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Group Credit: Recent E,¢idence From The Philippines

Teodoro S. Untalan

1. Introduction

An _terna_'e lending scheme to ease credit market rationing due to information

asymmetry is to provide lenders an altcrnati've risk-sharing arrangement in the form of group
credit. In the Philippines, this mode of lending is relatively at its early stage. Some lending
institutions are believed to maintain a credit relationship _ith a group of borrowers to offset

or partly sob,'e informational problems about such borrowers. Distinguished from the usual
lender-single borrower relationship, this three-tier lending set-up im,'olves the lending
institution which channels the funds to a so-called conduit which in turn reqends the fund to
the ultimate user.

The remarkable success of this group credit program,, measured by the rela_'ely high

repayment rates, has attracted the interest of lenders not only in the Philippines but in other
countries as well particularl'y those that have elected to adopt it. There is an implied benefit
of group credit that is appealing to lenders given the burden of borrower risk that comes with
lending. It surprises no one that most of the assessments done on this lending program have
concentrated on the effect of group credit to the lending institutions. On one hand, the
attention to the effect of this lending on borrower welfare provides a different social
orientation. Little is known, however, about the group process that provides the backdrop

• tbr this t?pe of lending. In other words, are there reaUvenforcement mechanisms within an
organization? Is there a valid claim about the so-called peer pressure within the group?
What are the forms of peer pressure?

The main task of this paper is to document the interactions among borrowers that make
up a group under conditions that there is joint-liability. Among the objecth,'es are (a) to be
able to provide a description of the loan beneficiaries that participate in group credit, (b) to
find out their reasons for borrowing with the group, and (c) to be able to obtain a first
knowledge of how the condition of joint-liability influences borrower behavior. Is the need
to gain access to credit worth the added risk-taking on the part of borrowers when they have
to be liable of others loan as well?

2. Group Credit as a Form of Lending

The customary practice among lenders to deal with their borrowers could be considered a
form of risk-taking. In the lender-single borrower relationship, the lender entrusts his funds
to a borrower who is expected to pay him back with the amount plus some remuneration at



some future date. Considering the lapse of time between the receipt and the payment for the

good in the exchange, this form of transaction is open to non-compliance of an agreement by
one party involved in the exchange - normally the borrower. Credit markets are
distinguished from other markets in that there is non-simultaneity of exchange of the good
transacted. The lender's problem may be compounded further if, one notes, that the lender
deals v,ith borrowers of various character. Oftentimes, there is scarce irLfom_tion for him

to distingahsh among his set of borrowers. When such information is costly, the lender is
handicapped to deal with each individual borrower.

Usually, lenders could be compensated for their risk by a higher interest rate for the funds
they lend_ But it has been suggested that there is a limit to how high the interest could be
raised to compensate lenders. At higher interest rates, borrowers also become risk-takers as
a way to compensate them for the higher cost of the funds they.borrow. It has even been
pointed out that a form of self-selection among borrowers ensues with some of the good
borrowers, who no longer consider their projects ,,]able, staying out entfl'elyfrom the credit
market. _

This inability of the lender to deal separate ty with.each type of borrower forces him to
offer a single loan contract to all borrowers. In effect, the lender charges a premium for the
added risk of carr}SxLgin his portfolio the indistinguishable dishonest borrowers. The
premium is uniformly applied to all borrowers regardless of type. If higher interest rates
become a way by which dishonest borrowers are subsidized by the honest borrowers then
the latter would prefer a contract _Jtha smaller loan size _d a smaller interest rate. The
reason is that smaller loan size means fewer defaults and this implies that the honest
borrowers don't have to subsidize the dishonest borrowers even if with this Ioan contract

credit rationing ensues. (Jaffee and Russell, 1976).

There is an obvious need for any potential borrower to gain the trust of the owner of the
fund tbr him to part v,Jthit. This arises because the lender may not lure all pertinent
in.formation to him.seLfto tell one type of borrower from another. To tell which borrower is
creditworthy or not is an information problem that is cos_' to collect and undertake. There
is also a limit to how far one can really verify, all the actions of the borrower. Under this
circumstances, raising interest rates may not be a solution. The reason is that the returns to
the lender is not a linear function of the rate of interest.

.-ksa way to extricate the lender of his dilenuna, the lender entrusts his thuds to one who

has a comparath,'e ada,.antagein lending. By compara_e advantage one means that the
so-called conduit for the fund has the information available that the lender lacks. Consider a

lending arrangement where a bank lends to a group of borrowers. The group may be
referred to as an intermedia_ or a conduit for the fund. The intermediary, may be a group
or any formal orgzaization made-up of member borrowers such as a cooperatix'e or any
private organization. The advantage of the organization over that of the bank is that
indb,idtuals in the group are accustomed to each other either because they belong to the same
trade or occupation or simp.lybecause they lb,e in the same communi .t% This setup breeds
familiarity among the members of the group. Under this setup, the lender v,ill pro_,ide a

t The t'v,'i.nproposinonofadverseselectionand moralhazaz'dhasbeenadv-.mcedby Stiglitz(1980).



loan but will shareor pass the bulk of the borrowerrisk to the organization. The
organization will then assume the collective taskof monitoringthe actionspertainingto the
loanofitsmembers.

