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ABSTRACT
This paper provides a brief survey of literature theoretical insights of microfinance mechanism anapirical
findings on microfinance. This paper finds that theoretical mechanism provides interesting residisnmechanism design

while the empirical evidence of the impact of micrance is mixed.
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INTRODUCTION

Robinson (2001) defines microfinance as the prowisif small-scale financial services- primarilyditend savings-
to people having low or no income. Ledgerwood ()98S0 defines microfinance in a similar mannercaxding to him,
microfinance refers “to the provision of financsalrvices to low-income clients, including the sstfiployed. These financial
services generally include savings and credit; mewesome microfinance organizations also provideiance and payment
services". Thus, microfinance involves the provisid financial services such as savings, loansj@swtance to poor people
living in both urban and rural areas who are unablebtain such services from the formal finansttor. Microfinance
operates on the principle that a group of individis more bankable than a single individual, aadde many microfinance
programs deal with a group of borrowers/ savensnéa on a voluntary basis, rather than dealing witlividuals. These
groups are known as solidarity groups. Microcredtrovision of small and tiny loans to solidagtpups forms a substantial
part of microfinance programs in developing cowstriMicrocredit is often uncollateralized, as tlo®mpare without many
tangible assets to pledge as collateral.

Microfinance today is a revolutionary movement thas spread globally, claiming over 200 millioreclis by the
end of 2011, 124 millions of whom were among therpst when they took their first loan (State ofMiero Credit Summit
Campaign Report 2015). These microfinance instingisaw its dawn through the microcredit institugidirst initiated by
Nobel Laureate Professor Muhammad Yunus from Balegla. In the 1970’s Prof. Yunus, started makinglldoens to the
local villagers, despite of the already tried amitefl methods of the state run banks. Prof. Yuelisved that his poor clients
would pay back the loans reliably if guided adeglyatHis work was thus recognized as 'visionarythis movement. This,
later on, led to’ the birth of the Grameen Bank @83. Grameen Bank makes small loans (microcrealit)e impoverished
without requiring collateral. and the initial susseof it in alleviating poverty brought the concepmicrofinance into the

global limelight. The main innovation’ of Grameearik is the concept of “Group Lending”.
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The innovative ideas of Grameen Bank changed thelevparadigm of lending to the poor, by making oge
"group lending", in the absence of collateral regient. Grameen Bank model and its various modif@dions have been
replicated all over the world as a means to progideess to financial services to the poor and maliged people. Apart
from the Grameen Bank, the other successful micaoite institutions (MFIs) which offer alternativécnofinance models
are: Banco Sol of Bolivia, the Bank Rakyat Indoag8RlI), the Bank Kredit Desa (BKD) of Indonesilae tVillage banks
started.by. the Foundation for International Comityulsssistance (FINCA) in many parts of the worttleSelf-Help Groups
(SHGS) in India.

This paper first discusses some essential featdfrescrofinance, explaining theoretical argumendsind the in-
novative mechanisms of microfinance. Then the ppparides a review of the empirical literature oiemofinance focusing
only on three important issued developmental ingpatMFIs, issues of sustainability and the immdd#IFIs on the informal

financial sector.

ESSENTIAL FEATURES OF MICROFINANCE MECHANISM

The most essential features of microfinance meshaiire group lending, dynamic incentives, regudaayment

schedules and targeting women. In the followingsegtion, we discuss each one of these features.

Group Lending

Group lending refers to “arrangements by indiviguaithout collateral who get together and form growith the
aim of obtaining loans from a lender" (Armendar& Aghion and Morduch, 2005). There are three mgied of group
lending: Grameen type, BancoSol type, and SHG tymeler the Grameen type, two members of a groujvefare first
offered a loan, then to the next two, and therméofifth.

In the BancoSol type of group lending, loans arederta all group members (in a group of three tesenembers)
simultaneously, while in "Self-Help Group" (SHGpg/group lending mechanism, a commercial bankkgt to an SHG of
10-20 members (usually women) and the bank extendsllateralized loans to the group as a wholerentdo its individual
members, leaving it for the SHG to decide how hb@stse the loan. In all these three types of glenging, all members
take joint responsibility for repayment of the loamnd if one member ever defaults, all in the gratgdenied subsequent
loans. Thus, fellow group members act as guaraatadsmonitors; and their motivation is fueled bg gfromise of future
access to credit if all group members repay thedoa

Thus, in group lending, the group as a whole istjgiliable for repayment. The notion of joint lisity is built on
the assumption that group members have privaterm@Etion about one another (as groups are voluptiariimed by members
of the same community) which is not available te knder. The lender attempts to use this 'socipltal’ shared by the
group members in lieu of collateral.

