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Abstract 

The micro - finance program extends small loans to very poor people for self-employment projects that generate 
income, allowing them to care for themselves and for their families. Micro-finance enables an entrepreneur to 
build a business or expand the existing business and create a better change in their lives. The micro-financing 
institutions (MFIs) provide the opportunity for the people who are living under the poverty lines by investing the 
affordable funds/capital and somehow by providing their management expertise. This study shows the effect of 
micro-financing of small business and the implications for poverty reduction. The respondents are the clients of 
Khushhali Bank Ltd, District Faisalabad. The data were collected with the help of well-designed and structured 
questionnaire, which will be analyzed by applying FGT techniques. The results showed that the poverty has been 
reduced by financing the peoples. 
Keywords:Micro finance, poverty, FGT 
 

1.  Introduction 

The concept of poverty consists of less education, poor livelihood, less facilities of health, and low level of 
income and consumption and also covers all the social dimensions like isolation, vulnerability, insecurity, 
powerlessness, social exclusion, gender and environmental disparities. The worst most kind of poverty is when 
people do not have access to the basic necessities of life like to meet their physical needs. (Hussain and Hanjra, 
2003).  
Poverty and its ups and downs are difficult to define. It is generally believed that poverty is a dynamic 
phenomenon. It has a lot of dimensions with respect to time and region. Visconti (2012) stated that poverty takes 
birth when there is an unequal distribution of wealth, limited access to money, the strong existence of 
intermediaries, monopolies and lack of democracy. There is no well-established definition of poverty because it 
is truly dependent on the political situation of the country (Chaudhry, 2003).  
1Economic survey of Pakistan (2009-2010) defines the term poverty as” insufficient necessities for well being 
resolute by the national poverty line. World bank that is considered as famous income based measure define the 
term poverty as” a person less than $1is considered as “very poor” and earning between $1 and $2 per day is 
“ poor” and person that earns more than $2 is considered as non-poor (UNCDF, 2004). Study of Banerjee 
&Duflo (2007) highlights the living style of the poor. They conducted their research in 13 different countries 
including Pakistan and stated that in ordinary poor families there is a tendency with respect to more family 
members.  Spending on foods seemed to be a greater portion of monetary expenses in poor families. Health 
issues are also high in poor families that are truly due to the lack of fresh diet. Only 2 percent of the total budget 
is being spent on the education while in Pakistan this ratio is little bit high with 1 percent  (Banerjee & Duflo, 
2007). In Pakistan there are only 4 percent of families that live in their houses to other work locations.  

                                                 
1  Visit http://www.finance.gov.pk/publications_latest.html 
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Oxford Poverty and Human Development Initiative conducted a survey and found that there is 49.4 percent of 
the poor in Pakistan. Government of Pakistan has always declared the goal to reduce poverty level in Pakistan. 
Micro-finance is the extension of micro loans to poor so that they get able to qualify for traditional bank loans.it 
becomes a famous tool to fight against poverty which enables those without access to lending institutions to 
borrow at bank rates, and start micro business. 
Delgado (2005) defines Micro financing is a practice to extend the small loans to the poor entrepreneur to 
generate money which allows them to take care of their families in a better way and it also includes the other 
financial services like insurance and savings etc. The major reason of poverty is that there is not a direct and easy 
approach to credit in the developing countries. It is found that due to non-availability of collaterals and the high 
cost of processing the credit becomes major cause of poverty. 
This study examined the impact of microfinance loan on poverty as well as answer the following question. 

1.1 Research question: 

How effective is the micro-finance approach in poverty reduction? 

1.2 Objective of the Study: 

1. Examine the poverty level from different aspects in different variables.  
2. Suggest policy measures for improving the program. 

