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Microcredit
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Widely regarded as one of the most effective techniques for
poverty alleviation in developing countries

Credited to Muhammad Yunus and the Grameen Bank

v

v

Draw ideas from existing “informal sector” credit mechanisms

v

Aims to create a viable conduit for capital infusions from
donors, government and formal sector banks.
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Introduction

Size and Coverage

> Defined as primarily cash-flow based lending as opposed to
collateral based lending

» Reach of roughly 100 million individuals with average loan size
of $170, estimated at $17 billion. Other sources put this at
roughly $20-$30 billion

» Three—fourth of this amount is raised from domestic markets

» Almost $6 billion in deposits where MFls are allowed to take
deposits. Most of 10,000 MFls are not deposit taking and
unlikely to be so given regulations governing deposit taking.
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Introduction

Sources of funding

» Estimated potential demand for microfinance is roughly
$200-$250 billion (Serving 1.5 billion poor at 15 times the
current market size)

» Non-commercial (international) investors provide more than
80 percent of the $ 4 billion funding ... a legacy of the past

» Domestic sources unlikely to generate contributions given
rapid growth of MFls

» Need to tap international capital markets as a steady
source. .. where funding of the magnitude required is routine.
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Model Il: Marginally poor clients

Model II: Marginally poor clients

> Loans of bigger size to wealthier borrowers

» Individual Loans, often Collateral-based lending

» Current Banco Sol framework, practiced in Eastern Europe
and Russia

» Beyond Group Lending (Armedariz de Aghion and Morduch,

2000)
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v

Essentially the Grameen Bank model and replicated worldwide

v

Poorest borrowers given loans without collateral

v

Rates higher than commercial banks but lower than local
moneylenders

v

High repayment rates ... .why does this model succeed?
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1. Joint Liability contracts

Reduces agency costs that relate to information asymmetry
(Armedariz de Aghion and Gollier, 2000)

» Assortative matching mitigates adverse selection (Ghatak and
Guinnaine, 1999; Ghatak, 2000)

» Peer group monitoring and “social sanction” reduces moral
hazard and likelihood of strategic default (Stiglitz, 1990)
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1. Joint Liability: problems

Costly to implement

> transactions cost of group meetings
> limited to scale requirements of peers

» difficult to punish abiding clients for inability of others in the
group. .. .Genesis of Grameen Il (Yunus, 2002)

Borrowers may collude against the bank and undermine the bank'’s
ability to harness “social collateral” (Besley and Coate, 1995)

Are strong social ties essential to success of joint liability?
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Model I: Grameen Model

planation?

2. Social Networks

» Stronger social connections (i.e., either living closer or being of
a similar culture) have higher repayment and higher savings.

» Strong social ties, such as the clustering of relatives in a
village, can also lower repayment rates (Ahlin and Townsend,
2007)

» Karlan (2007) provides direct evidence that relationships
deteriorate after default, and that through successful
monitoring, individuals know who to punish and who not to
punish after default.
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Joint Liability and Social Networks: Inadequate
explanation?

» Joint liability is viewed as inadequate explanation: why do
high interest rates coexist with high-repayment rates?

» Second generation puzzle: goes against the economic
argument behind credit rationing

» Do MFIs face an inelastic demand for loans? (Deheija,
Montgomery and Morduch, 2005)
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3. Missing labor markets

> More promising results lie in the lack of labor markets for poor
women in developing countries (Emran, Morshed and Stiglitz,
2006)

> Moves away from the focus on the credit contract:

“...to the critical role played by the structure of the
labor market in making the small scale household-based
investment projects ‘“credit worthy" in the face of very
high interest rates, especially for the poor households
with little or no collaterizable assets."”
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3. Missing labor markets

> More promising results lie in the lack of labor markets for poor
women in developing countries (Emran, Morshed and Stiglitz,
2006)

> Moves away from the focus on the credit contract:

“...to the critical role played by the structure of the
labor market in making the small scale household-based
investment projects ‘“credit worthy" in the face of very
high interest rates, especially for the poor households
with little or no collaterizable assets."”

> Suggests that poor labor market conditions are important to
the success of microfinance
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4. Empowerment of women

Lending to women is efficient for the microfinance institution

» Women in are poorer, less mobile and more fearful of social
sanctions.

» More conservative and more risk-averse in their choice of
investment projects

» Makes it easier to secure debt repayments and create
reputation for reliability

Lending to Women significantly welfare enhancing

» Strong evidence in terms of family health, nutrition and
education (Khandekar, 2003)
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Rina SenGupta, 1996)
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4. Empowerment of women

Empowerment?