When lenders cannot distinguish inherently riskgrdwers from the safer borrowers, the problem akase selec-

tion occurs. The adverse selection may lead toitcrationing because it induces lenders to chaxgey®ne high-interest
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rates to compensate for the possibility of haviegywisky borrowers in the portfolio of borroweiitis may drive the safe
borrowers out of the credit market, leading to énedioning. Group lending with joint liability camitigate this inefficiency.
Group lending can also mitigate the problem of rmbezard faced by lenders while lending to indiatiu This happens
through the following channels.

Assortative Matching

Both Morduch (1999) and Ghatak (1999) showed thatig lending schemes provide incentives for then&dion
of groups having similar risk profiles, i.e. safartowers will form a group with other safe borrowand the risky borrowers
will be left with no alternative but to form groumpgth other risky borrowers. This is called asative matching which
can be obtained as an equilibrium solution in a pekection game facing a group lending contracir@dch, 1999; Ghatak,
1999). Ghatak (1999) shows how this sorting procaasse instrumental in allowing for a lower intneate in group lending
compared to individual lending, thus improving rgpents, and raising social welfare. His insighthiat a group-lending
contract provides a way to price discriminate thampossible with an individual- lending contractéus, the risk is passed
on from the bank to the risky borrowers. The baank i@duce the interest rate and bring safe borhask into the market,

thus reducing the extent of credit rationing (Armianz de Aghion and Morduch, 2005).

Mitigating Moral Hazard

Moral Hazard in lending, according to Aghion andrifiech (2005), refers to situations where lendenmotiserve
either tile effort made, or action taken by therbwser, or the realization of project returns. Théhars assume that borrowers
have no collateral therefore they are protectedirbiged liability. Moral hazard problem is of twypes: ex -ante moral
hazard and ex -post moral hazard. Ex -ante moeardaelates to the idea that unobservable actioe$forts are taken by
the borrowers after the loan has been disbursetidfate the realization of project returns. Ex tpusral hazard refers to
difficulties that emerge after the loan is made tnedborrower has invested; e.g., the borrower desyde to take the money
and run once project returns are realized. Groogitg with joint responsibility induces peer monitg: each borrower
will monitor her peer as she is jointly liable fepayment of the loan. "Thus, joint liability makeading sustainable for the

lender by inducing peer monitoring and overcominfipecement problems associated with ex-post mezdid.

Dynamic Incentives

A dynamic incentive, also called "progressive leigdiis another important feature of microfinancecérding to
Armendariz de Aghion and Morduch (2005), "progresdending” is the practice of promising larger dadjer loans for
groups and individuals in good standing." Progres&nding schemes increase the opportunity cosbofrepayment and
thereby discourage strategic default. Also, themigves of working hard strengthen if the custonk@®w the inherent risk

of losing a good relationship if defaults.
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Regular Repayment Schedules

MFIs involve weekly, biweekly or monthly repaymesthedules depending on the loan size allowing ouste to
repay loans in manageable bits. Since most of thésMénd to the poorer households who tend to smkaller loans, the
repayment installments are usually weekly. Wee&lyayment creates an early warning system aboutgamyeproblems
(Aghion and Morduch, 2005). Regular repayment saolesdscreen out undisciplined borrowers. Howevegkly repay-
ments necessitate that the household has an additrcome source on which to rely. Thus, insistngveekly repayments
means that the bank is effectively lending partgiast the household’s steady, diversified incotreasn, not just the risky
project. An additional means used by microlenderseture repayments is a system of making repaypuéatic. The public
repayments heighten the ability to generate satigina as an inducement for the individual borreaerrepay loans and

also reduce opportunities for fraud.

