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From a supply gap to a demand gap?

Therisk and consequences of over-indebting the under banked

The microfinance sector is used to extensive debateut its missiohHowever, in one regard, the
goal post has always been clearly set: microfinama@pact focused or not, if poverty focused ot,n
has always been about extending small scale finbservices to the underbanked. About reaching out

to those who are not normally served by the forfinaincial system.

This goal post had clear implications for the cotitiye situation in microfinance markets.
Microfinance institutions (MFIs) were working in amvironment characterized by a permanent
supply gap In spite of the impressive growth that the industas achieved globally over the past
decades, enormous figures frequently remind theafim@ance community of the remaining supply
gap for the industry: estimates of the underseoesdre around two or three billion people world evid
(Chaia et al., 2009; Karlan and Morduch, 2010).

As a result, the efforts of researchers and prawéts alike have focused above all on growth and
outreach. The numbers of clients served, oftenesggmted the main proxy for an institution’s impact
and efforts concentrated on expanding MFIs intgdaiinstitutions that would continue to serve the
poor sustainably in the long run. Under the panmadaj growth as priority number one, the industry
commercialized increasingly, arguing that only $elnced institutions will persist in the long run
and that only tapping private capital will allowetimicrofinance industry to reach the billions of

underserved people who still lack access to finance

Since its beginning, the flagship product of miarahce has been microcredit. It was based on the
assumption that the poor are able to work themseadue of poverty if they get access to the capital
grow their income generating activities into morefjpable businesses. It assumed that, if at é, t
poor were previously using credit from usurious mgdanders. Replacing those high cost loans with
cheaper loans from MFIs would make their business@m® profitable so that they could grow, earn a
better living for the family and potentially creamployment and contribute to the development ef th
local economy. The demand for credit was so stamgng the poor that it seemed to confirm the

benefits of microfinance and validate the desigloafs according to the microcredit methodology.

Over the past two years this picture has changedafmentally. Some of the above assumptions have
come under increasing criticism, for example thsitp@ impact of microcredit on poverty (Banerjee
et al., 2009; Karlan and Zinman, 2009, 2010; Od2010), the impact chain through enterprise
development (Collins et al., 2009), and the sulitstih effect of microfinance replacing informal s

at worse conditions (Guérin et al., 2009; MorvaouR 2009). Behavioural economics highlighted



that continued demand for a product does not autoatly prove it beneficial. Typical human

challenges such as temptation and an inconsistaduation of benefits over time (hyperbolic
discounting) can lead to unreasonable spendingrsal/ing and over-borrowing (Ashraf et al., 2006;
Banerjee and Duflo, 2007; Banerjee and Mullainath2009; Schicks, 2010). The risk of over-
indebtedness gave rise to an argument againsigtiieto credit that is often encouraged by pronster

of the microfinance industry (Hudon, 2009).

The most blatant signal that the microfinance itgiss strong focus on expansion might be flawed at
least in some areas of the world, emerged fromnabeu of countries that experienced serious crises
of over-indebtedness. Adding to the experiencesna of the world’s most mature microfinance
markets (Bolivia in the late 1990s), certain regiaof India, Nicaragua, Bosnia, Morocco, and
Pakistan recently went through or are still goimgptigh severe crisis. While each country has its ow
story and they all suffered in varying degrees frima global financial crisis or from political
backlashes against high-interest lending, they aletone characteristic in common: In all of these
countries many borrowers were no longer able taydpeir loans because they had accumulated too

much debt. The supply gap had turned into overdgupp

This does not mean that the previous assumptionsarbfinance are completely wrong. Nor does it
mean that there is no more need for microfinanagdav and expand outreach. It means that we need
to develop a more balanced view, that we need yagiantion to the nuances of microfinance impact
and that we need to take the needs of clientsam #arious backgrounds more seriously. Instead of
putting institutional growth first, microfinance ews to put the needs of clients first. Institutiona

objectives are just a means to that end.

Microfinance has started long ago to grow beyorddhe-size-fits-all approach of its original group
lending methodology. Now is the time to take thatrstep of diversifying approaches, tailoring the
credit offer to the needs of customers, tailorimg dperations of MFIs and expectations of invedtors
different market environments and speeding up thesldpment of non-credit products. The industry
has to recognize that not everybody is a potebtiatower and that even microfinance markets can

saturate.

Given that the question of over-indebtedness &tively new to the microfinance industry and tatall
contradicts its original thinking about outreactd dhe impact of credit, there is an urgent need for
more research into the prevalence, causes andqumrsees of over-indebtedness. Every actor in the
microfinance industry needs to be aware in theillydaork that the positive impact of credit is not
automatic and that lending to the poor can equalyse harm. If we want to realize the full potdntia

of microfinance and leverage the power of creditli@ poor, we need to learn how to extendridyet



products to theight people. This will require a lot more careful expemtation with product features
and continued improvements to the assessment ofdpalicants’ creditworthiness. It will require

education to clients and just as much to investoas) officers, and the managers of MFIs.

Microfinance scholars can learn a lot from devetbgeuntry consumer finance research on over-
indebtedness but will have to test the transfetgbdf these findings to different cultural and
economic contexts and to reveal the specifics ef-imdebtedness experiences among its target group.
This chapter will first reveal the broad spectruhtonsequences that over-indebtedness can have on
borrowers and on other stakeholders, mainly on MEIswill emphasize that over-indebtedness
consequences can reach far beyond the typicalmmkagement concerns that MFI managers and

investors may have on the top of their mind.

The chapter will then review empirical findings owver-indebtedness in the microfinance industry to
date. It will show that there clearly is a reasondoncern about microfinance over-indebtedness but
that we still cannot judge if this is a general @amm that applies to many microfinance markets or
rather a few exceptional cases. Neither can weftilis a growing concern, or one that has séen i
peek with the financial crisis or one that will jgelically rise and fall as markets go through their
different phases of development. Finally, it is leac to what extent customer experiences of over-
indebtedness are always related to or precedingfopor problems for MFIs or if the over-
indebtedness phenomenon on the customer level maybech more wide-spread and permanent

challenge than that of delinquency crises.