> Investment and finances managed by husbands (Goetz and
Rina SenGupta, 1996)

» Evidence from Grameen Trust Chiapas in highlands of
southern Mexico:

Accepted husbands into women-only Grameen style groups
has improved transparency within the family, reduced conflict, and
empowered women (Karlan and Mullianathan)
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Model Il: Marginally poor clients

Model II: Marginally poor clients

» Programs without group lending gaining ground: Eastern
Europe, Russia

» Even Banco Sol and Grameen Il

» Break away from traditional microfinance: requirement of
collateral

» Wealthier and most-established borrowers post collateral with
low salvage value but high project specificity
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Model Il: Marginally poor clients

Model II: Marginally poor clients
Still microfinance largely because

» documentary evidence tends to be deemphasized relative to
standard banking practices and

» local character assessments gain prominence
Features include

» direct monitoring of clients,
» regular repayment schedules, and
> the use of “non-refinancing threats.”
Repayment rates: the record of the Russian and Albanian

(individual lending) programs is as good as or better than the
Chinese (group lending) programs.
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> Problem: As MFls seek to become financially independent,
they find themselves serving only the marginally poor

> A dollar increase in income for the very poor borrower has a
five times greater impact

[Morduch (1999) using the widely used “squared poverty gap”
(Foster, Greer, and Thorbecke, 1984) measure of poverty]
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» Banco Sol's emphasis is on returning a profit, and alleviating
poverty is seen only as a secondary goal.

» Banco Sol charges higher interest rates, does not rely on
subsidies, and at the end of 2006 posted returns on equity of
22.8 percent.

“We are not paternalistic, we do not lend to the poor”
Monica Hernandez, Banco Solidario, Ecuador.
Economist, Nov 3,2005
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» Grameen Bank cross-subsidizes: uses their economy of scale
to create a financially independent bank without raising
interest rates.

> In 1995, the Grameen Bank decided not to request any more
funds from donors and instead began to fund the bank from
collected deposits.

> In keeping with their overall goal of poverty alleviation
(Yunus, 2002)
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land Il : B
Iland Il : G

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:

> Separate programs under Model | and Il

Rajdeep Sengupta What have we learn? The Evidence on Mircofii



land Il : B
Iland Il : G

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:

> Separate programs under Model | and Il

Rajdeep Sengupta What have we learn? The Evidence on Mircofii



land Il : B
Iland Il : G

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy

Rajdeep Sengupta What have we learn? The Evidence on Mircofii



Conflicts, Model | and Il
I and Il

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy
Model Il: tap commercial mainstream investment

» Combine programs under Model | and Il: cross-subsidy

Rajdeep Sengupta What have we learn? The Evidence on Mircofinance



Conflicts, Model | and Il
I and Il

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy
Model Il: tap commercial mainstream investment

» Combine programs under Model | and Il: cross-subsidy

Rajdeep Sengupta What have we learn? The Evidence on Mircofinance



Conflicts, Model | and Il
I and Il

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy
Model Il: tap commercial mainstream investment

» Combine programs under Model | and Il: cross-subsidy

Pros: self-sustaining movement

Rajdeep Sengupta What have we learn? The Evidence on Mircofinance



Conflicts, Model | and Il
I and Il

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy
Model Il: tap commercial mainstream investment

» Combine programs under Model | and Il: cross-subsidy

Pros: self-sustaining movement
Con: reduces likelihood of mainstream finance

Rajdeep Sengupta What have we learn? The Evidence on Mircofinance



Conflicts, Model | and Il
I and Il

Conflicts: Model | and Il Conflicts and Synergies: Model | and Il

Conflicts and Synergies: Model | and Il

Two alternatives:
> Separate programs under Model | and Il

Model | : financed by donors, and govt. subsidy
Model Il: tap commercial mainstream investment

» Combine programs under Model | and Il: cross-subsidy
Pros: self-sustaining movement

Con: reduces likelihood of mainstream finance

Which is better?
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What else do we know?
» MFiIs still are the best per-dollar investment for alleviating poverty.

Grameen Bank in Bangladesh and IRDP in India during the late
1970s and early 1980s
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Conclusion

What else do we know?

» MFiIs still are the best per-dollar investment for alleviating poverty.
Grameen Bank in Bangladesh and IRDP in India during the late
1970s and early 1980s

» More MFIs need not be efficient:

Ahlin and Townsend (2007) increased access to credit, borrowers do
not respond to dynamic incentives

» MFI competition needed to lower rates but credit registries needed

to ensure compliance and repayment.

Banco Sol and other regulated financial intermediaries are now
required to report the name and national identification number of
delinquent borrowers to the Superintendent of Banks and Financial
Institutions.
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Conclusion

Conclusion

1. Enormous Potential for Microfinance
2. Still dependent on outside finance
3. Non-commercial funds unlikely to meet future demand

4. Need to harness a working model so that commerical funding
for microfinance does not dry up as it has for subprime.
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