Targeting Women

Another innovation of microfinance is the targetiogwomen and creating opportunities for poor woman
mendariz de Aghion and Morduch (2005) illustrate #arious potential advantages of serving womem fnasicrolender’s
viewpoint. The first advantage is purely financllomen are often more conservative in their investinstrategies and are
often more easily swayed by peer pressure anchtbesentions of loan officers- making women moielge bets for banks
worried about repayment. The next two advantagdaipdo institutions pursuing social objectivesy®y, aiming resources
to women may deliver stronger development impast&@men tend to be more concerned about houselefdres needs
such as children’s health and education than méo, Avomen are overrepresented among the pooreise gfoor and are

too often oppressed by prevailing social norms.rdfinance is thus seen as a road to "gender emposver"

REVIEW OF THE EMPIRICAL LITERATURE

While the empirical literature on microfinance &st: in the short review, we focus only on threseiés: Develop-

ment Impacts of microfinance, Issues of Sustaiitgtdhd MFIs and Informal Financial Sector

Developmental Impacts of Microfinance

According to UNCDF (United Nations Capital Develogmh Fund) (2004), microfinance plays three key bigpre
mental roles. It helps very poor households mesithseds and protects against risks; it is assatigith improvements in
household economic welfare, and it helps to empaeveenen by supporting women’s economic participatiod so promotes
gender equity. Microfinance has become a povedyaton tool in many developing countries, alonghvthat of financial
inclusion of the poor. According to Littlefield aflL. (2003), Microfinance allows poor people to pobt diversify, and in-

crease their sources of income, the essentialqatbf poverty and hunger. Shaw (2004) found ingtedy of South-eastern
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Sri Lanka, that semi-urban microfinance clientsragatively impacted by poverty. Such an impactiEnounteracted with
supplemental funding combined with non-financiaémentions which are capable of influencing loweme microfinance
clients to select higher value goods and servisethe macro level, the results of Imai et al. 20donfirmed that microfi-
nance loans per capita are significantly and neglgtassociated with poverty, taking into accotmeténdogeneity associated
with loans per capita from MFIs. A country with hizy MFI gross loan portfolio per capita tends taehwer poverty after
controlling for the effects of other factors infheng it. Therefore, when MFIs understand the negdbe poor and try to
meet these needs, microfinance projects can hpesitive impact on reducing the vulnerability, pet of the poor, but also
of the poorest in the society. However, based ndomized evaluations of microfinance in Hyderaldadia, Banerjee et al.
(2015) found that microfinance has little or no ampon poverty. Despite some commentators skeptiofsthe impacts of

microfinance on poverty, studies have shown thataofinance has been successful in many situations.

Another key objective of Microfinance interventioissto empower women. Women are considered lesslenob
more risk-averse than men and more conservatitbein choice of investment projects thereby crep@inreputation of
reliability. This is confirmed by D’espallier et.gR011) who state that “a higher percentage ofaferalients in MFIs are
associated with lower portfolio risk, fewer writéfsy and fewer provisions, all else being equaBerving women seems
to accord well with both maintaining high repayngerdtes and meeting social goals. Miller and Ragl§2009) in their
study of Cambodia, also make this point by argtirag anything that improves the economic well-beshthe women will
affect household bargaining power. With greater gmpwwomen bargain for a greater share of the hmldeesources to
be allocated toward expenditures that improve #adth and well- being of children. In addition keeteconomic power of
the women, the presence of a microfinance projketdelivering health education is likely to impdloe community as a
whole. The presence of microfinance institutionsommunities significantly improves the health bildren (Deloach and

Lamanna, 2011).

Rai and Ravi, (2011) found 'similar result in thetudy of microfinance borrowers in India. The loovers were
required to purchase health insurance once theg Igein. According to them, women who are borrowegike significantly
more use of health insurance than non- borrowingn@rowho have obtained insurance through their gsbarhus, access

to microfinance may empower women.

Littlefield et al. (2003) state that accesses tdsvfan empower women to become more confident, mssertive,
more likely to take part in family and communitycéi@ons and better prepared to confront genderitieg, However, they
also opine that just because women are clientskiEMoes not mean they will automatically becom@®@nered. Adams
and Mayoux (2001) argue that credit alone is nough to bring meaningful change to women; empowatrtaso depends
on how far the microfinance programs are able ilwlmn group organization to enable people to oizgpn other issues".
On the other hand, some found that women are dutbjeliscrimination by lenders. Agier and Szaf&@2), who exploited
data provided by a Brazilian MFI encompassing d4000 loan applicants, found a "glass ceilingeeff.e., women face

harsher credit conditions than men when it comésan size, though access to credit is gender-blind

According to Morduch (1999), MFls creates self-emyphent which affects households in many ways. Theean

income effect, pushing up consumption levels anttjihg all else the same, increasing the demandHibdren, children’s
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education, and leisure. But with increased fematgpleyment, haying more children becomes costlieshmng fertility
rates downward. The need to have children helpateh(to compensate for extra work taken on by pgayeould decrease
schooling levels, and, most obviously, leisure rfalyif opportunity costs are sufficiently increaseilso, the participation
in programs of MFIs which advocate family plannewgd stress the importance of education may briiftssh attitudes.
Thus, while consumption and income levels ouglih¢oease, the effect on fertility, children’s edtioa, and leisure is not
clear (Morduch, 1999). Same is argued by MaldoratbGonzalez Vega (2008), who states that the deéfieareducation

relies on parent’s motivation, income constraiatej competing demands for children’stime.

