“Microfinance and Poverty Reduction:
The problematic experience of Communal Banking in Peru”
By AnaMarr?!

As a response to many partial and over-simplistic theoretical and empirical studies, this
paper presents a more comprehensive analytical framework for assessing the success of
microfinancein achieving itsdual objective of financial sustainability and poverty reduction.
By giving centre stage to the study of group dynamics and using principles of social
psychology and imperfect information, the paper argues that microfinance has not only not
solved the original problems of infor mation asymmetries between borrowersand lender s but
also, inits pursuit of financial sustainability, is destroying the very foundations of these
schemes by disrupting the social fabric of communities, creating more poverty and excluding
the poorest and most vulnerable from any given group.
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The supposed success of joint-ligbility lending schemes in developing countries has
generaly been attributed to ther ability to mitigate asymmetric information problems
between lenders and borrowers, hence increasing access to financid services for
people with no traditiond collaterd, leading to potentid pogtive impacts on poverty
reduction. However, existing theoreticd and empirica studies tend to be partia and
over-gmplidic in their analyss of these issues.

Theories of asymmetric information in credit markets, on the one hand, specidisein
particular aspects of group lending schemes, e.g. screening of borrowers, peer
monitoring, auditing, and enforcement of sanctions, and are largely based on overly
smple assumptions about group behaviour. With regard to theories about group
formation or the screening of potential members, Ghatak (1999, 2000) concludes that
asdf-sdection process leads to a positive assortative matching, i.e. groups salf-select
members of the same risk type, forming homogeneous groups. The strength of this
concluson is however weakened by the assumptions that underlie the mode!: it is
assumed that members have perfect information about one another, or that they can
rasethisinformation without costs This risks making results tautologous.

Aghion and Gallier (2000) extend the analyss dlowing for the presence of imperfect
information amongst borrowers. They find that despite a non-assortative outcome,
group lending improves market efficiency. Ther conclusons are aso based on
unregligtic assumptions: that potential group members know in advance the costs
involved in the auditing of loan usage and those involved in repaying for defaulters.
Asthe full extent of these costs can only be assessed during group interactions,
assuming perfect ex-ante knowledge limits the ussfulness of this sudy. Most
importantly, the mode fails to andyse the implications of forming heter ogeneous

! This paper is an extract of the author’s PhD research thesis, funded by the Economic and Social
Research Council, United Kingdom; and undertaken at the School of Oriental and African Studies,
University of London. Contact address: a.marr@aodi.org.uk
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groups. given the fact that mord hazard can arise in thiskind of environment, a
process of post-screening may lead to Smilar market inefficiencies thought to have
been resolved, i.e. excluson of ‘safe’ borrowers from credit markets.

Issues of mord hazard and peer monitoring have, in turn, been andysed largely in
isolation from screening (and other) processes. Stiglitz (1990) and Varian (1990)
pioneered theoretical studies in these areas but their models were based on strong and
highly redtrictive assumptions: (1) that information is perfect and costless anongst
borrowers; (2) that peer monitoring is costless; and (3) that aternative credit sources
are absent. Aghion (1999) and Conning (2000) alow for costly peer monitoring but
incorporate an additional assumption: that borrowers can costlesdy impose credible
socid sanctions on grategic defaulters to secure loan repayments. Bedey and Coate
(1995) examine therole of socid sanctions under the limited assumptions of perfect
information amongst borrowers, while Diagne (1998) presents amodd of incomplete
information and finds that peer pressure works only because of potentid defaulters
intolerance of passive socid sanctions, suggesting that active socia sanctions impose
cogts on borrowers that diminish the effectiveness of joint-liability contracts.

When not restricted by unredlistic assumptions of perfect information and costless
undertaking of group-related duties, these theoretical models rely on sets of incentives
that are expected to induce individua behaviour into carrying out these group duties
and achieve high loan repayment rates. Incentives usudly include socid sanctions,
cogts of paying for defaulters, and renewal of credit if prompt repayment is made.
Most importantly, these incentives are expected to work dueto asmpligtic
assumption about individua behaviour: that people minimise costs given thet other
factors remain unchanged, asif group members were insulated from context, culture
and socid forces. Crucidly, these theoretical modd s ignore the fundamenta fact that
incentives cause important impact effects on people, which lead them to take action in
order to reduce costs and/or transfer risks to other group members and microfinance
officers. It is hence the complexity of socid relationships that develop amongst joint-
ligbility group members, and between them and officers, that it isvitd to
acknowledge and ded with in order to assess the power of microfinance in achieving
financid sugtainability and poverty reduction.

Empirica impact sudies, meanwhile, focus dmost exclusvely on the end-use of

credit when assessing poverty impacts, largely overlooking the impacts arisng from
group interactions, suggesting with this that the interna dynamics of groups are

neutrd in influencing find poverty impact effects. Andytica frameworks have
evolved dongsde developments in theories on poverty, household dynamics and
enterprise growth. Chen et al (1996) develop amode on household economic
portfolios which is based on the concept of nonseparability between the household' s
production and consumption functions. Along smilar lines, Chen (1997) anayses
impacts at the individual leve including an examination of a‘rdationd’ pathway,
which ams at assessing changesin participation in groups; this, however, focuses on
impacts of microfinance services on borrowers' relationships outside the joint-lidility
group. Other conceptua frameworks emphasi se specific aspects of wellbeing such as
gender empowerment (Goetz et al 1996), impacts on productivity, technology and
employment (Hulme et al 1996), children’s nutrition and schooling (Khander 1998),
food security (Zdler et al 1997) and riskiness and vulnerability (Cohen et al 2000).
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Very few empirica studies ded with aspects of group dynamics. Montgomery (1996)
finds some anecdota evidence of high socid cogts of imposing sanctions within
groups, while Copestake et al (1998) assess reasons for joining or not joining group-
based programmes, Wydick (1999) suggests that socia sanctions are weakly enforced
between friends, and Painter et al (1999) look at the effects of membership turnover
on loan-9ze growth rates. Although useful, these sudieslimit the andysisto

particular agpects of group interactions and fail to incorporate the complete set of
group duties that people are compelled to undertake when participating in joint-
ligbility systems (i.e. screening, peer monitoring, and so on), ignoring with this some
fundamenta channds of impact effects on the welfare of participants and the financia
sugtainability of these schemes.

The paper isdivided into six sections. Section one presents our proposed analytical
framework for the study of microfinance impacts, while sections two to five eaborate
on key research findings of specific aspects of group dynamics, i.e. group formation
or screening period, peer monitoring, peer auditing, enforcement of sanctions and
post-screening period. Section Six contains concluding remarks.