1. The consequences of over-indebtedness

Over-indebtedness is a complex phenomenon thaesdefil attempts at developing a universal
definition. Debates vary substantially dependingtansubject over-indebtedness refers to, i.eonati
states, companies or consumers. In spite of thggnati microfinance paradigm of microenterprise
finance, the appropriate point of reference forrofioance over-indebtedness is that of consumer
over-indebtedness, households being personallyelifdr their loans and not usually separating

household and business cash flows (Schicks, 2010).

Even within the focus on consumer over-indebtednegdinitions and measurements of over-
indebtedness vary considerably. Schicks (2010)igesvan overview of the various approaches and
distinguishes between institution-centric and besocentric approaches. While the main impact of
over-indebtedness on lending institutions occursutph repayment irregularities, for microborrowers
the consequences of having too much debt usuallyifesh in the form of personal struggle and

sacrifice before they reach the stage of delinquendefault.



This chapter follows the borrower-centric, morelusove approach to defining over-indebtedness.
Microborrowers are over-indebted when they contirslip struggle to meet their repayment deadlines
and structurally have to make unacceptably highifézes to repay. Therefore, the consequences of
over-indebtedness include the struggles of repayraenwell as the consequences of involuntary
delinquency and default. The analysis of over-inéeébess consequences will focus first on the
consequences of over-indebtedness on microborrolwesssecond step it will pinpoint the impact of

over-indebtedness on lending institutions and athlevant stakeholders.

1.1 Theimpact of over-indebtedness on microborrowers

In the microfinance literature, research on bormoweer-indebtedness is scarce. However, there is a
range of literature on the over-indebtedness ofapei borrowers in developed countries. The
disciplines of economics, sociology and psychol@gagch add relevant insights to the understanding of
over-indebtedness consequences for borrowers. Wikt of this research has been performed in
environments that are culturally very differentrfréhe typical microfinance setting, the basic firg$

can probably be transferred to microborrowers. Thderlying mechanisms of credit and the basic
needs of human beings are most likely sinfilar.any case, the impact of over-indebtedness laad t
intensity of the various effects will vary not orthetween developed and developing countries but is
likely to also differ between microfinance marketsd depending on individual circumstances. This
chapter therefore represents an overview of patiectinsequences of over-indebtedness rather than a

list of effects that would apply to each real-lifeer-indebtedness case.

Following the distinction of the main academic ¢$oes that have contributed to consumer over-
indebtedness research, this chapter categorizes ctivesequences of over-indebtedness on
microborrowers into three types of effects: theamat, sociological and psychological consequences
of debt. In each category, consequences resultlyrfainm the cost of repayment and from the cost of
delinquency or default. Additionally, certain inelit effects and the general cost of being in defyt m

play a role.

Material consequences

The most obvious cost of being over-indebted fopaower is that of having to serve a large amount
of debt. When heavily indebted borrowers still ngmado keep their repayments up, they already
suffer from the cost of repayment. With a higherdetn of debt expenses in relation to income, over-
indebted borrowers live on a lower consumption li¢kian their peers (Betti et al., 2007) and have
lower buffers for shocks (Burton, 2008). In additito sacrificing current income for instalments,

Brett (2006) finds microborrowers in Bolivia to yebn cash support from their families and social
networks, take on additional debt, sell assetsjaedhe quantity and quality of their food, andake

on additional paid labour to be able to repay ametiHardly any of his subjects were able to cover



instalments from the returns on their investmentjguts. Gonzalez (2008) identifies similar
repayment sacrifices in Bolivia and adds reductiarfeuman capital investments, pointing out that th
immediate consequences of over-indebtedness ldad/én education levels, lower income generating
capacity and lower household welfare in the long ®chicks (2011) provides a detailed account of
the sacrifices of over-indebted microborrowers ina@a, revealing precisely which sacrifices are
made most commonly, at which frequency they tenddomade, and which sacrifices it is that
borrowers perceives as most sevefhe sacrifices identified in microfinance markete quite
similar to the findings of Canner and Luckett (1p%nhd of Drentea and Lavrakas (2000), in

developed countries.

When, in spite of sacrifices, an over-indebted doar is no longer able to repay his loan on timg an
delays, skips or stops repayments, this mightyarthg material relief. However, at the same titne
triggers new consequences, the costs of delinquamdydefault (Stearns, 1991; DeVaney and Lytton,
1995). The direct material costs of delinquencyltesom late fees and higher and longer payment of
interests on the loan amount. The most importast cbdefault is the seizure of collateral or other
assets. Asset seizures in microfinance are perfibeiteer by loan officers or by solidarity groupsla

can include productive assets or essentials sudands roofing or cooking pots (Hulme, 2007). A
seizure usually represents a serious loss to theehold and in some cases reduces the borrower’s
future income generating capacity, especially wheressential business asset such as the new and
maybe only sewing machine gets seized. In additiepending on the environment, there might be
legal fees and insolvency fees to cover. A morgcdit to quantify but highly relevant factor foose
borrowers is the loss of the client relationshipthe MFI. In industrial country environments with
credit bureaus, the loss of creditworthiness cameawply complete exclusion from credit, paid labou

and other contracts such as rent, car purchaseslate phones (Lyons and Fisher, 2006).

Given the cost of delinquency and default, manydwers try to avoid this stage by all means. They
do not only sacrifice as discussed above but may ednploy strategies of multiple borrowing to win

time. The material consequences of over-indebtedias get aggravated if borrowers who are
already over-indebted get further into debt takiegs loans to help them repay old ones. Probabdy, th
costs of delinquency and default are only postpaoed later stage when they will be even more

severe and when debt problems have become toaise¢dde solved with less painful measures.