2.  Literature Review 

Review of  literature put a light on the pervious work on this issue, it helped us to understand the impact of small 
loan on poverty reduction. 
Chandarsekar & Parkash, (2010) ; Mayoux (2001) found in their study that the microfinance has a great impact 
and a positive contribution towards the women empowerment, education of children, health facilities and other 
socioeconomic factors of the poor community. Hossain (2012) concluded in his study that microfinance reduced 
the poverty level from the Pakistan country. It was found that the people who borrowed loan from the bank had 
an increase in their income and their expenditure after utilizing the loan.  
Imai et al., (2010) took the data of 99 countries and used regression analysis to check the impact of microfinance 
on poverty level. They found that microfinance scheme reduces the poverty level. Remenyi (1991) it deemed the 
provision of credit as the most powerful instrument against poverty. They concluded that small loans are helpful 
for the poor to make them economically independent. 
Meyer (2002) also concluded similar results. His research in Asian countries concluded that as a whole 
microfinance positive effect on the education of the poor families and their income too but other results differ 
due the population and country size. Most of the studies show that microfinance scheme has a positive impact on 
poor’s life.   Alhassan & Akudugu (2012) represented that microcredit programs can eliminate poverty but it was 
unable to show considerable effect on women’s financial status due to specific limitations which do not allow the 
conversion of the structural basis of poverty.  
Rahman (2010) reported that in Bangladesh all operating MF institutions do not care about the ethical and moral 
norms of the poor’s. Borrowed money is usually spent for their needs such as the marriage of their children and 
repairing of houses etc. Therefore proper supervision is needed to create the sense of ethical and moral values 
and also need to peruse them to use loans only for earning activities. 
Abbas (2005) studied and empirically analyzed income generating and poverty reduction role of micro finance 
through regression and correlation methods. The empirical evidence showed that there is a positive impact of 
micro finance on income and consumption smoothening provided it is utilized in a rational way. The 
microfinance being utilized in the most appropriate manners to reduce the poverty in the community. 
 

3. Methodology 

(Bedson, 2009) says that there is a lot of work is needed in the field of microfinance to introduce a well-defined 
and a crystal clear framework for assessing the impact of microfinance. As different studies are emerging on 
impact assessment of microfinance, they are using different frameworks and parameters to assess impact of 
microfinance. The difference in framework is due to the fact that studies come from different backgrounds i.e. 
individual researchers, stakeholders, investors, donors or government. We are applying FGT technique to check 
the impact of loan on poverty. 

3.1 Population 

Khushhali Bank Ltd, Faisalabad branch is selected to execute the accurate study. A complete list of all the clients 
of K.B is taken from the bank officials and the respondents were selected through systematic random sampling  
method. The total numbers of  borrowers were 5000 we restrict our population according to distance and 
microphones only. The distance radius were declared 15 kilometers and loan was restricted only PKRS 10000 
owing to this our population shrinks to 1300 borrowers.  

3.1 Sample 

Number of clients play significant role to the validity of any scientific research endeavor. The data gathered from 
200 respondents that was 15 percent of the total population. The required information was collected through 
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interviewing schedule, by using face-to-face survey method. The information thus, collected is tabulated and 
analyzed by using appropriate statistical techniques in order to arrive at logical conclusions.  

3.1.1 Data analysis tools 

Following techniques are applied for analyzing the data using SPSS 16 and Excel 2007, 2010 

3.2 Foster, Greer and Thorbeckemeasures (FGT) of poverty 

3.3 Defining poverty line: 

An international poverty line of 1.25$/capita/day is taken. Dhongde and Minoiu (2001) stated in their study that 
the poverty lines are used on an international level to estimate the poverty level range from $1/ day to 
$2.5/day.World bank calculated poverty line of $ 1.25 which was based on the Purchang Power Parity (PPPs) of 
2005 (Dhongde & Minoiu, 2001). For this purpose, we took an average rate of dollar for Pakistani rupee that was 
estimated PKR 5960 per capita per month.  

In order to detect whether the level of poverty has been reduced over time or not; Foster, Greerand 
Thorbecke (Foster  et al., 1984) poverty measures are employed to estimate the incidence of poverty (Head 
Count Ratio), depth of poverty (Squared Poverty) and severity of poverty (Squared Poverty Gap) in 
selected institutions. It is World Bank recommended measures and is used in a great number of studies. In 
their research study, Shinkai et al. (2007) utilize FGT class of measures to estimate the incidence, depth, 
and severity of poverty. In the book “Poverty Impact Analysis: Selected Tools and Applications” by the 
Asian Development bank, Foster, Greer and Thorbecke class of poverty measure is reported as the most 
common and widely used measure of poverty (ADB, 2007). 

Headcount Index 

It is the proportion of the population whose consumption (y) is less than the poverty line. 

Po = Np / N 

Where  

Po = proportion of poor population 

Np = number of poor 

N=total population 

Poverty Gap Index (PG)/ Intensity of poverty 

It is the aggregate shortfall of the poor relative to the poverty line. The income required to bring 

all the poor above the poverty line. It takes into account the average income of the poor and its distance 

from the poverty line. 

( )
1

1
1

1

q Z Y
iP P G

n Z
i

 −
 = = ∑
 =  

 

Squared Poverty Gap Index (SPG)/ severity of poverty. 