1. Analytical Framework

This section presents amore redigtic and comprehensive andytica framework for the
study of poverty impacts of group-based microfinance schemes?. The centrd ideaiin
this framework is that, in order to capture the full costs and benefits of microfinance,
the andyss ought to focus on the essence of what condtitutes joint-lighility
microfinance schemes and, hence, make the study of group dynamics centrd to the
investigation concerning the power of microfinance in resolving informational
problems and aleviating poverty.

Figure 1 showsthe modd of impact chain envisaged for the present study of
microfinance impacts. The model improves on existing conceptuad modelsin three
digtinct aspects. Firdly, it presents a dynamic understanding of the impact process, as
it portrays a continuous path of mutudly influencing effects between the group
dynamics and the poverty impacts. Secondly, it highlights the underlying causes of
impacts, tracking and eucidating how changes in peopl€ s behaviour and their
poverty-reduction strategies determine the ultimate impacts on poverty. Thirdly, it
bringsto light ex-post deter minants of impacts asit links poverty impacts with
contract compliance and helps develop an understanding of how the resulting effects
on group dynamics feed back into the microfinance organisation which, in turn,
modifiesits policies and practices, further affecting group dynamics and poverty

impacts.

To daborate on the andyss of group dynamics more Specificdly, this conceptua
framework, based on principles of socia psychology (see eg. Tuckman et al 1977,
Baron et al 1999, Myer 2001), identifies five Sages in the development of
microfinance groups in the context of key duties and activities that group members

are induced to undertake in order to achieve overdl financia and organisationa
sugtainability. As sketched out in figure 2, microfinance groups typicaly start
interactions during aformation period in which a screening process takes place. Once

2 For afull analysis of this conceptual framework see Marr (forthcoming 2002).
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formed, groups gradualy evolve over the three years of their intended life and go
through three typicd stages of development: alearning period during which people
gain knowledge about rules and members persond traits; acritical period whereby
unresolved problems and potentid conflicts usudly lead to sgnificant changesin
intra-group interactions, and a consolidation period during which new resolutions can
result in the success or failure of the microfinance group. The length and presence of
each of these periods are obvioudy not clear-cut issues, as groups may jump one
particular period or never reach the next expected developmenta stage.

The vdidity and ussfulness of thisandytica framework have been tested empiricaly
during field research undertaken by the author in Peru during 2000-2001. Nine groups
were randomly sdected from a Communa Banking programme cdled La Chanchita.
This microfinance programme works with groups of around 20 people each; groups
have an operative life of three years after which time they disintegrate or begin

another phase of three years, and it targets poor and disadvantaged segments of the
population. The sample of active group membersis 180 and the total number of
people interviewed for this study is gpproximately 350, which includes members who
exited the programme before its end, new members who entered existing groups,
control group participants, microfinance officers and senior managers, some
household members, and key informantsin theloca communities. Groups were
selected from the shanty towns of Lima and rurd communities of Cusco, and methods
for collecting information included quantitative and qualitative tools such as surveys,
in-depth interviews, focus groups and participatory observation, in order to obtain a
comprehensive understanding of the interna dynamics of groups and to crosscheck
information.

2. Group Formation or Screening Period

Research findings of the process of group formation or screening period reved that
microfinance schemes sart off as fragmented and heterogeneous groups, implying
that information about colleagues defaults risksisimperfect. In effect, information
levels vary across group members and according to specific aspects of group
members' lives. Severa sub-groups of people were found within each larger group of
around 20 members, amongst these sub-groups, varying information levels prevailed:
in sub-groups composed by family members, for example, high informeation levels
about one another were observed, while in sub-groups of neighbours who live very far
from each other, low leves of information were prominent. The extent of information
levels about members' intrindc characteristics can be summarised in table 1, which
highlights the main aspects of group participants' livesthat are relevant for assessing
future behaviour and responses during group interactions.

Table 1: Initial information levels

Low High
0%-25% 50% 75%-100% | Total
Business Count 67 50 26 143
Management % within 46.90%| 35.00% 18.20%| 100.00%
Household Count 87| 33 23 143
Management % within 60.90%| 23.10% 16.10%| 100.00%
Timely loan Count 58 55 30 143
repayment % within 40.60%)| 38.50% 21.00%| 100.00%
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Willingness to Count 60 55 28 143
honour debts % within 42.00%)| 38.50% 19.60%]| 100.00%
Responsibility with |Count 58 54 31 143
duties % within 40.60%| 37.80% 21.70%| 100.00%
Exposure to risks Cou_nt - 62 o9 25 143

% within 43.70%| 38.70% 17.60%)| 100.00%

Note: Results show highly statistically significant Pearson Chi-Square values for each row
assessed individually, i.e. less than 0.01, except for Business Management which shows
Pearson Chi-Square=0.033

Source: Author's field research in Peru; 2000-2001

One griking finding isthet initid information levels are generdly superficid across
participants. Table 1 shows that around only one fifth of group members have a
relaively high degree of knowledge about colleagues, dl of whom reported to possess
information as high as 75% at mog, i.e. none cited perfect information of 100% about
any of the agpects consdered. Initial knowledgeis particularly low on aspects of
members household management (i.e. usage of household income flows and assets,
expenditure patterns, and extent of conflictive relationships within household
members), and exposure to risks (i.e. members vulnerability to risks such asthose
resulting from high numbers of dependent household members ilinessesin the

family, and unsafe workplace and household environment).

Various reasons associated with inditutiond deficiencies, local market changes and
actua screening processes help explain these outcomes. The redlities of setting
‘indtitutiond financid sugtainability’ asaprincipa objective in this microfinance
organisation mean that officerstend to alocate little time to the process of screening.
Pressures on officers  time for achieving high loan portfolios appear to produce strong
incentives for officers to form groups very quickly, in order to Sart disbursing loans
as soon as possible and hence attain their persona performance targets. As present
performance criteria take into account financid indicators only, officers place little
importance on information levels amongst group members, degree of group cohesion,
types of prior mutua relationships and actud poverty levels, leading to cases of
highly fragmented groups being formed.

The increasing supply of microfinance services in Peru contributes to the present
difficultiesin dtracting potentid participants to these Communa Banking (CB)
schemes. During the period of 1994 to 2000, the number of microfinance
organisations (MFOs) in Peru has dmost doubled, from 19 to 37, many of which are
magor competitors of the CB programme (SBS 2000). The implication of thisisthat,
in many ingtances, officers do not have any other option but to help form groups
composed of people who live in highly dispersed geographical areas and who possess
very little knowledge about one another.