Finally, over-indebtedness can have indirect maltednsequences via non-material channels. As a
result of psychological difficulties in dealing Wwitheir financial stress, borrowers may experieace
loss of income due to reduced workplace performafiagwell, 2001) and higher workplace
absenteeism (Jacobson et al., 1996; Kim et al.6200microborrowers suffer from their repayment

pressure to the extent that they no longer manadelfil their daily responsibilities, it may destr



their livelihood. Moreover, over-indebtedness ocaadl to a loss of business opportunities if business
partners withdraw from the over-indebted when thefrutation deteriorates (Besley and Coate, 1995;
Smets and Bahre, 2004).

To conclude, the material consequences of ovelbtedimess consist of a wide range of additional
costs and deprivations to be born by those whalaeady struggling with financial difficulties. the
worst case over-indebtedness actually leads thduitnpoverishment, or as Guérin et al. (2011) call

it to ‘pauperization through debt'.

Sociological consequences

The societal perception of indebtedness is a carthapvaries with culture and over time. According
to the French researcher Viaud and Roland-Lévy QR08epending on type, debt is sometimes
perceived as necessary but in most cases considegative and dangerous. It can have harmful
effects on reputation and represents a principlesagfial differentiation and source of shame for
borrowers. Roesch and Hélies (2007) find that int&ern India, even in a microfinance environment
where credit is very common, people consider delitaal and try hard to avoid it. Similarly, Guérin e
al. (2011, p. 15) explain that in Tamil Nadu ‘therm "to be involved in debt'kadangaranor
kadanga) has pejorative moral connotations, implying soder, dependence and even servility'.
While in industrial societies, the image of indelitess has become much more positive, Dichter
(2007) claims that most microfinance markets todag similar to Western societies in the"19
century: the mere fact of being in debt is chargetth strong negative symbolism and implies an

emotional burden for the debtor as well as sotigihs in the eyes of others.

In certain cultures, for women the social stigméeing in debt may be even stronger. According to
the fieldwork of Guérin et al. (2011) in India, mgle woman who borrows from a man outside her
family is normally forced to offer sexual favoursturn. This being widely known in society, female

debt automatically comes with the stigma of beiqyastitute.

If being in debt as such represents a sociologiosl, there are further sociological consequentes o
struggling with loan repayment. They range from ltheden of asking others for help (Canner and
Luckett, 1991) to the pain of peer pressure indsoliy groups, to marital tensions, domination and
violence towards women borrowers in their househ@Riahman, 1999). It is important to take such
intra-household dynamics into account in analysireglit decisions and their consequences (Kirchler
et al., 2008).

The strongest sociological mechanisms come to iplayases of delinquency and default. Historical

analysis shows that Western nations have a lortgriief turning defaulters into servants of their



creditors or imprisoning them (Muldrew, 2000; Burtd®2008). Today, there are similar reports of
coercive collection practices and even imprisonnfimh microfinance markets (Montgomery, 1996;
Hulme, 2007). More commonly, MFIs deliberately eayplsocial pressure as an enforcement
mechanisn. This social pressure in group lending represerfigya sociological cost for borrowers
(Besley and Coate, 1995). Simple measures sucletagithg borrowers at group meetings beyond
schedule to force a group member to repay can $ewere consequences for the delinquent (Rahman,
1999). They miss out on business time, get intolti@with their husbands, or are forced to leaedr th
children or shops unattended for too long. Anotewsng mechanism in group lending is that of peer
pressure. Peer pressure tends to start with gogsgiout delinquent group members, insulting and
humiliating and sometimes threatening them and gmyas far as applying physical violence and

destroying the defaulter’'s belongings (Montgomég806; Smets and Béhre, 2004; Hulme, 2007).

Even outside the solidarity groups, repayment of’®rduties is a question of respect and non-
repayment a source of shame and coercion (Guédidg)2 The stigma of over-indebtedness can
therefore lead to a loss of self-confidence anamd’s social network and safety net (Smets and
Béhre, 2004; Guérin et al., 2011). This may evdhtufect not only the delinquent borrower but
lead to an erosion of social trust and mutual stipjpothe community, disturbing informal credit
relationships and social networks (Montgomery, 1996nets and Bahre, 2004; Banerjee and
Mullainathan, 2009; Morvant-Roux, 2009).

From the perspective of Amartya Sen (1999), if pgvequals capability deprivation, it is not onhet
material costs of over-indebtedness that lead ¢oftinther impoverishment of borrowers. Instead,
sociological consequences such as depriving th@Wwer of respect, self-dependence and freedom of

choice are also mechanisms of impoverishment.

Psychological consequences

To the list of consequences that over-indebtedmess have on the financial situation and material
well-being of poor borrowers and to the sociologiisks and costs of being in debt or a bad debtor,
psychologists add the subtle but nevertheless nealydimension of psychological struggles resulting
from over-indebtedness. The mere fact of beingeibt ¢an already have psychological costs for the
borrower. They tend to get worse when loans turm imoblem debt. According to empirical research
by Brown (1952) with data from Canada, the existent household debt is correlated with lower
psychological well-being of the household head atfiect increasing for unsecured debt and for large
amounts of debt. A British study by Bridges and rieis (2005) finds a relationship of debt to
psychological stress to the extent of depressigually, in the USA and Britain, debt is positively
associated with behaviours of low self-control sashsmoking, drinking and obesity (Drentea and

Lavrakas, 2000; Webley and Nyhus, 2001). In ale¢hexamples, the cause and effect chains are



ambiguous and in fact they are likely to go bothysyawith debt reducing well-being, causing
depression and undermining self-control, which nfagd back into higher indebtedness. In

microfinance markets psychological effects arelyike occur in a similar manner.

