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Abstract

This paper presents a model of microfinance lending to individuals that uses dynamic incentives,

in the form of access to additional loans, to discourage borrowers from strategic default, or the

unwillingness to repay a loan once a positive outcome is realized. We propose an improvement on

contracts currently used by microfinance institutions (MFIs) by endogenizing the default penalty,

while constraining the MFI to maintain sustainable lending operations. Furthermore, accounting for

the risks that the poor face by including a negative economic shock, we show that under certain

circumstances, the punishment for default need not be a lifetime without loans.
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1. Introduction

Researchers are attempting to unravel the reasons behind the success of microfinance

institutions (MFIs): they target the poor, the risks that traditional banks steer away from;

they offer very small loans, yet still have such a high demand for these small bits of

money; they empower women, who are often pushed aside in societies ruled by men; and

they fund minor investments, which turn out major success stories. The excitement that

microfinance generates has lead to a proliferation of similar lending programs throughout
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the world, to the extent that the Microcredit Summit Campaign has recorded 2186 MFIs

serving over 54.9 million clients (Daley-Harris, 2002). But the diversity of contracts in

microfinance has made pinpointing the reason for its success increasingly difficult.

Credit markets for the poor suffer from the same informational asymmetries found in

formal credit markets-lenders must ascertain a borrower’s creditworthiness as well as

ensure repayment once a loan is disbursed. However, most microfinance institutions do

not have the sophisticated credit scoring mechanisms, collateral requirements, and sound

legal systems that allow banks to overcome these difficulties in developed markets.

Innovative measures seen in microfinance help alleviate these problems.

Early interest in microfinance focused on the group lending methods used to solve the

adverse selection and moral hazard problems.1 To lessen adverse selection, members are

jointly liable for each others’ loans, compelling group members, who have better

information than the lender, to choose individuals they believe most likely to repay. In

addition, once groups are formed, each member has the incentive to monitor the others’

behavior, reducing both moral hazard and the lender’s monitoring costs. While these

mechanisms are clearly present in the group lending programs, newer structures of

microfinance, such as individual lending and village banks, cannot rely on these incentives,

as the group is either non-existent or too large to have the necessary information to ensure

repayment.

More recent research has focused on incentives present under both group and individual

lending schemes. A significant amount of this research centers on the repeated interaction

between borrower and lender, also known as ddynamic incentives.T Although first

attributed to Besley (1995), Morduch (1999) has been instrumental in cataloging the

dynamic incentives at play in microfinance. When a borrower has continual credit needs,

access to future loans can provide a strong reason to avoid default on a current loan.

Furthermore, continual increases in loan size, or dprogressive lending,T improve a

borrower’s incentives to repay over time (see Mosley, 1996; Jain and Mansuri, 2003).

Ensuring repayment incentives through refinancing is modeled in the context of

microfinance by Hulme and Mosley (1996) and Armendáriz de Aghion and Morduch

(2000). Using a two-period model, repayment of the first loan is induced with the promise

of a second loan. However, in these two period models, the borrower always defaults on

the second loan. In practice, MFIs stipulate that once a microentrepreneur defaults on a

loan, she becomes forever ineligible for future loans. This tactic is almost universally

employed by MFIs and is a fairly harsh means to ensure repayment.

Madajewicz (1997) notes that bthese incentives are often quite extreme,Q maybe too

extreme, considering the dearth of alternative sources of credit for the poor in developing

countries. Mosely, in a study of the Bolivian microfinance sector, tells the story of one

microentrepreneur who lost his investment in a burglary. As a result of one member being

burglarized, bthe entire group fell into default, and remains so, banned from borrowing any

more fromBancoSolQ (Mosley, 1999). A borrower with repayment problems faces a difficult

choice: do I sell productive assets or withdraw my children from school in order to pay my

loan, or do I surrender all access to future loans? Unfortunately, successful households may

slide back into poverty in order to retain the possibility of loans in the future.

1 For example, see Varian (1990), Stiglitz (1990), and Ghatak (1999).
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