Most importantly, the formation of heterogeneous groups responds to the fact that
peopl€ s digibility criteriado not necessarily coincide with those of the MFO. While
MFOs oblige potential participants to self-sdlect members who will be able and
willing to repay |oans, people have much more diverse criteria. Four broad areas
where the digibility criteria deviate from that of MFOs were identified when
investigating participants motivations for selecting group members.
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Within sub-groups of close relatives, one prominent factor in self-sdection criteria
refers to the use of loans. In these groupings, members are selected for ther readiness
to hand over their MFO loans to another rdlative (usualy the one who invited them to
participate in the programme) when required. For this purpose, it would not
necessarily matter to the selecting participant whether her rdative fulfilsthe MFO's
criteria, aslong as she complies with the unwritten agreement between them. Their
loydtieslie firmly within the household and the extended family, sometimesto the
detriment of fdlow group members and even MFO’ s objectives.

Within sub-groups of participants whose strongest ties relate to mutua support in
times of need, amgor principle for their digibility is whether the personis
conddered to bein need of cash. Questions on debt capacity and timely loan
repayment take aminor place in their digibility, as they might have never before
borrowed from any financia organisation or are used to the flexible conditions that go
with borrowing from friends and relatives only. One prominent sentiment within this
group is the expectation of the MFO regulations being contingent on participants
economic Stuation a the time of implementation, particularly when the MFO's self-
proclaimed objective of reducing poverty is noted. In this context, members sdf-
selection criteria emphasi se compliance with an inditutiond objective which, in
practice, has been belittled by the overpowering god of achieving financid
sugtainability. Clashes with other sub-groups underlying objectives will dso test
MFO priorities when members of the needs-based group fal behind on loan
repayments despite their high willingness to honour debts.

Amongst members that have binding ties related to patron-client relaionships, a
fundamentd criterion for selection refersto their reciproca outstanding debts in terms
of political favours and money. In these cases, the sdecting participant isusudly ina
position of power within the group and can ignore MFO digihility criteriawithout
difficulties. One aspect of these types of selection motives relates to paying back old
debts: participants invite people to whom they owe money and request them to
consder MFO loans as part of their debt payments. In this arrangement, the inviting
participant pays for the MFO loans borrowed by her colleague; no further information
is hence collected about this member’ sintringc characterigtics, Snce sheis
participating in the group only to recover outstanding debts.

A fourth identifiable broad criterion for sdf-salection refersto the need to reach the
minimum number of people to sart a group — usudly 20 persons. In some cases,
particularly in urban and semi-urban areas, participants find it hard to select 20
potentid membersto start the group and have to resort to inviting people they hardly
know and with whom no previous reaionships exist. Although these participants are
likely to fulfil basc MFO requirements, their week links with colleagues further
endanger the group’ s cohesiveness. Their hidden agendas' as well as those of other
group members become clear as events unfold over the life of the group, where
participants start negotiating aspects of their own agendas with those of their
colleagues within the framework of the MFO’ s objectives.

Theimplications of forming heterogeneous groups with significant proportions of
people who know little about colleagues key features are that MFOs will have to rely
heavily on members access to information and set incentives to incresse participants
willingness to share that information with officers and group colleagues. We will see
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in the following sections whether al thisis possble to atain, and note the impact
effects that they cause on group members.

3. Peer Monitoring

One extraordinary finding about peer monitoring is thet the extent to which
participants undertake this duty is significantly low®. Table 2 shows that over the
lifegpan of groups, more than haf the members clam to have undertaken no
monitoring whatsoever and of the ones that carried out some degree of monitoring,

none undertook this task to an extent larger than 50%. Moreover, results are

datidicaly inggnificant when comparing yearly behaviour, which implies thet the
degree of peer monitoring is consstently low at every stage of group development.

Table 2: Extent of monitoring over time

Extent of
Monitoring

Total

YEAR Total
1 2 3 4

Count 65 50 19 11 144

None (0%) 06 within | 57.50%| 51.50%| 45.00%| 64.70%| 53.90%
little (25%) Count 27 22 15 5 69
06 within | 23.00%| 22.70%| 37.50%| 29.40%| 25.80%

Regular (50%)  [Count 21 25, 7 1 54
06b within | 18.60%| 25.80%| 17.50%|  5.00%| 20.20%

Count 113 97 44 17 267,

06 within | 100.00%| 100.00%)| 100.00%| 100.00%]| 100.00%

Chi-Square Tes

ts

Value | df Asyn;i%'esdi)“:" (2-
Pearson Chi-Square 7.561(a 6 0.272
Likelihood Ratio 7.898 6 0.246
Linear-by-Linear Assoc 0 1 0.99
N of Valid Cases 267

a 2 cells (16.7%) have expected count less t
expected count is 3.44.

han 5. The minimum

Some quantitative variables help explain these outcomes. These are presented in table
3inthe form of results of an econometric modd devised for this purpose. Three
variables are particularly worthy of close examination: one referring to the
transactions costs of monitoring and two representing the microfinance scheme's
incentives to monitor. Indeed, econometric results show that the transaction cogts that
participants endure when undertaking peer monitoring is the most important variable
in explaining degree of monitoring, i.e. /t/=9.0. Further investigation reveds precise
costs in terms of time and monetary expenditure. For nearly 60% of participants,
monitoring took between 1 and 7 days of their time, while one person dedicated as
much as two weeks to raisng information during peer monitoring. Taking asthe
benchmark the time devoted to compulsory meetings (i.e. 6-9 hours per year, or the
maximum length of time that members expected to dedicate to the programme), time-

3 To calculate the extent of monitoring in a given year, group members were asked to specify the
number of fellow members (and their respective |oans) they monitored that year, e.g. in agroup of 20
members, a monitoring of 25% means that members monitored approximately 5 colleagues and only

one set of the 4 sets of loans usually lent in ayear. The variable scaleis devised as: 0%=No monitoring
or “none”; 25%-=little extent of monitoring or “alittle”; 50%= middle-range extent of monitoring or

“regular”; 75%=significant extent of monitoring or “alot”; and 100%-= full monitoring or “aways”.
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related cogts of monitoring are caculated to be between 3 and 60 times higher. In
terms of monetary costs, compared to an appropriate benchmark (the MFO interest
rate of US$0.27 per day), daily monitoring costs are up to 163 times more expensive.
These are evidently extraordinarily high costs to bear and hence appear to represent
the most important congtraint on the task of peer monitoring.