These psychological mechanisms are expected thebartderlying reasons for the above mentioned
effect of debt and financial stress on workplacefqgumance (Bagwell, 2001) and absenteeism
(Jacobson et al., 1996; Kim, Sorhaindo and Garrg@fg). Negative effects also exist on physical
health, probably resulting from a combination ofg®logical stress with the reduction in self-cohtr
and with lower medical expenses (Drentea and La#&aR000). In extreme cases, both in developed
countries and in developing country microfinanctirsgs, these consequences of over-indebtedness
have pushed defaulters into crime or suicide (Sarttajus, 1997; Fouillet, 2006; Dichter, 2007;
Dossey, 2007; Hulme, 2007; Burton, 2008).

There are a number of reasons, why being in delt iandebt problems is so detrimental to
psychological well-being. More importantly, accanglito Sarthou-Lajus (1997), debt relationships are
asymmetrical and create a perception of dependamtea lack of self-sufficiency in the borrower. Not
being able to repay may mean not being able ton@leoone’s personal identity and instil a feelofg
alienation and guilt in the debtor. Dichter (20@#gs Nietsche to confirm that a debtor internaliae
guilt ‘imposed by the debt’ and may therefore feeéqual or unworthy and even lose his sense of
identity. The effect of debt varies between borrsydowever, some managing to rationalize and
thereby mitigate the shame, and others sufferiamfguilt and shame to the extent of physical and

mental health deterioration (Gloukoviezoff, 2008).

If debt and the presence of repayment problemsealead to serious negative consequences, the
effects get exacerbated by the influences of cidlegoractices. They can significantly enhance the
pressure and shame experienced by a borrower. Bheradditional psychological effects of lenders
using abusive language towards delinquent borrqveerd even more so from harassment and threats
such as for example a pressure on borrowers tatstl clothes or even children as reported from

Bangladesh and India in Karnani (2009).

To sum up, over-indebtedness can impact almostphiéres of live and can result in over-indebted
microborrowers getting poorer, more socially exeldicand psychologically weaker or even ill. Some
of those findings have been transferred to micesfae from a developed market consumer finance
context. Others are findings from specific micrafice environments. Empirical research will have to
confirm the prevalence and importance of thesectffim microfinance markets more generally. In the
mean time, a heightened awareness is required amamngfinance practitioners that there is a risk of

debt and especially over-indebtedness leading tersenegative consequences for microborrowers.



This is not specific to microfinance nor does ihitadict the potential positive impact of microlergl
on borrowers that do not reach the stage of owdghtedness. However, the awareness of the
downsides of debt may lead to a more nuanced aedfluitapproach to who to extend what amount of

credit to in what way.

1.2 Theimpact of microfinance over-indebtedness on other stakeholders

Over-indebtedness is not only a concern for custsraed for efforts of customer protection. It isaal

a very important concern for microfinance instibat. The next section analyses the different effect
that over-indebtedness may have on MFIs. In a skstap, over-indebtedness that is wide-spread can
have consequences for other stakeholders such rasvecindebted borrowers, donors, investors,
support organizations or the general public. Thigpter will point out such second-order effects but

its focus is on the key counterparties to a lendimgtract, borrowers and lenders.

Consequencesfor lending institutions

For microfinance institutions, over-indebtednessmiginly a risk management concern. Especially
when it reaches the stage of delinquency and defaig a threat to the MFIs’ profitability andise
sustainability. On the cost side, the most diréfeice of over-indebtedness on the financial sitvaiof
MFIs is that of delinquency triggering a deteriavatin portfolio quality. It first requires highdéoan
loss provisions and then the write-offs ultimatedgulting from default represent definite losses to
lending institutions. Furthermore, there are finahaconsequences related to higher screening
expenses, collection costs and other operating adsiealing with over-indebted customers (Canner
and Luckett, 1991; DeVaney and Lytton, 1995).

According to microfinance practitioners, the depshent of portfolio risks in the mostly

uncollateralized loan portfolios of MFIs does nalldw a linear trend. Instead, it seems that
seemingly moderate delinquency levels tend to sugidgin out of control when losses reach around
5 per cent of the outstanding portfolio or whenpt® cent of the portfolio is overdue by at least on
repayment period (Rosenberg, 1999). Once delingugets unmanageable, it does not only hurt

profitability or self-sustainability but actuallipieatens the existence of the lending institution.

On the income side, the effect starts with a radocof market potential when many clients in a
certain market are already over-indebted. MFIs otimastainably or profitably lend to customers who
are not creditworthy, i.e. have insufficient repa&yrmcapacity. The loss of creditworthiness by means
of a bad credit history might also exclude somearuers for a longer time than justified by their
financial situation. In addition, over-indebtedn@ssicrofinance markets tends to incite MFIs to be
over-careful in their lending decisions and restticeir own target market. Even if the over-
indebtedness has not yet led to wide-spread ddbalts buffered by clients incurring sacrifices to

repay, this is likely to reduce the pool of borresvesho would be willing to apply for a loan agalim.
9



this way, even without any repayment regularitit® over-indebtedness of microborrowers can
impact the profitability and growth of lending instions via negative effects on customer

satisfaction.

Ultimately, for MFIs, delinquent interest equalsfoned income. Also, there is lost income from the
slower rotation of the loan portfolio. In the casfedefault, write-offs permanently reduce the size

the income earning portfolio (Stearns, 1991). Tegative effects of over-indebtedness are contrasted
to a certain extent by late fees and extendedestgrayments on a given loan amount. Therefore one
might argue that MFIs may not only accept over-biddness as long as the cost is mainly born by
clients and doesn’t manifest in a poor repaymemtopmance: They may even choose to accept a
certain level of delinquency in exchange for the leees or for reduced monitoring and selection
costs. However, in most business models of MFlssdhare not sufficient to make up for serious
repayment problems in a client portfolio. Risk mg@@ent remains essential to institutional success

for MFIs and over-indebtedness can ultimately ttne@an MFI's existence.