It is the mean of the squared proportionate poverty gap. It reflects severity of poverty. It shows income 
inequality among the poor.  
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Z= poverty line 

Yi = income or consumption (welfare indicator) below poverty line 

q = Number of poor respondents 

n = Total number of respondents 

α= reflects poverty aversion 

P2 is also a high order measure of poverty that captures the distributional changes within the poor segment of the 
population which the P1 cannot quantify. 
Squared poverty gap index is the weighted sum of poverty gaps and it takes the inequality among the poor into 
account. It tells us about the distribution of welfare or difference in income level among the poor (Makoka & 
Kaplan, 2005). It tells about the distance of the poor from the poverty line. This measure is important because 
Poverty Gap does not tell about the distributional changes in the income of the poor (Makoka & Kaplan, 2005). 
It puts more weight on those observations that fall below the poverty line which means it gives more weight to 
the poor as compare to the poor. Simply defining, higher weight is put on the households who are more away 
from the poverty line. (The World Bank, n.d.). It is a weighted sum of poverty gaps and it takes the inequality 
among the poor into account. It is in contrast with the poverty gap index, where they are weighted equally. In 
squared poverty gap (SPG), the ratio of weights is proportional to base income. Lower value of SPG shows that 
most of the poor in the study are clustered around the poverty line.  
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4. Results and Discussion 

The result of FGT showed the poverty situation of the respondents. All the components of the FGT were 
calculated in percentage and given in the below table. 

4.1 Calculation of FGT  

Table 1 Poverty Indices in percentage (FGT) 

Variables 

Before Loan After Loan 

HCI 

(%) 

PGI 

(%) 

SPGI 

(%) 

HCI 

(%) 

PGI 

(%) 

SPGI 

(%) 