Table 3: Regression on factors explaining extent of monitoring

Model Summary

Adjusted | Std. Error of

Model R R Square R Square | the Estimate
1 .646(a) 0.418 0.399 0.7741]
(a) Predictors
ANOVA(b)
Model Ssquurgrzfs df Mean Square F Sig.
Regression 105.375 8 13.172| 21.979 .000(a)
1 Residual 146.827 245 0.599
Total 252.202 253
(a) Predictors; (b) Dependent Variable
Coefficients(a)
Unstandardized Standardized
Coefficients Coefficients t Sig.
Model B Std. Error Beta
(Constant) 1.94E-02 0.079 0.244 0.807|
Initial knowledge on
monitoring 0.242 0.052 0.249 4.659 0
Systems of mutual
guarantees 3.97E-03 0.048 0.004 0.082 0.934
Reasons for monitoring 0.173 0.052 0.175 3.344 0.001
Cumulative loan
amount 7.34E-02 0.052 0.072] 1.422 0.156
1 Cost of monitoring
(transaction costs) -0.465 0.05]] -0.458 -9.039 0
Locality (urban, semi-
urban, rural) 5.40E-02 0.05 0.057] 1.08¢q 0.279
Whether the member
belongs to the Central
Committee or not -5.79E-02 0.035 -0.088] -1.657 0.099
Member's status (first
joiner or later joiner) 0.11 0.09 0.065] 1.23 0.22

(a) Dependent Variable: Extent of Monitoring

Typicd MFO'sincentives to monitor, on the other hand, are crucidly ineffective in
encouraging higher levels of monitoring. These are represented in the econometric
model by the variables * systems of mutua guarantees and ‘ cumulative loan amount’,
which in both cases are gaidicdly inggnificant. Thefirg variable Sgnifiesthe

attempt to enhance peer monitoring through the re-structuring of groups into sub-
groups of 2-3 members who become mutua loan guarantors. Lack of effectivenessin
this case relates to poor enforcement, methods of sub-group sdlection, and lack of
systematic re-gructuring across groups. when an untoward event occurs, lines of
ligbility are not always respected (Sometimes no-one becomes responsible and
sometimes the whole group does); sub-groups tend to be composed of close relatives
with a grong interest in avoiding monitoring and pendties; and, even in other types of
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sub-groups, liability tends to be avoided because systems are not introduced on an
equal basis across groups. The variable * cumulative loan amount’ refers to the MFO
promise of progressively larger loan amounts to prompt repayers. Itsineffectivenessis
largely caused by the above-mentioned increasingly large supply of microfinance
sarvicesin Peruvian communities. Indeed, as participants percaive that they can gain
access to other financid inditutions, the promise of larger MFO loan amounts loses it
power to encourage higher levels of peer monitoring.

Most importantly, this research has found that information gathered through peer
monitoring is distorted, hidden or smply not volunteered in the process of
trandferring this information to group members and officers. A fundamenta reason for
thisisthat participants interactions when carrying out monitoring are ruled by deep-
seated power structures. These power structures originate from the types of
relaionships that group members sustain with their peers prior to joining
microfinance schemes, the bases for which are diverse and not necessarily related to
issues of borrowing and lending.

In the previous section, we have learnt that there are various identifiable types of prior
rel ationships which form the basis for participants sdf-selection criteria; these are
primarily related to socid ties arising from blood connections, patron-client relations,
pro-poor community associations, and neighbourhood and business proximity. In
effect, only 4% of dl participants have prior relationships based on issues of
borrowing and lending, i.e. they are members of common ROSCASs. All this means
that the vast mgority of participants are unfamiliar with financia issues when they
firgt join the programme. When these group members are then confronted with an
dien way of relating to one ancther — in this particularly case, monitoring colleagues
loans, investments, returns, risks, and so on —, they tend to react very strongly and
may resort to acts of intimidation, threats and even physica abuse in order to repress
information about their financid affairs. Thisis doquently evidenced by a
(representative) commentary made by one of the participants:.

“l told group members about the Ochoa family’s comings and goings and that I'd

seen that they had just bought a big truck with their loans to take their maize to Puno.
Two weeks later, someone stole my pigs from my chacra.[my little patch of land]. |
know that it is that family taking revenge on me. They think they can do anything in
the group and no-one should say anything.”

(Transcription 58: fieldwork in Huayllabamba, Cusco, 2000-2001)

What this testimony istelling usis that the problem lies perhgps not so much in
limitations on raising information stocks:. this person had obtained information about
thisfamily’ s use of loans and sheis not complaining about the costs of raisng
information. The problem seemsto be related, rather, to costs involved in the sharing
of information. It is, therefore, in the transmission of information to others that people
react very strongly to repress information. Thisisavery interesting proposition
because it means that the information is accessible but is going to be repressed,
distorted, hidden or not volunteered because of the costs involved in the sharing of
information and because the loydties of people may lie e sewhere — that is, not in
support of the interests of the MFO. This proposition also raises the question of how
effective the MFO isin providing the structures and incentives for a harmonious
exchange of information. Two related issues hep explore this question: the legitimacy
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of loan usage and the types of communication structures set up by these microfinance
schemes.

On the issue of what congtitutes legitimate uses of MFO loans, a prominent problem
isinditutiond ambivaencein clearly defining vaid loan usage. In practice, therefore,
officers sometimes inform group membersthat it is legitimate to use loans for
consumption purposes, while a other times they forcefully disseminate the idea that
loans should be used for investment in income-generating activities only. The root of
this ambivaence isthat MFOs (and officers) are struggling to achieve smultaneoudy
the two somewnhat contradictory objectives of financia sustainability and poverty
dleviation, whereby loan usage for consumption-smoothing purposes can be judtified
by poverty-reduction arguments but not necessarily by financid sustainability
arguments. An important consequence of thisisthat officerstend to change the
definition of legitimacy in loan usage, particularly when running into problems of

loan recovery, making the task of peer monitoring more difficult to accomplish as
group members become highly confused by the *moving target’ to be monitored.

A more fundamentd explanation of limited levels of monitoring is that the
communication structures in these microfinance schemes are generdly ineffective,
leading to various coordination and motivation losses. In monthly Genera Mestings,
where group members and officers convene to exchange information, lines of
communication are overwhdmingly centrdised in the Credits Committee (i.e.
members who compose the group’s central committee, plus the guiding MFO officer),
meaking it highly redtrictive for group members to communicate sengtive information
gathered through monitoring in an open and democratic way. Deliberationsin
mesetings are often fuelled by tensons arising from disparate agendas, wherein the
interests of the centraised power usudly prevail, with little regard for the stocks of
information gathered by colleagues;, hence find decisons (on loan disbursements for
example) become highly centralised in afew hands.

The consequences of poor channels of communication and centralised decision
making are profound: (1) in the many ingtances where reveding information leads to
reprisals by the members dluded to, the increase in monitors' transaction codisis
magnified by the perception that little real importance is attributed to the information;
and (2) asreveded information is perceived as not being effectively taken on board
and not influencing collective decisons, members become disillusoned and
demoativated in their efforts to undertake peer monitoring, because they perceive no
benefit in it while they have to bear the cogts of undertaking it. In both cases, the
demondtration effect in the rest of the group appears to produce a genera stagnation
and even decline in performance leves, confirming the views of those colleagues who
anticipated high monitoring costs and opted for minima or no monitoring and sharing
of information.