Evidently, the size of the group is an important considerationin this lending. Bigger
groups encourage typicalfree-riders and reduce monitoringefforts by each individual
member-borrowers. It is also acts as a disincentiveto member-borrowersgiven that it
spreadsthe cost of a default thinly across members. Fairly homogenousgroups should
appearto do a betterjob of monitoring. Informationabouteachmemberis efficientlyand
conveniently cortveyed if mernbers know each other better. This is particularlywe if they
canobse/ve each others'actionsgiven artygeographicsettingor becausethey areengagedin
the same trade or havesimilaroccupation.

o

Among the attractivefeatures of the group credit is that the lendergains from the
arrangementby presumably loweringhis risk from lending, representedby the variability
of returns, in dealing with n,rmerous/ndividualborrowers. The lender,l_ewise, reduces
his transaction costs, known to be independentof loan size, as well as the cost of gathering
informationfrom lendingto differentborrowers.2 Between thecreditorsuch as a bank and
the ultimate user of funds are considerations of both implicit and explicit costs of a loan
transaction. The bank as a lender incurs transactioncosts in loan handling such as loan
processing and collection as well as bookkeeping. These are presumedindependentof loan
size. The bank also incurs risk-reducing costs. It incurs informationcosts in screening
loan applicants and in monitoring its borrowers. For each loan that it spends on loan
insurance and guarantees it also becomes part of its risk-reducing costs not to mention its
legal expenses in case of a default These are all borrower-specific. Thus, the bank's costs
are compounded given the number of different borrower characteristicsit must deal with.
In lending to a group its transaction and risk-reducing costs ceases to be borrowei'-specifi¢
so that it can reduce its costs to the extent that it deals with a group instead of separate
individual borrowers. A greater part of this reduction in costis associatedwith the bank
monitoring individualborrowersbut hasnow become a responsibilityof the group. There
is incentive for the group (i.e., an organization)to participategiven arbitrageopportunities.
Assuming the gains of the lenderare passed on to the organizationin termsof a relatively
lowercost of funds, then if the organization is profit-makingit earnssomeprofitby lending
at a slightly higher rate to its member-borrowers. If the organizationis not profit-seeking,
it can be assumed that its objective is to maximize the welfare of its member-borrowers.

There are advantagesfor the bo_ower. Assume the bank imposesa joint-liabilityon the
group's loan requiringeach borrower to guaranteeother borrowers'loan. In exchange the
bank would waive the need for cotlateral from each borrower. Given that the group (a
designated representative) wiU transact the loan with the bank for all the borrowers, the
borrowerwould save part of his transaction costs in borrowing. His savings include
follow-up expenses such as visits to the bank, as weLlas the legal and documentationfees
given that he will share this cost with the others in the group. These arehis explicit costs.

z The bank may have to inctur some inifal set-up cost for the group such as memberinstructionand edu_'ation.
The bank would also have to incursome bookkeeping costs daring the course of its lendingrelation.shipwith the
group in order to m_ntain individual borrower records for itsreference.



There are reductionin his implicitcosts as well given thathe neednot raise a collateral.
comes from any imputedcosts on the mortgage of a property,and the need of a

compensatingbalance (e.g., bank deposit). Further,he would eliminatehis searchcost for
a collateral. However, due to the naive of the j)resentlending arrangement,the borrower
would have to shoulder some screeningand monitoring costs in enforcingcontracts. Tiffs
screeningcost arises because now, as a guarantor, he world want to obtainthe loan only
with individuals he is familiarwith and worthy of his trust) This dearly mean some
informationand searchcost. This will havea directbearingon his monitoringcost during
the period of the loan. An effective screening reduces the necessityof following-upon any
borrower through reminders, notices, visits, and group meetings which subsequently
reduces _e cost of monitoring.

Is borrower welfare increasedgiven that he would have to assmne most of the risk of
lending? Obviously, there are some immediate benefits to the borrower such as the
reduction in his borrower transaction costs and the possibility of not to provide collateral
for a loan. As to an increase in his risk-reducing costs (e.g., informationcosts), these are
considered _ given that much _ofthe information he needs is an outright result of
his association with other members. In this arrangement the borrower could stand to gain
if, as a result of assuming part of the lending risk, the lender is willing to reduce or
eliminate rationing, such that the borrower can gain access to credit (or a bigger loan).
Thus, when the rationing is due to asymmetric information, and if the lender by shifting a
major part of the information problem to the group would be willingto increase credit then,
the supply of credit shifts outward (Figure 1). Given any initial rationingcontract below
the market.clearing rate (i.e., contracts) the distance between the demand curve (Ld) and
the supply for credit (L.0 is lessened, and rationing is reduced to Ls'. The extent of the
reduction depends on how much the lender can transfer and the extentby which the group
is willing to _e the informationproblems for the lender so as to alleviatehis risk from
lending. This reduction in rationing shows up in the increase loansize from the lender that
ends up in an increase in borrower welfare (note the iso-utility curve17Itouchingthe new
supply curve). The borrower has made a trade: assuming part of therisk from the lender
in exchange for credit. Here, the borrower is compensated with the increase risk-bearing
by the increase in L.