In addition to the direct financial effects of caedebtedness on MFIs, over-indebtedness repreaents
reputation risk along several dimensions. On the ltand, the institution’s reputation with borrowers
is at risk. A critical mass of defaults will erodgpayment discipline among other borrowers who are
struggling and might even trigger strategic defauh the Bolivian over-indebtedness crisis, debtor
even formed associations aiming to release bormvrem their repayment obligation (Gonzalez,
2008). More recent examples from Nicaragua andalmisplay similar phenomena. Furthermore,
there is an adverse selection risk of good borrevieaving an institution with a tainted reputation
while risky borrowers stay. On the other hand, emdebtedness puts an MFI's public reputation at
risk, particularly given its social mission and thegative social consequences of over-indebtedness.
The general public might support defaulters, negathedia coverage can threaten the position of
MFIs and ultimately, governments may close branobenstitutions or impose more restrictive
regulation. The current events in Andra Pradeshingia provide a very prominent example.
Reputation effects may also alienate donors andstavs. All these types of reputation effects can
have repercussions from those MFIs with significardr-indebtedness problems on other MFIs in the

market and ultimately the microfinance industrysash.

In line with the external reputation effects of pirrdebtedness on MFIs, over-indebtedness can also
have internal reputation effects. According to Déch(2007), collecting bad debt may represent a
challenge to an MFI's organizational identity. Whiermepresents a significant share of the MFI's
activities, it risks leaving a bad impression oro@dorrowers as well as lowering staff morale.
Especially in institutions with intrinsically moted staff who have chosen their work place

according to the MFI's mission, the daily interaatiwith clients in trouble risks creating motivatad
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problems and staff attrition. Nevertheless, eveonragroan officers who consider identification wéh
social mission a second priority and see themsehgegrofessional bankers in the first place,
collections of bad debts may represent the toughmesst tedious and least rewarding of their

activities. The risk of a reduction in motivationdahigh staff turn-over therefore remains.

Consegquences on other stakeholders

Just as over-indebtedness consequences may sgillfrem one MFI to others in the same market,
over-indebtedness can also have repercussionshen sibkeholders. The damage to the reputation of
MFIs in only a few markets can turn into a repwtadil damage for the microfinance industry as a
hole, including for its funders the donors and Btees. At the same time, higher default in
microfinance portfolios reduces investments retumssides being a direct cost to microfinance
investors and its support industry, the reputatifiacts and return reductions of over-indebtedioess

a large scale, could reduce the availability ofitedybor microfinance locally or even globally.

In a specific market, with over-indebtedness sprepdt is likely that borrowers who will defaulno
one loan, may also default on their other loareny, potentially including loans or bills from othe
parties than institutional lenders. Such defaultsildt lead to the instability of other MFIs or
institutions that are not even directly involvedmmcrolending. The instability of a few institutiosn
risks having systemic consequences, and, whereMife sector is sufficiently large or closely

entangled with the formal banking industry, it gatentially reduce financial system stability.

Furthermore, if over-indebtedness weakens lendisgtutions, this affects those customers that are
not over-indebted and even non-borrowing cliertss likely to imply higher interests or generally

deteriorated terms and conditions for the MFI'sdueis and might in extreme cases eliminate the
MFI's product and service offer and put savingsisit (Stearns, 1991; DeVaney and Lytton, 1995;
Burton, 2008). Also, the higher risk aversion afders in markets with over-indebtedness is likely t

restrict credit supply even to good borrowers (@arand Luckett, 1991). To the extent that over-
indebtedness results from a poor evaluation ofymeat capacity and selection of borrowers, it
implies channelling credit (and for non-sustainaldiels channelling subsidies) to unproductive uses
and activities with negative welfare effects. Thepacts spread much further than over-indebted

microborrowers or their lenders.

To conclude, the range of first and second leviglets that over-indebtedness may have is broad and
reaches far beyond individual MFIs and over-indébb@rrowers. Some of the above effects are
unlikely to occur except in extreme cases. Othezscammon effects of over-indebtedness that occur
quite frequently — there is simply a lack of awa® of attributing them to debt as a trigger,

especially if debt may be only one cause among®the
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The main message from this section is thereforefaiddo On the one hand, researchers and
practitioners need to be aware that the full spectof over-indebtedness effects is much broader tha
the simple effects that are usually covered byptglic debate. Especially the risks of tipping gsin
where a previously manageable level of over-indi#riss turns into a serious crisis with spillovers o
other borrowers, institutions and external stakéérd is important. On the other hand, even on an
individual level, the phenomenon of over-indebtexdnis one of most severe consequences. Again, the
public debate tends to focus on certain elemenislevignoring other effects. The most common
reduction of over-indebtedness consequences ioffater-emphasising the institutional perspective
of risk management and not taking borrower expegsrinto account. Finally, even when addressing
borrower concerns, reflections on over-indebtedmassly consider the full spectrum of material,

sociological and psychological damage that oveelitedness may cause.

2. Empirical resear ch on over-indebtednessin microfinanceto date

In the current stage of the microfinance industany stakeholders are very alert about over-
indebtedness but the extent to which there is re&savorry is still unclear. A more comprehensive
understanding of over-indebtedness consequenoee isnportant component to decide how much we
need to worry about over-indebtedness and how $b daidress it. The other component is empirical
evidence of the actual prevalence of over-indelgisslim microfinance markets. The next section will

review what we know about the prevalence of micariice over-indebtedness to date.

For most of the microfinance industry’s growth yganeasuring over-indebtedness has not been on
the mind of microfinance scholars. As this chapd@t out, the main reason for their unawareness was
the huge supply gap of poor people who lack acteefimance. Market saturation seemed far out of
reach. However, the industry’s first over-indebteshcrisis had actually already occurred in the lat
1990s in Bolivia, when for the first time, a midrifnce market had experienced a relevant sizeein th

country’s financial system and had started overltappith the consumer finance industry.