The concluson thus far, is that, with modest levels of peer monitoring, moral hazard

continues to represent a serious risk in these microfinance schemes asin more
traditiona lending contracts.
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4. Peer Auditing

Compared to monitoring, the extent of peer auditing is rdatively high. Over 60% of
participants reported to have undertaken some degree of auditing during their
membership length, and nearly a quarter of them carried out this duty at the high level
of 75% compared to none & al undertaking monitoring at that level. Despite this
positive outcome, research findings show that the quality of auditing is remarkably
poor and is observed to deteriorate over time.

The primary purpose of auditing isto investigate the causes of [oan nonrepayment; in
other words, itsaim is to determine whether the non-payer is unable to repay her
debts or is unwilling to honour them. The qudity of auditing is hence measured by the
degree to which group members carry out auditing in order to achieve this purpose.
Our findings show that auditing quality deteriorates over time, i.e. peer auditing
ceases to be ameans to find out about the causes of loan non-repayment and it
becomes away to apply pressure on fellow membersin order to recover debts. Some
quantitative evidence is presented in table 4 below.

Table 4: Whether auditors distinguish between inability and unwillingness to repay

Group maturity Total
<1year 1-2 years |2-3 years| > 3 years

almost nil E"“T“ - 16 4 20 8 48
Differentiation % within 40.00% 4.20%| 11.40% 10.50%| 12.40%
between o504 Count 16 48 68 34 166
inability and 2/:owithin 40.00% 50.00;@ 38.60;/; 44.73;/8 42.78;/2

" ount 4 4 1

;Jonﬁvégg'yg”ess °0% % within 10.00%| _ 25.00%| 38.60%| _ 39.47%| 32.47%

5% Count 4 20 20 4 48

% within 10.00% 20.80%| 11.40% 5.30%| 12.40%
Total Count 40, 96 176 76 388
% within 100.00%| 100.00%| 100.00%| 100.00%| 100.00%
Chi-Square Tests
Value df A(?{Q}zéﬁ')g

Pearson Chi-Square 53.083(a) 9 0
Likelihood Ratio 47.915 9 0
Linear-by-Linear Ass 2.821] 1 0.093
N of Valid Cases 388
(a) 2 cells (12.5%) have expected count less than 5. The
minimum expected count is 4.95.

In severd surveys and in-depth interviews, at various stages of group development,
participants were requested to estimate whether they could differentiate between
inability and unwillingness to repay when undertaking auditing. Table 4 shows that
this digtinction deteriorates over time, e.g. while over afifth of al participants could
make this distinction in 75% of audit cases at the early stages of group maturity, only
5% of them could three years after. Most interestingly, participants reved that they
stopped asking questions conducive to identifying nonpayers fundamenta causes of
norrepayment as time passed, suggesting that auditing for the purpose of gathering
information on borrowers' inability or unwillingness to repay fades avay over time,
as more pressing issues replace its rationae and importance in relation to other group
tasks. Comments made by members of groups Centrd Committees are particularly
revedling in this regard:
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“They are not asked how they used their |loans [during auditing], they are only asked how they
are going to repay their debts’ (Transcription 21: president of “Velasco Astete”, group
founded in 1997, Cusco)

“We pressure them to repay, not to find out if they can or cannot repay. Besides, they lie to
you” (Transcription 16: president of “Eduardo de Habich”, group founded in 1998, Lima)

“It is never asked what happened to the borrower, her business or her household; it isonly
demanded that she should pay up” (Transcription 31: vice-president of “1ro de Mayo”, group
founded in 1997, Cusco)

An extraordinary consequence of the deterioration in the quality of auditing is that
most nonpayers are classified as strategic defaulters on loans, i.e. unwilling to repay.
This can be observed in table 5 which compares auditing assessments carried out
during the present research and those undertaken by the microfinance group on the
same nonpayers. During the first few months of group maturity, results of both
assessment reports can be seen to be similar. However, as groups evolve, the error gap
garts to widen to the point that, by the time groups have over three years of maturity,
80% of audited colleagues are classfied as srategic defaulters when the actud figure
IS 17%. Thisimpliesthat alarge number of borrowers who are unable to repay
because they invested their loansin long-term projects (such as agriculture, housing,
hedlth or education) or suffered unexpected shocks (such as sudden illness, loss of
jobs, theft, crop failure, divorce/separation, business meltdown) are, in practice,
classfied as drategic defaulters.

Table 5: Contrasting auditing assessments

Research assessment a/ CB assessment Total
Group maturity Unable | Unwilling | Both | Unable | Unwilling | Both
< 1year Count 33 6 1 30 8 2 40
% within 82.50% 15.00%| 2.50%]| 75.00% 20.00%| 5.00%| 100.00%
1-2 years Count 75 19 2 28 59 9 96
% within 78.13% 19.79%| 2.08%]| 29.17% 61.45%| 9.38%| 100.00%
b-3 years Count 111 37 28 2 144 30 176
% within 63.07% 21.02% 15.91% 1.14% 81.82%| 17.04%| 100.00%
> 3 years Count 62 13 1 3 61 12 76
% within 81.58% 17.11%| 1.32%| 3.95% 80.26%| 15.79%| 100.00%
otal Count 281 75 32 63 272 53 388
% within 72.42% 19.33%| 8.25%]| 16.24% 70.10%| 13.66%| 100.00%

a/ Research indicators: To determine auditees

ability/inability to repay debts, aspects included (1) loan usage; (2) returns on their
investments; and (3) shocks suffered during the period between loan disbursement and repayment; and to determine auditees’
willingness/ unwillingness to repay, areas of research included (1) conflicts suffered within the group; (2) conflicts suffered within
the household; and (3) collusion with group or household members.