In Gender  

Male 87 40 29 78 28 25 

Female 95 40 29 86 28 25 

Age Groups  

Age (22 to 31 years) 87 40 29 75 28 25 

Age (32 to 41 years) 93 39 29 86 27 24 

Age (42 to 65 years) 93 37 28 85 26 24 

Family size  

Family members (1 to 3) 75 38 28 49 27 24 

Family members (4 to 7) 99 40 29 97 28 25 

Family members (8 & above) 100 25 20 100 17 18 

Education  

Education level (Illiterate) 91 40 29 77 28 25 

Education (1 to 5 years) 91 38 28 83 26 24 

Education (6 & above) 90 40 29 88 28 25 

Income Before Loan in PKR  

Income (1-11000 thousand) 96 39 29    

Income (11001-17000 thousand) 93 39 29    

Income (17001 thousand & above) 78 40 29    

Income After Loan  

Income (1-11000 thousand)    86 28 25 

Income (11001-17000 thousand)    83 27 24 

Income (17001 & above thousand)    74 26 24 

Residence status  

Owned house 90 40 29 79 28 25 

Rented 93 39 29 85 27 24 

Over all 91 40 29 81 28 25 

As shown from the table that the poverty before the loan was noted 91 percent and after taking the loan it was 
reduced by 10 percent and reached to 81 percent. The Poverty Gap was noted reduced from 40 to 28 percent as 
well as the severity of poverty was also noted reduced from 29 to 25 percent. 
The Head Count Index before the loan for males was noted 87 percent and after taking loan it reduced to 78 
percent. Similarly for females before taking loan it was noted 95 percent and after taking loan it reduced to 86 
percent. The depth of Poverty for male and females were noted 40 percents well as the severity of poverty was 
also noted same for male and female 25 percent. 
The first age group that was between 22 to 31 years, was noted 87 percent poor while the poverty index reduced 
after taking loan to 75 percent. The depth of poverty for age interval 22 to 31 years reduced from 40 to 28 
percent as well as the severity of Poverty was also reduced from 29 to 25 percent. The poverty index in second 
age group from 32 to 41 years declined from 93 to 86 percent. The depth of poverty in this group declined from 
39 to 27 percent as well as the severity of poverty also decreased from 29 to 24 percent. Before loan the poverty 
index in the third age group that was between 42 to 65 years was noted 93 percent it reduced to 85 percent after 
taking loan. The depth of poverty was noted 37 percent before and it also reduced to 26 percent after taking loan. 
The severity of poverty also declined from 28 to 24 percent. 
It was noted that family size puts a significant impact on poverty, it was noted that as the family size increases 
the poverty index also increases no matter it was before taking loan or after taking the loan. Though the results 
shown that before taking loan it was severed and after taking loan it reduces a little. The first group of family 
size that was between 1 to 3 members was noted 75 percent poor before taking a loan and the poverty index 
reduced from this family size to 49 percent after taking loan. The depth of poverty for this family size group was 
reduced from 38 to 27 percent as well as the squared poverty gap also declined from 28 to 24 percent. The 
poverty index for the second family size group that lie between 4 to 7 members was noted 99 percent before 
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taking a loan and after taking a loan the poverty index reduced to 97 percent. The poverty gap reduced to 40 to 
28 percent and the squared poverty gap also reduced from 29 to 25 percent for this family size group. The third 
family size group that had 8 and more than 8 members was noted 100 percent poor before taking a loan and 
astonishingly it was not reduced after taking loan it remained the same. The severity of poverty before taking 
loan was noted 25 percent and it reduced to 17 percent. The squared poverty gap was noted 20 percent before 
taking the loan and it also reduced to 18 percent after taking loan for this family size group. 
Education relate to poverty negatively, as education goes up it was noted that poverty reduced especially after 
taking the loan. The first group of education that had no formal education was noted 91 percent poor before 
taking the loan the poverty index reduced to 77 percent after taking the loan. The poverty gap in this educational 
group was noted 40 percent and it reduced to 28 percent. The squared poverty gap in this group was also reduced 
from 29 to 25 percent. The educational group that contains 1 to 5 years of education was noted 91 percent poor 
before getting the loan and it reduced to 83 percent after getting the loan. The poverty gap index for this group 
was noted 38 percent before loan and it reduced to 26 percent. The squared poverty gap also reduced from 28 to 
24 percent. The third educational group includes the 6 and more than 6 years of education. The poverty index for 
this group was noted 90 percent before loan and it shrunk to 88 percent after getting the loan.  The poverty gap 
index for this group was noted 40 percent before loan and it reduced to 28 percent after loan. The squared 
poverty gap index for this group reduced from 29 to 25 percent. 
Income also categorized into 3 categories although it was categorized according to the frequency data set. It was 
noted that the higher income group has lower poverty. The first income group consists of 1 to 11000 Pakistani 
rupees, the peoples who lie in this group was noted 96 percent poor before taking the loan and in reduced to 86 
percent after taking the loan. The depth of poverty was noted 39 percent and it reduced to 28 percent. The depth 
of poverty was also reduced from 29 to 25 percent for this income group. The second income group covers 
11001 to 17000 Pakistani rupees, the poverty index for this income group was noted 93 percent before loan and 
it reduced to 83 percent after taking the loan. The poverty gap index showed that 39 percent peoples are 
suffering from poverty and it reduced to 27 percent for this income group. The squared poverty gap index was 
also reduced from 29 to 24 percent. The third income group was noted 78 percent poor before loan and it 
reduced to 74 percent after taking the loan. The poverty gap index was noted 40 percent and it reduced to 26 
percent similarly the severity of poverty was also reduced from 29 to 24 percent for this income group. 
The respondents who had their own residence were noted lesser poor as compared to those peoples who had 
rented houses. The poverty index for those respondents who had their own house was noted 90 percent and it 
reduced to 79 percent after taking the loan. The poverty gap index was noted 40 percent and it reduced to 28 
percent after taking the loan. The squared poverty gap index was noted 29 percent and it reduced to 25 percent 
after getting the loan. The poverty index for rented house respondents was noted 93 percent and it reduced to 85 
percent after taking the loan. The depth of poverty was noted 39 percent and it reduced to 27 percent after taking 
the loan. The severity of poverty  was noted 29 percent and it reduced to 24 percent after getting the loan.  

 

5. Conclusion 

The FGT  (Foster, Greer and Thorbecke Model) was applied and it was found that the poverty has been reduced 
after taking the loan. 
All  the components of FGT were estimated like HCI (Heah Count Index), PGI (Poverty Gap Index) and SPGI 
(Saqured Poverty Gap Index). It was noted that poverty before taking loan was higher and it reduced in those 
respondents who had taken the loan as shown from the table. The poverty in all the variables were estimated and 
it was noted that poverty had been reduced from the small loans. These results were harmonizing with Imai et al., 
(2010); Meyer (2002). Chandarsekar&Parkash, (2010) ; Mayoux, (2001); Hossain, (2012) and many others 

5.1 Policy recommendations 

• More loan at lower interest rate should be introduced to alleviate the poverty 

• Sufficient steps should be taken to recover the borrowed amount so that in the future better borrowing 
could be made. 
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