Thefirst microfinance over-indebtedness crisis

The first repayment crisis on a country level ircrafinance took place in the years 1999 and 2000 in
Bolivia, triggered not only by strong growth of méfinance institutions but also by a recessiorhef t
Bolivian economy and the entry of consumer lendsraew competitors. It soon became common for
microborrowers to borrow from multiple lenders lat tsame time, often exceeding their repayment
capacity. Working with the MFI Caja Los Andes, Viggsang (2003) finds significant delinquency,
with 27 per cent of repayments being made too latguing from the motivation of developing
stronger repayment incentives, Vogelgesang ’s palpeady raised many of today’s most up to date
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recommendations nearly ten years ago: it expl&iasthe microfinance industry should learn to adapt
to increasingly saturated markets by means of #hellight-out regulation, functioning credit bureaus
and risk-adjusted growth strategies and lendingcigsl of MFIs. Implicitly this early analysis

suggests that, as microfinance markets mature;indebtedness and default problems are likely to
occur more widely unless the industry takes appatprpreventative measures. It also shows that
saturation is a relative phenomenon. On a natileval there remained ample room for microfinance
in Bolivia and the industry has continued to gromd adevelop successfully since the 1999 crisis
(Gonzalez-Vega and Villafani-lbarnegaray, 2011)wideer the segments mainly targeted by MFls

and consumer lenders at the time were already ankdd.

In addition to the message of microfinance markatsrating and sometimes faster than expected, the
Bolivian crisis revealed another fundamental messagout microfinance over-indebtedness: More
clients may be over-indebted than are paying kpelying a very broad over-indebtedness definition
to Bolivian household survey data from 1997 to 20806nzalez (2008) identifies 85 per cent of all
microborrwers in his sample as over-indebted. Thiestude borrowers who were strategically
unwilling to repay or who incurred just one costgtion to repay their loan that they had not
anticipated at the time of borrowing (e.g. workimgre than under their ordinary schedule). While not
everybody may agree that a little extra effort werewilful default are signs of over-indebtednéks,
important contribution of the study is the recogmitof costly borrower actions: Gonzalez (2008)
reveals that the strong repayment performance ofaiimance borrowers in most situations is largely
due to the costly actions that borrowers undertakejetimes going to great lengths to meet their
repayment deadlines. Gonzalez does not distindagslieen reasonable efforts and intolerable efforts
on behalf of debtors, but if in some of his casesdfforts required for repayment are extremelyhig

the borrowers may already be over-indebted.

Concerns about debt problemsfor customers

Following the Bolivian debt crisis, the topic ofavindebtedness quickly disappeared from people’s
minds again and the industry’s focus continueddohb growth. However, researchers increasingly
pointed to the troubles that loans could implyftcroborrowers. They recognized that, on a smaller

scale, debt problems occur to individual borrowersn in non-crisis markets.

Already in 1995 and 1996 in Bangladesh and Sri baeknpirical research pointed out the costs of the
repayment incentives and social collateral usediarofinance group lending, particularly in therfor

of peer pressure, aggressive collections practiaed, reputational or material loss for defaulters
(Besley and Coate, 1995; Montgomery, 1996). In 2(B#ets and Bahre analyse social capital and
coercion in Indian and South African microlendiipre recent research highlights the severe social

implications debt can have for borrowers and pomis that microfinance may contribute to poor
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borrowers sliding into debt problems (Dichter, 206fulme 2007). An ethnographic analysis from
Bolivia in 2006, long after the market had staleitizagain, exposes that most microenterprises in the
local context still could not earn sufficient retarfor borrowers to repay their loans (Brett, 2006)

Instead, borrowers struggle to repay and are fai@éacur all kinds of sacrifices.

This research resulted in an increased awarenasshitre is a downside to credit. The focus of the
industry remained however on the large supply ta@sé facing, and the growth in outreach that this
supply gap required. Scholars did not connect thssiages about maturing markets with the findings

about borrowers struggling to repay their debt.

High debt levelsin South Africa

With South Africa, the next market that triggeregsearch into over-indebtedness was a relatively
mature market where the formal consumer lendingistrgt and microfinance industry are closely
interlinked and sometimes difficult to distinguisivhat counts as ‘microfinance’ in this environment
may be quite different from the traditional micrafhce model. The research by Collins (2008) did not
react to a specific crisis but rather to the peremamigh debt levels among households in Soutlcafri
that had previously been addressed rather on thel lef middle income households but not

specifically with regards to the poor.

Collins (2008) measures over-indebtedness in tefrasdebt-to-income ratio above 20 per cent. In the
three communities of low-income households sheeyisv16 to 30 per cent of households are over-
indebted. Over-indebtedness experiences differdmwural and urban households as well as salaried
and non-salaried borrowers but they exist in aljnsents. This indicates that a certain over-
indebtedness level may be a common feature of atyrencredit market. According to the findings of
Collins (2008) this problem that is well known frateveloped country consumer finance, occurs in

microlending just as well.

However, the microfinance industry in this studyt @ing a typical case of ‘microfinance’, the
findings of Collins could have been specific tocrofinance in South Africa. It did therefore not

trigger a reflection on over-indebtedness in minding in general.

Delinquency at times of the global financial crisis

In the years 2008 and 2009 the global financiaistit the world’s capital markets and slowed down

real economies. In spite of the usual resiliencen@fofinance markets to macroeconomic cycles and
shocks, a number of microfinance markets tumbléd severe over-indebtedness crises, marked by
high delinquency and, in India, by a series of twar suicides. Most likely, in most cases the

financial crisis was just the trigger but not thederlying cause for the problems. Two empirical
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studies shed light on the extent of over-indebtssime such markets. The other two studies from this

period focus on markets that have not (yet) reachiet stage.