Partly as areault of this strong bias towards classfying nonpayers as dtrategic
defaulters, MFO officers begin to exercise a more decisive influence on participants

investment decisons and forms of [oan repayment. They strongly advise borrowers to
invest MFO loansin short-term trading activities in order to repay loans promptly and

when participants cannot repay, officers advise them to borrow from any sourcein

order to repay loansin time. Thisforceful influence on participants decisions

reinforces (if it does not produce) the patterns of old coping strategies. Indeed, we

have found that the mgjority of participants — a saggering 62% — become over-
indebted from other sources, as seen in table 6, in order to repay MFO loans promptly,
and that markets are beginning to become saturated by small-scale trading businesses.
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Table 6: Actual forms of loan repayments

membership length

Total
1 year 2 years 3 years |>3years
Borrowings from |Count 31 58 29 29 147
other sources % within 77.50% 57.40%  46.10% 90.6%| 62.30%
Sales h/h assets; |Count 1 3 4
by instalments % within 2.50% 3.00% 1.70%
Forms of From profits Count 5 23 11 2 41
repayment % within 12.50% 22.80% 17.50% 6.30%| 17.40%
From savings Couht _ 3 15 19 1 38
% within 7.50% 14.90% 30.20% 3.10%| 16.10%
none Coupt . 2 4 9
% within 2.00% 6.30% 2.50%)
Total Count 40 101 63 32 236
% within| 100.00%| 100.00% 100.00%| 2100.00%)| 100.00%
Chi-Square Tests
Value df Asy?i%‘ez')g' 21
Pearson Chi-Square 56.431(a) 21 0
Likelihood Ratio 54.753 21 0
Linear-by-Linear Ass 0.743 1 0.389
N of Valid Cases 236

(a) 12 cells (37.5%) have expected count less than 5. The minimum
expected count is .14.

One fundamenta reason explaining al these research findingsis that the socid cost of
revealing auditing information is high for group members. Aswith sharing
monitoring information, deep-seated relations of power, kinship connections and
friendship associations are fundamenta shapers of the extent and quality of
information (gathered through auditing) to be shared in group meetings — participants
can be observed making subtle movements to pogtion themselves within the
microfinance group power structure which is being rapidly moulded as people
interact. Two of the mogt striking and representative responses of what results from
these group interactions are encapsulated in the comments below.

“Don’t tell on me, she begged me. And then she said: one day you'll go through
problems like this yourself; if you don’t help me now, don’t complain if | won’t help
you later....”

“I am really scared of retaliation. | go with other people to do auditing but only to go
along with the rules. Now, | keep my mouth shut”

(Transcriptions of fieldwork interviews in Lima and Cusco, 2000-2001)

The message that these testimonies convey is both strong and disturbing: thet
participants can suffer truly sgnificantly high costs when reveding information about
group colleagues. Behind each of these commentaries there is evidence of cases of
verbal abuse and even physical atacks on properties and individuds, which are
intended to serve as clear reminders to informants thet their loyalties should lie with
fellow members rather than with the MFO or the microfinance group. These acts of
intimidation and retdiation are, hence, an effective means of influencing participants
into distorting information in order to protect or atack group colleagues, contributing
to the eroson of the quality of auditing assessments.
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Exacerbating the deterioration of audit qudity are the deficienciesthat exist in the
MFO officers management of information and conflicts. Despite the number of
training courses they undertake, officers do not seem to have the tools — perhaps more
importantly, the MFO does not provide structures and mechanisms — to manage
auditing information and the conflicts that develop during information exchange. One
crucid deficiency arises when officers leave problems and disagreements resulting
from audit discussions completdy unresolved. This has serious implications for
individua and group behaviour because participants perceive alack of benefit in the
sharing of audit information with their peers, while they have to endure the socid
codsthat reveding information inevitably brings to them, leading to further
deterioraion in the qudity of auditing.

As groups progress and conflicts escdate, and implicitly acknowledging their
ineffectiveness in guiding groups, officers begin to rely very heavily on members of

the groups Central Committees to carry out auditing and make assessments of
nonpayers. The problem with thisis that these group members do not necessarily have
a higher comparative advantage in obtaining information, and very often display
stronger vested interests in digtorting information and centraising power around
themsdlves. With things becoming even more complicated and because of pressuresto
achieve high repayment rates, officers contribute to the deterioration of audit quality

by srongly influencing the change of purpose in the task of auditing: ingtead of being
ameansto find out the true causes of non-repayment, it becomes atool to recover
debts.

5. Enfor cement of Sanctions and Post-scr eening Period

If this processistakentoitslogica conclusion, it can beinferred that, with low levels
of monitoring and astrong bias towards labelling participants as strategic defaulters,
these microfinance schemes rdy very heavily on the imposition of sanctionsto
achieve high repayment rates. Moreover, as auditing qudity deteriorates over time,
the adminigtration of sanctions tends to intensify accordingly. In effect, broad
quantitative evidence supports the gpparent occurrence of this phenomenon.

Table 7: Types of administered sanctions

Group's maturity
< 1year [1-2 years|2-3 years| > 3 years Total

Group visits to my  [Count 7] 23 48 8 86

house/business % within 28.57%)| 43.48%| 31.94% 18.18%| 31.62%

Wasted time Count 7 11 10 28|

. chasing debtors % within 28.57% 6.95% 22.73%| 10.30%
Sanctions .

members Fines for late Count 7 27| 6 40

endure repayment % within 28.57% 18.06% 13.64%| 14.71%

Next loan was Count 20| 51 12 83

suspended/reduced (% within 39.13%| 33.33% 27.27%| 30.51%

My assets were Count 3 9 15 8 35

confiscated % within 14.29%| 17.39% 9.72% 18.18%| 12.87%

Total Count 24 52 152 44 272

% within 100.00%| 100.00%| 100.00%| 100.00%| 100.00%
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Table 7 reved s two interesting findings: (1) that the types of sanctions which people
clam to have endured during their participation in microfinance groups gradudly
incresse in number (up to the end of the third year of group maturity)?; and (2) that
the joint-ligbility system appearsto be gradualy abandoned over time, as the use of
socid collaerd (eg. group vigts) in the adminigtration of sanctionslosesrelative
importance in favour of individualy-based collaterd such asfinancid and physicd
collateral. For instance, the suspension or reduction of members individual loans
represents around athird of the number of sanctions administered during the later
years of group development. More alarmingly, the practice of confiscating
participants assets seemsto increase over time: by the end of members participation
in the programme, a staggering 18% of al sanctions involved confiscation of
colleagues persond assets.

Indl this process, afurther extraordinary finding is reveded: that the poorest and
most vulnerable people from any given group are excluded or leave the group
prematurely. Table 8 shows that nearly 70% of the group members who leave the
programme before its end are classfied as ‘ very poor’ according to participants own
wedth ranking. Moreover, they are most likely to leavein vast numbers a the
beginning of the programme or when the group has 2-3 years of maturity. Aswill be
discussed later, this phenomenon occurs because the very poor are more likdly to fall
behind with their debts and equaly more likely to suffer sanctions due to their
generdly lesser ability to negotiate sanctions and |oan repayments, greater ignorance
about legd and civil rights, and grester propendty to be intimidated by authority.

