it comes to poor harvests than their wealthier counterparts. Large variations in incomes make it very hard for poor households to cope with emergencies and illness.

			Small businesses face the same problem with regards to unpredictable incomes. For example, small merchants may depend on selling a small stock of food one day in order to buy fresh food the next. To combat this issue, the poor frequently turn to savings clubs and moneylenders to help smooth out these income variations.

			Formal labor has its insecurities too. Factories can be shuttered and wages can fluctuate dramatically. Needless to say, strong labor laws, as well as government-administered grant and pension programs, can help the poor weather the vicissitudes associated with low and unreliable incomes. But the poor also need access to debt so that they can cope with income interruptions, contingencies, and emergencies.

			The poor conduct the majority of their financial transactions with “informal” partners, as opposed to formal institutions like banks and insurance companies. These transactions include loans from friends, neighbors, and family members. Typically, these transactions are undocumented.

			Even the poorest households normally maintain some form of savings. However, poor households invariably must take on debt in order to meet their needs. In fact, the poor most often turn to “interest free” loans from members of their family and neighbors. Indeed, “the portfolios of the poor are thus portfolios of transactions and relationships.” Reciprocal lending is ubiquitous in poor neighborhoods.

			Informal transactions have many advantages for the poor. To begin with, such transactions are convenient, inexpensive, and repayment terms are flexible. However, there are important shortcomings to these informal financial transactions, such as unreliability, cheating, and lack of privacy.

			Asset development is an important dimension of financial management. However, cash flow management is a more fundamental concern. The poor stand to benefit from improved and more reliable financial tools. “In recent years, business experts have made the case that the world’s poor constitute an enormous and largely untapped market for goods and services, a next frontier for retail business.” In particular, the poor need financial tools that are transparent, easy to understand

			Dealing with Risk

			
			
			
					they have to raise cash quickly

					the impaired health makes it more difficult for the poor to earn money to repay the loans they need.

			

			
			
			Building Blocks: Creating Usefully Large Sums

			
			
			
			
			The Price of Money

			
			
			
			Rethinking Microfinance

			
			
			
			
			Conclusion

			
			
			
			
			
					Offering tools that help the poor better manage their daily living expenses.

					Offering tools that help the poor build savings.

					Helping the poor acquire loans for all uses.
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