The biggest over-indebtedness crisis for the milcapice industry to date, especially given its jpoait
consequences, took place in Andhra Pradesh in.lWdide these very recent events have not yet been
researched, Krishnaswamy and Ponce (2010) providearalysis of the mass defaults in a
neighbouring state, Karnataka, that preceded tigedarisis of Andhra Pradesh. A preliminary report
of the study offers strong evidence for the spaloxisks of microfinance over-indebtedness. It show
that significant repayment stress among a sharblif customers was at the origin of the mass
defaults. 21 per cent of borrowers in default toweported their repayments as a burden compared to
only 3 per cent in non-default towns. For speci#ficrifices such as skipping meals, the percentages
are even higher and display the same divide betwesis and non-crisis towns. However, not all of
the defaulters are over-indebted. Over 90 per @kdéfaulters stated that they refused to pay attho
they would have had the means to do so. Insteatr{pally among other causes,) the actual over-
indebtedness experiences of some have triggeraa arb MFI repayments by religious organizations
and thus the default of a much larger group ofdwers. Once the defaults started to spread, second
level effects made even more borrowers defaultum@eers in their group or centre had previously
defaulted as well.

Although the exact split between over-indebted déas and opportunistic defaulters remains
unclear, Krishnaswamy and Ponce (2010) reinforeeettisting evidence that there are critical levels
of over-indebtedness in certain microfinance mark&hey also underline the difference between
over-indebtedness from a customer protection petisgeand actual repayment behaviour: not only
can there be more borrowers struggling with theibtdhan actually defaulting but there can also be

more defaults than over-indebtedness.

The Indian problems with debt among the poor pdjpariado not seem to be limited to the states that
have experienced an explicit default crisis. Indtdhere is also evidence of over-indebtedneshkén t
third large Southern state of India, Tamil Nadu.é@Gu et al. (2011) show that 91 per cent of
households in their sample villages are indebteda@rage, a household’'s outstanding debt amounts
to its total income for one year and its monthlgagments make up half of its montly income. Guérin
et al. (2011) focus their more detailed analysighen20 per cent of households with the highest deb
load and, applying ‘impoverishment through debt'tlas definition of over-indebtedness, they find
that all of these households are over-indebted1Bqgyer cent of them (4 per cent of total samphe,
state of over-indebtedness is probably only trangitfor another 38 per cent there seemed no hwpe t

escape debt in the near future (8 per cent of sataiple) and the remaining 43 per cent (9 peraent
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total sample) had reached a stage of extreme depeadn others to survive and were unable to keep

their repayments up.

A completely different methodology on a differemintinent has yielded similar results. About 1000
microborrowers were sampled with data from MFIs #elcredit bureau in Bosnia and Herzegovina,
and a smaller sample of borrowers was personagnirewed. The study defined over-indebtedness
as a net debt-service rdtiabove 100 per cent and found that 17 per centiatorrowers are over-
indebted. Another 11 per cent are at risk of onelebtedness with a net debt-to-income ratio of 75-
100 per cent. Over-indebtedness especially affd@ats on lower incomes and with several loans
outstanding at the same time. Nearly all borroviread multiple loans in parallel; almost half of them
had five or more loans. As Bosnhia is one of thentiaes where an over-indebtedness crisis did openly
erupt, 27 per cent of all microborrowers were alyedelinquent. However, these are only partly the

same borrowers as those with a net debt-to-incaiti@ above 100 per cent.

Finally, a study by Grammling in Ghana in 2009 firgigns of over-indebtedness also in Africa. The
study applies various research methodologies tifi@r dn their rigorousness to several samples of
borrower$ and concludes that at the time at least half efrificrofinance borrowers had more than
one loan outstanding. The subjective perceptionboofowers indicate that respondents who were
interviewed in local markets believed 46 per cehtalb borrowers in their area to face serious
repayment problems (19 per cent when interviewdstamches). Regarding their own situation, 60 per
cent of respondents said that their expenses temlyoexceeded their incomes and 15 per cent
admitted to face a permanent income gap. The stadgiders borrowers to be over-indebted if they
are de-capitalizing and business assets no longered their liabilities. It finds that 12 per ceoft
borrowers were over indebted and another 16 pet weme at risk. Over-indebted borrowers
according to this definition are more likely to lkeawultiple loans in parallel and are more likelybt®

delinquent. Overall, 14 per cent of borrowers wagknquent.

While the results of the Ghana study provoke careabout an approaching over-indebtedness crisis,
watch our upcoming publications for signs thatgheation may have partially improved. At least the
country’s top MFIs seem to have found successfidteggies to manage the risks of multiple
borrowing and keep delinquency low. At the sameetithe personal repayment situation of many
borrowers remains challenging and over-indebtedoessnues to be a problem in Ghana, at any rate

from a customer protection perspective.

So what do we know to date?
To sum up, the existing empirical studies on owelebtedness show that over-indebtedness is a

reoccurring phenomenon in microfinance markets,etones at worrisome levels. In spite of the large
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numbers of underbanked poor, some microfinance etaroduce at least local over-supply. There
are cases of open crises at several points ofitinlege history of the industry, especially whenkisu
national) markets mature and the economic environhmeveak. In these countries, over-indebtedness
can lead to crises of delinquency and default-thas a result of strategic defaults - exceed thpesc

of the original over-indebtedness problem. Conugrdbere are also markets that do not experience
an open crisis but where a relevant share of marolvers is struggling with their amount of debt.
Finally, a certain level of over-indebted borrowerigiht be an unavoidable phenomenon in all lending
markets. As the studies on the downsides of saaipital in Asia or on microborrowers’ returns in
Latin America suggest, microfinance markets might he exempt from the downsides of debt

burdens even if facing a large supply gap.

The empirical research that exists with regardsiitrofinance over-indebtedness to date remains too
limited however to judge how widespread the phermamnas in microfinance markets in general. It is
unclear how many markets over-indebtedness applias present. The sample of studies reviewed in
this chapter is highly skewed as most of them veemneducted on the grounds of ex-ante concerns
about over-indebtedness in the respective markepsally, further research needs to analyse if with
this period of financial crisis, the peak of ovedébtedness in microfinance is over, if there is a
general trend of over-indebtedness increasingamtlustry matures, or if it rather peaks at aadert
stage of a market’s life cycle until the MFIs adaptincreasing competition. Alternatively, the
industry may be seeing its global over-indebtedpesdk right now and will learn to adapt collectivel

to avoid future crisis in other microfinance maskeand improve the debt experiences of

microborrowers in general.