Table 8: Members who left the programme before its end

Group's maturity
< 1year | 1-2 years | 2-3 years |> 3 years| Total
Very poor Count 80, 56) 200, 52 388
Column % 100.00% 41.20% 80.60%| 48.10%| 67.80%
Members Middl Count 72 48 52 172
who left MFO ['991€ POOTIE T mn % 52.90%|  10.40%| 48.10%| 30.10%
Less poor Count 8 4 12
Column % 5.90% 3.70% 2.10%
Count 80 136 248, 108 572,
Total Column % 100.00% 100.00% 100.0094 100.009¢4 100.00%
Chi-Square Tests
Value df As. Sig. (2-sided)
Pearson Chi-Square 125.036(a) 6 0
Likelihood Ratio 148.918 6 0
Linear-by-Linear Assoc 9.867| 1 0.002
N of Valid Cases 572
(a) 3 cells (25.0%) have expected count less than 5. The minimum expected count is 1.68.

Note: Indicators of w ealth ranking criteria: (1) Type of household: number of earners, number of dependents, members’
gender; (2) Types of economic activities of household earners: income, expenditure, net profits, remittances; (3) Food
intake: staple, meat, luxury food; (4) Type of shelter: roof material, exterior walls, type of flooring, electricity supply,
cooking fuel, drinking water, toilet facility; (5) Type of agricultural land: area, type of crop, equipment; (6) Types of
animals: cattle, poultry, camelids, etc; (7) Equipment and household appliances; (8) Skills of household members: level of
education, business and other skills; (9) Borrower’s mini-business: income, expenditure, profits, equipment, infrastructure,

employment; and (10) Community physical and social infrastructure where the household lives.

* The decline in the number of sanctionsimposed on members belonging to groups of over 3 years of
maturity may be explained by the post-screening process that effectively selects participants who are
most likely to repay their loanson time. This processis discussed later in this section.
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Furthermore, the impact effects on exit participants are mainly negative. Evidencein
table 9 shows that these excluded colleagues get deeper into debt (particularly with
moneylenders) in order to repay MFO loans and, if payments are not settled in time,
sgnificant persond and household assets are confiscated. These materid losses are
magnified by lossesin terms of broken socid relations with group members which
result from often violent confrontations during group interactions. The combined
effect isthat participants usually end up in degper poverty than when they started.

Table 9: Forms of loan repayments by exit members

membership length Total
1 year 2 years | 3 years
by instalments Count 4 20 24
% within 2.40%| 22.70% 9.00%
borrowed from h/h  |Count 28 8 4 40
members % within 16.70%| 9.10%| 33.30%| 14.90%
borrowed from Count 20, 20
friends % within 11.90% 7.50%
borrowed at interest |Count 48 4 52
Forms of higher than MFO's  |% within 28.60%| 4.50% 19.40%
repayment |reduced Count 4 4 8
consumption % within 2.40%| 4.50% 3.00%
confiscation of h/h  |Count 36) 20 56
assets/ savings % within 21.40%| 22.70% 20.80%
from profits CO“T“ - 20 12 8 49
% within 11.90%| 13.60%| 66.70%)| 14.90%
have not repaid yet C"“'_"‘ - 8 20 28
% within 4.80%)| 22.70% 10.40%
Total Count 168 88 12 268
% within 100.00%)| 100.00%| 100.00%| 100.00%
Chi-Square Tests
Value df |Asymp. Sig.
Pearson Chi-Square 111.498(a) 16 0
Likelihood Ratio 114.78] 16 0
Linear-by-Linear Association 9.06 il 0.003
N of Valid Cases 268,
(a) 10 cells (37.0%) have expected count less than 5. The minimum expected
count is .36.

The post- screening process that results from group dynamics reveds not only that the
very poor tend to be induced to leave microfinance programmes, but also that new
group members are selected from less poor backgrounds than those of the origind
participants (see table 10), leading to a consstent diversion from the target population
towards better-off segments of society. Thisimplies that the process of post-screening
in microfinance programmes gppears to be giving rise to the origind inefficiencies of
credit markets whereby the very poor are being rationed out from credit schemes.

Table 10: Members who joined the programme later

Group's maturity
< 1year| 1-2 years | 2-3 years [> 3 years| Total
Members Very poor Count 8 44 52
who joined [P Column % | 10.00% 18.00% 9.2094
MFO later Middle poor [SQUNt 72 72 120 56 320
P Column % 90.00% 52.90% 49.20%| 51.90%| 56.30%
Less poor Count 64 52 52 168]
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Column % 47.10% 21.30%| 48.10%| 29.60%
Vulnerable [Count 28 28
non-poor Column % 11.50% 4.90%
Count 80 136 244 108 568
Total Column % | 100.00% 100.009%4 100.00% 100.009%4 100.00%
Chi-Square Tests
Value df Asymp. Sig. (2-sided)
Pearson Chi-Square 155.504(a) 9 0
Likelihood Ratio 201.011 9 0
Linear-by-Linear Assoc 14.987 1 0
N of Valid Cases 568
(a) 1 cells (6.3%) have expected count less than 5. The minimum expected count is 3.94.

Three inter-related reasons help explain dl these outcomes: (1) the types of
relationships that develop between group members and MFO officers; (2) the role of
collective sanctions; and (3) the increasing incentives to default srategicaly.

On thefirst explanatory issue, the most important aspect of member-officer relaions
isthat the vested interests of the people involved usudly clash and sometimes
converge during group interactions, particularly with regard to collective sanctions.
Thisis best explained by discussing in some detall the role of these sanctions.

Collective sanctions are of two kinds: (1) when the whole group is denied renewed
access to MFO loans; and (2) when group savings are used as loan insurance. The
latter type of collective sanction is remarkably important in explaining the research
findings outlined earlier. In these microfinance schemes, participants are obliged to
save 20% of every loan amount that is granted to them. As members are not alowed
to withdraw savings before the end of the programme, these accumulate over time and
sgnify an important percentage of present loan amounts. hafway through the
membership period, the vaue of a participant’s cumulative savings is equivaent to
over 70% of her current MFO loan amount. Collective sanction in this case means
that group savings are used by the MFO to repay unpaid debts, which implies that all
members are punished as they are made to pay for their colleagues’ debits.

Thistype of collective sanction isin fact the most frequently used sanction because it
primarily benefits the vested interests of one particular party: the MFO officers. When
group savings cover for unpaid debts, the books never go into the red and new loans
can be disbursed without delays, leading to attainment of officers performance
targets: MFO loans are paid on time, repayment rates are high and loan portfolios
keep growing. As good group savings management is not part of officers targets,
thereis no incentive for them to maintain group savingsin good hedth. In fact, the
mgority of groups under study present serious problems with recovering group
savings and athird of them report default rates of around 60%, figures that are not
incduded in the MFO officid repayment rates (these report repayment rates of MFO
loans only, which, given the practice of loan insurance, are consequently very high,
digtorting the red financia position of most microfinance groups).

