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Handout #8
Access to Financial Services in Development
L The lending problem

Risk

Selection Mopmnitoring

* Lpans are transactions over ime, with risk = Mecd for insurance = MH problems
Rizsk: Bormmower necds insurance (limited lishility), as even loans for good projects
cannot be repaid in bad years.
But lender cannot provide msorance as he cannot monitor genoine failures from false
claims = Problem of enforcement. (Moral Hazard (MH) in repaymcnt).
Limited liahility induces risk taking behavior - need for monitoring (MH in project
chaic)

*  Screcning: lender cannot screen risky from safe bormower ex-anie doc to lack of
information { Adverse selection (AS)).

If one knew which bormowers are risky or safe, one could give them cach a contract
with high interest rate for risky borrowers that pay less often and low intcrest
raic for safe bosrowers that pay more oficen. With a unigue contract at an
average intcrest, safe borrowers are subsidizing risky borrowers. This is not
cfficicnt

Solutions?
- Intense information collection for screcning and monitoring, and punishment
mcchanism for enforccment
- Design a contract that makes borrowers reveal who they are (truth-telling) and that
satisfics their best interest (incentive compatibility)



II. The banks’ solution: Why the poor are excluded from formal financial
instituti

# Reguire collateral to overcome problems of MH. Access to credit restricied to those
with collateral: wealth-constrained market.

Collateral solves the problem of AS, although it is not the optimal solution. There
arc better contracts with a meno of combinations for collatcral and interest at
different levels

Mo provision of insurance = Poor may not want to put their collateral at risk. They
are “risk constrained™ .

« = Efficicncy cost: many gond projects are not funded (allocation of credit is

unrelated o the marginal productivity of capatal).
Equity cost: poor arc excluded. Allocation of credit to wealthy reinforoes incquality.

111. The traditional sources
3.l. Local moneylenders

¢ They have access to local information aboot bormowers: can avold AS and give
INSUTANCE.
They can put pressure on bormowers to repay: ¢.o., take forms of collateral that bank
could not use: animals, house, use of the land, reputation. Control of MH

«  But high cost of credit
High corrclation between outcomes of bormmowers™ projects (high covariation of
project owtcomes, moncy kender cannot diversify nisk).
Moed koop high liquidity position to give immediately cmeraency boans.
May have monopoly power.
YWery high cost of loans limits their use to insurance, shont run necds, high retom
operations (huy-scll animals, merchants), and small amounis.

3.2, Local sources of credit based on interlinkapges

* Traders of products, providers of impots: credit to clicots
Landlords, cmployers: credit to tenants, workers.
Types of interlinkapes:
Bormower who sclls outpot &0 merchant-lender.
Bormower who purchases inputs from merchant-lender.
Bormmower who provides rent in labor services to landlord-lender.
Bormower who transfers nsufruct righis of land to farmer-lender (land pawnimg ).

# [Information: controd of AS and eventually provision of insorance
Interlinkage is used to pressare to repay: bormower would be cut-off from other pans
of the trancaction if docs not repay, creating incentive to repay . Control of MH

# Disadvantage: highly scpmentod markct
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1¥. Microfinance institutions (MFT)
4.1. ROSCAS (Rotating Savings and Credit Associations)

*  Rules:
N members.
Equal deposits J at regolar intcrvals.
(ne member takes all contributions at one mecting: peis Nd.
Different rules of attribution: random draw, bidding on order of turns {creates
interest revenue for others)

Example: 10 members that put $100weck.
Ist winner: gets $100 interest free. Repays weckly at zero interest.
10th winner: gets $100 having lost interest on all previous deposits.
Howewver: Repeated game: random distnibution of gaimers and loscrs.
Loss is zero if moncy has zero opportunity cost.

*  Advantages:
Mo AS and MH: members sclf-select and know cach other well.
Insurance: some in the bidding ROSCAS, but weak.
Mo management costs.
Scl-imposced forced saving: would have consumed the $ 100 otherwisc.
aocial function: information sharing within club, other deals, women away from
home.

* [Dhisadvaniapes:
Rigid and limited access to croedit:
Timing not cffcctive for insurance.
Fixcd quantity Nd.
Mo extemal injection of funds.
Mo long man savings: only scrves for small investment with indivisibilitics (durable
eoods and small equipment)

4.2, Group lending: solidarity groups
A technigue to channel loans to borrowers withoot collateral (Gramecn Bank in
Bangladesh, Accidn Internacional, Banco 5ol in Bolivia).

*  Rules:
Sclf-selected proups. Use local information. Solve AS problem.
Individual loans but joint liahility:
Each member is responsible of repaying the loans of those who default.
Whole group loscs access to future loans if any loan is nod repasd.
Loans arc small and increasing: dynamic incentives to induce borrowers to pay (MH

in repayment)

# Oroup's control of AS, MH and provision of insurance:

Drynamic incentives should be sufficient to insure willingness to repay for the group,
and sclection by members insore that borroswers with no future plans (and hence
unwilling to pay back their loan) do not crecp in groups of willing bormowers.
Mote that larse hetcrogencous groaps are more cffective for risk diversification