3. Conclusion

Globally the microfinance industry still faces agla supply gap. But in an increasing number of sub-
markets, situations of oversupply emerge or patiptsometimes a mix of simultaneous oversupply

for certain customers and undersupply for otheh&s€ cases of over-supply have the potential to be

detrimental to microfinance customers and lendmsgitutions alike.

This chapter sheds light on the over-indebtednisg&s inherent in microfinance lending. Risks get
measured in terms of magnitude and likelihood. fitse part of the chapter therefore analyses the
magnitude of the over-indebtedness problem. Italsvihe broad spectrum of potential consequences

over-indebtedness can have on borrowers and leistigutions.

With regards to borrowers, it finds that borrowars likely to suffer from over-indebtedness on a

material level, in extreme cases experiencing @&srtimpoverishment. They may also experience
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sociological consequences such as social stigne, gressure, domination in the household, shame
and coercion and the loss of their social networkecording to Amartya Sen’s concept of
development as freedom, this loss of respect apdastithat leads to a reduction in the borrower’s
personal freedom of choice and ability to deterntireelife could also be interpreted as a form of
impoverishment. Finally, can borrowers experiencateptial psychological effects of over-
indebtedness that range from alienation and guifisychological stress that can cause depression or
deterioration in physical health. The consequerufesver-indebtedness thus reach far beyond the
problems for portfolio quality that are importambrh a perspective of risk management. As far as
findings are specific to non-microfinance reseaseltings, future research needs to confirm their

transferability to other cultures and to the migrahce context.

In a second step, the section pin points the caresexgs of over-indebtedness for lending institigtion
In addition to the obvious costs of loan loss psmris and write-offs, over-indebtedness can résult
increased operating costs, reductions of market aizoss of customer satisfaction, postponed @std |
income, and internal as well as external reputatitects. There can also be spillover effects dweot

MFIs or even other stakeholders, possibly endangexiwhole market.

The second part of chapter focuses on the liketholoover-indebtedness to occur in microfinance
markets and reviews what we know about the pregalaf over-indebtedness to date. It points out
that over-indebtedness may occur in maturing maylegtleast on a sub-national level. Bolivia, South
Africa and several regional markets in India seerbé such examples. The section also shows that
over-indebtedness crises may arise in connectidh wiher economic crises in a country. For
example, this was probably the case in Bosnia, @& global financial crisis is unlikely to bbe
only driver behind this over-indebtedness crisisally, a certain level of over-indebtedness may be
prevalent in any debt market. For example, themeggarch on non-crisis markets in Tamil Nadu in
India, in Ghana and on mechanisms of social collate Bangladesh and Sri Lanka that indicates that

some borrowers suffer from their amounts of delnaf there is no crisis in the market.

More research is required to understand how mamyafimance markets are currently affected by
over-indebtedness at what level and what the liketyre trends are. We need to understand if over-
indebtedness is generally increasing, or has ajrpadked due to the global financial crisis and the
current development stage of the industry, or @adihtinue to go up and down in different regions in
line with the development of these microfinance kats. This requires a systematic understanding of
over-indebtedness causes and the magnitude oftieus influence factors from market structure, to
institutional environment, to economic cyctdoreover, there is a need to disentangle the qisce
of over-indebtedness and delinquency crises. Tley go hand in hand but are not necessarily

equivalent as the empirical review in this paperveh Customer experiences of over-indebtedness
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may not always be related to portfolio problemsNibils if the borrowers who struggle with too much
debt are still repaying. There can also be custsmédro do not repay although they are not over-
indebted, for example in cases of crises and sgitbbof delinquency from over-indebted to not over-

indebted clients.

In spite of the many unanswered questions and rigentineed for research on over-indebtedness in
microfinance, existing research clearly points thiat the actors in the microfinance industry need t
take the possibility of over-supply and the dowasidbf debt for borrowers into account. This
awareness is likely to improve the product offenticrofinance customers and may help to regulate
the balance of under and over-supply. It will lgadthe necessary experimentation with product
feature$' and to the development of codes of conduct ancusfomer protection mechanisms. The
microfinance industry will continue to develop andith sufficient attention to the customer

perspective and to over-indebtedness, will incredgiextend theight products to theight people.

! For background on these debates see for examples@ike (2007); Labie (2007); Armendériz and Szafar
(2009).

2 See Armendariz and Labie (2011) for en encompgssitume of microfinance papers that centeres atdhe
question of a supply and demand mismatch.

¥ See Schicks (2010) for a detailed discussionisefdéfinition and how to put it into practice amaasurement.

* The section therefore reports theoretical and goapifindings from developed and developing coiastrin
parallel. Further research should analyse to whé&né non-microfinance findings apply to microfircan
settings.

®> Some of the sacrifices in Schicks (2011) refethi® non-material debt consequences discusseditatais
chapter but many are the results of material presssuch as discussed by Brett (2006) and Gon¢z0€8).

® See Stearns (1991) for the explicit advice to MBlsise shame as an enforcement mechanism andtheke
names of delinquent borrowers public.

" Also see Schicks and Rosenberg (2011) who reviepirical findings on over-indebtedness from a dligh
different angle.

& Monthly debt instalments divided by monthly housidhincome net of other expenses.

® Our summary of this study reports findings frone tharious approaches without distinguishing the
methodologies used. Results are not perfectly coamipe amongst each other. Refer to the originabpégr a
better understanding of the reliability of thesedfngs and of their shortcomings.

19 See Schicks (2010) for a conceptual framework \afrondebtedness causes. Future research will tmve
confirm to what extent factors identified in consmfinance markets can be transferred to microfiranarket
and what the relative importance of the differetfitience factors is.

' Hamp and Laureti (2011) analyse the possibilityeohancing product flexibility to better meet theeds of
clients. They show that flexibility can be combineith the necessary repayment incentives but in taay

increase cost.
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