A fundamenta danger in employing group savings as collective sanctionsis thet it has

the potential to erode group cohesiveness dramatically. Thisis because group savings
are supposed to act as collective benefitstoo, i.e. the microfinance group is expected
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to accumulate and manage members savings in order to make them grow; in other
words, these savings are an essentid source of group cohesiveness. Profitable
invesments of group savings include lending these funds to members and non-
members and setting up collective enterprises and commund activities, dl of which
leads to greater socid cohesion and financia strengthening. When these hard-earned
group savings are hence used as loan insurance and never recovered — because the
MFO does not provide sufficient support to help recover and protect group savings
but, rather, leaves participants to recover these savings themsalves — a deep distrust
darts to emerge between members and officers, leading to the deterioration of group
cohesiveness and the crumbling of the joint-ligbility sysem.

Exacerbating these negative consequences are: the poor auditing qudity (which does
not permit a clear differentiation of defaulters, and hence group savings are used for
truly strategic defaulters who never intended to pay savings back); the centraised
power of group savings management in members of the Centrd Committees (which is
generdly unsupervised by officers, with financia accounts rardly reported, leading to
cases of mismanagement that go unnoticed as long as MFO accounts are in balance);
and the ineffectiveness of sanctions for the recovery of group savings. (Which are
effective only under certain conditions - where participants are more ignorant about
their civil and legd rights, less able to negotiate a reduction or dimination of

sanctions, more inclined to be intimidated by authority and less able to access
financid dternativesto the microfinance scheme, they are more likdly to accept and
be influenced by sanctions to the point of effectively inducing prompt loan and
savings repaymerts. As the poorest and most vulnerable from any given group tend to
fdl into this category, they are more likdly to be sanctioned, dthough unfarly in

many cases, made to repay loans at any cog, or excluded from groups).

Furthermore, using group savings as a collective sanction encourages participants to
default strategicaly, particularly those members who away's repay their loans on

time. When group savings face imminent loss, participants fed thet they are being
pendised for good behaviour (i.e. some have repaid on time, even by borrowing from
moneylenders; others have agreed to pay pendties for short delays in loan repayment)
and begin devising strategies to default on loans in order to make use of thelr
individua savings: (1) some decide to default immediately and let MFOs withdraw
thar individua savings to repay these debts. By deciding to default strategicdly

rather than repaying loans and risking losang their individud savingsif group savings
are never recovered, they make sure thet their own savings are of some benefit to
them. (2) Others decide to exit the group for one cycle and re-enter later. In thisway,
they can withdraw their individuad savings, avoiding atota lossif group funds are not
recovered. As potentia default risks surge, members become more distrustful of
colleagues future behaviour, cooperative ingtincts vanish and the cohesiveness of
groups rapidly disntegrates. Default risks, in some cases, increase to such high levels
that the whole group collapses and, with no savings and broken relations, most
participants end up worse off.

In all this process of imposing collective sanctions, the costs and risks suffered by
members prompt them to react very strongly againgt sanctions and refuse to alow
group savings to be used asloan insurance. In pardle with this tendency to abandon
socid collaterd, an introduction of individualy-based collaterd (such asfinancid and
physicd collateral) demonstrates a clear intention on the part of group membersto
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transfer back to the MFO those costs and default risks that MFOs hoped to iminate
when working with joint-ligbility sysems.

6. Concluding remarks

This paper has chalenged the validity of two of the basic premises underlying

exiging theoretical and empiricd studies: that microfinance can be a successful

market solution to resolve credit market faillures, and that solidarity sentiments prevail
amongst the members who congtitute microfinance groups. Given these premises,
current studies argue that a set of incentives can be devised, without resort to public
welfare funds, to correct information asymmetries between borrowers and lenders,

and that group members will practice mutua support because they originate from
poorer segments of society — demondtrating a tendency in such studies to romanticise
the nature of socid relations in community-based networks.

Evidence from research undertaken in urban and rurd communities of Peru, as
presented in this paper, shows that group- based microfinance schemes are often
unable to harness locd information, and hence resort to inflicting increesingly severe
sanctions in order to achieve high repayment rates. These practices, in turn, appear to
severdly damage group cohesiveness and hit the poorest and most vulnerable the
hardest, cregting more poverty and undermining the very foundations of these
microfinance schemes.

In explaining this phenomenon, it has been pointed out here that railsing and sharing
private information gathered through peer monitoring and auditing is an extremely
difficult exercise, mainly due to the high cogts arising from complex socid
relationships that develop amongst group members and between members and MFO
officers. Various factors were found rdevant in influencing individud and group
behaviour:

Deep-rooted power structures that originate in members' relationships prior to
joining microfinance schemes and which evolve as intra-group relations devel op.

Vesed interests of individuas and sub-groups of participants, which clash or
coincide with those of MFO officers.

Indtitutiond incentives to encourage undertaking of group duties, which are
heavily based on pendties and sanctions rather than on rewards and prizes.

Locd market dynamism, which tends to diminish the motivation to participate in
and remain loyd to these microfinance schemes.

Overemphasis on achieving the indtitutiona objective of financid sustainability of
MFO finances, to the detriment of group-savings finances and poverty aleviation.

Once these factors are taken into account, and when the evolution of microfinance

groups over timeis analysed, some striking results — absent from traditiona
theoretical and empirica Sudies- arise:
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A tendency to abandon the joint-lidbility sysem, with individudly-based
collatera increasingly gaining importance in relaion to thet of collective
sanctions and socid collaterdl.

The poorest and most vulnerable members from any given group leave
microfinance schemes prematurely or are actively excluded, resulting in serious
negative impact effects on tharr wellbeing.

An inclinaion on the part of the MFO to move away from targeting poor
segments of the population in favour of less poor sectors, meaning that poorer
people are rationed out from microfinance markets.

A fundamenta reason explaining these outcomesis that the harnessing of loca
information and the strengthening of group cohesiveness do not seem attainable
through the establishment of aset of incentives (or, at lesst, not through such smple
and incomplete incentives as are currently in existence) which are devised with the
primary purpose of achieving financid sustainability. In other words, the evidence
presented in this study demongtrates that these microfinance schemes can attain high
MFO loan repayment rates without resolving the origina problems of information
asymmetries, but only by imposing greater sanctions, putting at risk groups' collective
savings and by targeting less poor segments of the market. The task of harnessing
locd information and reducing poverty isan intrindgcaly intractable and complex
issue; it does not appear, from the present study, that it can be safely entrusted to
organisations run entirdly on acommercid bags. It is surely inarguable that public
and donor funds should continue to be alocated to the implementation of new types
of schemeswhich would truly help increase wellbeing and market efficiency.
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