Littlefield et al. (2003) argue that one of thesfithings that poor people do with new income froiaroenterprise
activities is to invest in their children’s educati Studies show that children of microfinancentkeare more likely to go to
school and stay longer in school than for childsénon-clients. Among the examples they give i§OGICCAS(Foundation
for Credit and Community Assistance), a Ugandan tidse client households were found to be investiare in education

than non-client households.

Issues of Sustainability

As mentioned before, one of the key roles micrafomhas to play in development is in bringing as¢edinancial
services to the poor, to those who are neglectettidjormal banking system. 'This is the socialsita of MFIs. The key
challenges facing MFls that are affecting theirglomission are seen to be an over-emphasis ondiabsustainability over

social objectives, and the failure of many MFIsvark with the poorest in the society.

Therefore, the common criticism of the current agienal procedures of MFls, for instance, peer grealf-
selection and the drive for self-sustainabilitythat they end up working with the moderately pand marginalizing the
poorest of the poor. Hermes and Lensink (20113tiate the financial systems approach and the polexrding approach
(social objective) of the MFIs. The financial syateapproach stresses the importance of being @ldevers the cost of
lending money out of the income generated fromotltstanding loan portfolio and to reduce operaticoats as much as
possible. The poverty lending approach concent@tassing credit to help overcome poverty, prinyaoy providing credit
with subsidized interest rates. Aiming at finansiastainability goes against the goal of servingdayroups of poor borrow-
ers as poor cannot afford higher interest ratess;Tthere is a trade-off between sustainability anleach (Hermes. and

Lensink, 2011).

The claim that "reaching the poor with microcrealii establish a sustainable economic and sociaklbgment”
is criticized by Bateman and Chang (2012). Theyartpat while the microfinance model may well gateisome positive
short-run outcomes for a lucky few of the ‘entreyarial poor’, the longer run aggregate developroettome very much
remains unclear. According to Morduch (2004), thisra greater need for the MFIs to carefully desigrvices that meet
the needs of the poor and this can only be donewes understand their needs and the context mvittiich the poor are
working. Sustainable MFIs can become a permanamdare of the financial landscape, growing rapidlydach significant

scale without reliance on donor funding (Littlefledt al., 2003).
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MFIs and Informal Financial Sector

There is a widespread evidence that MFI clientsdyafrom other informal sources as part of thaiaficial man-
agement strategy. They borrow from informal soufoesarious reasons such as to maintain high negay rates with MFIs
and to become eligible for larger loans in the fafwnavailability of seasonal working capital fréffrlsetc.

According to Jain and Mansuri (2003), a microfirapcogram may have a “crowding-in” effect on infaddenders.
This "crowding-in" effect might be strong enouglragse the interest rates in the informal sectalenrcertain circumstances
such as tight repayment schedule of microfinandeminduces borrowers to borrow from moneylendergpay MFIs loans.
As the borrowers of MFIs increases, the demandufiods from moneylenders may increase because eddyrmentioned
reasons. Increased demand for the fund will iner@asneylender’s interest rate. A similar argumerarialyzed by Mallick
(2012). He addresses the linkage between the Mfdsv@neylenders’ interest rate in northern Bangiadéle found that
moneylender interest rates increase with MFI pnogcaverage. Higher MFI program coverage incredsesroneylender

interest rate in the villages in which loans aneested in productive economic activities than comstion.

On the other hand, MFIs are often compared withntle@eylenders for charging high-interest ratesoams they
provide. The criticism for charging high-interesteas is partly due to MFIs which transformed intovate commercial
corporations (Rosenberg et al. 2009). By lookinthatdata, Rosenberg et al. (2009) found that tpgreosts are much
higher for tiny small loans of MFIs than for nornfidrmal) bank loans, so sustainable interest fatesmall loans have to

be significantly higher than normal (formal) bapkhs.

CONCLUSIONS

In this brief survey of the literature, we haveatissed some theoretical insights of microfinanceharism and
some empirical findings on microfinance. While theoretical mechanism provides interesting refoitmiechanism design,

the empirical evidence of the impact of microfinarme mixed.
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