Signalling becomes an importam device that _ individual Can O.s¢to _ottp themselves with other creditworthy
ambers in the population. Stigl_R (1990) caI_ the protein assortativ, mating.
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FIGURE I. The lender's backward-bending supply eurve is given by ImnS. An outward

shift represented by Im _ _;' la brought about by iezz rationing on the part of the lender. The

borrower gets a larger loan _t L$' at conlroct s' than originally at s. Thus, the amotmt of

rationing represented by the dtatante La-Ld la lessenecl whtn the borrower obtains the

loan La¶ The difference between R * and Rs la the lender's premium. R = loan rate.
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3. Group Credit in the Philippines

3.1 Some Group Credit Programs

The study looked into three major group credit programs. Despite t13.¢type of lending
common to these group credit programs, these programs differ in the type of organization
_ey lendto, theintendedbeneficiaries,mode ofgrouplending(e.g.,groupsize,term and
sizeofloan),and thereachand scopeof _¢ program.

C-'ramcenBank Rc-olicationPros_a,rn

This is a lending project undertaken by the Department of Agriculture through the

Agricultural Credit Policy Council (ACPC) in an effort to assess the impact in the Ph/lippines
of a rural-based credit del/very to the marginally poor. The program here is a replication of



the original concept which is the delivery of credit services at the village level where the term
grameen was derived. In thz Philipl_es, it first became very popular with non-govm-rtment
organizations since it was first introduced in the country in 1989.

ACPC's replication program which started in 1990 services 23 so-callcd replicators or
conduits and caters to a total of more than five thousand borrowers almost all women.
There are currently 3 cooperative rural banks (CRBs), 6 coopera_'es, and 14 foundations

or peoplo's orgarfizatiom, in the fold of the program. One of the achi_'ernent of the program
is its remarkable overall repayment rate of 94°6 arm"outed to concept of

partners_p-in-crcdit among the borrowers.

A distingasishable feature of the program is that re-lending is done to individuals bundled
into five borrowers each one liable for the loan of the others. Loan size averages 1'2,500 and
carries a term of usually a year. A savir_ generation program is also incorporated to

complement the lending.

Tulong Sa Tao

This is a group lending program administered by the Department of Trade and Industry
(DTI) for small non-agricultural producers. It was established in the early 1987 with the
primary objec_'e of pro_Ading capital to small but promising non-farm, non-agricultural
enterprises. The program funds are coursed through coopera_'es, CRBs, foundations and
other c_'ic organizatiom for re-lending to the targeted beneficiaries. The beneficiaries
cortsidered should be in the low-income group and considered to have no effective access
to credit. The projects assisted are in the areas of agro.-processing, sinai1 manufacturing,
trade, and service. Preferably, it must be labor intensive.

The group credit component, sometimes referred to as TST.,%'GO Microcredit, lends
funds to the conduits which re-lends the funds to individual beneficiaries and self-help

groups. Loans range from P25,000 to I:__00,000 per group beneficiary. The program has
assisted about 300 conduit organizations and an estimated 19,363 entrepreneurs.

The programencourages capital build-up for the conduits served by its funds and to
encourage self-sustainability. It also incorporates graduation of the conduit to other funding
sources such as banks in order that these would have continued access to credit.

LBP Grouo Lendinz

The Land B,xnk of the Philippines' (I_.BP)group lending program was started in the late
1987. The program was conceived to cater to agricultural farmers and producers as well as
fishermen. This group lending program is open to farmers and _hermen's coopera_'es or
associations. The other component of the lending program is coursed through rural banks,

private development banks and savings association for the purposes of re-lending the funds
to rural beneficiaries. The shift from retail lending to group lending was necessitated by the



need to scrvic© more farmer beneficiaries, provide _ens_ financing for agricultural

endeavors (e.g., warehouses) not posm'bl¢ in individual lending, encore'age farmer
beneficiaries to go into countryside microenterprises, and to implement efficiency in the
bank through group lending.

The program currently serves 5,198 cooperatives nationwide through the group credit.
The latest figure indicates about 886,000 farmer-beneficiaries setwM including _ose from
the rural financial intermediary (RF1) component of the program.

3.2 Group Credit: The Case of the Philippines

The termgroupcreditreferstoaloanmadetoa conectionofindividual-borrowers.The

termgroupmay refertoanyformallyorganizedgroupofindividualssuchasa COOlX-vativc,
oranyprivateprofitornon-profitorganizationsuchasa cooperati_ruralbank(CR.B),a

people's organization (PO) or a foundation that represents a group of ind/vid-_h seeking
credit. For cooperativ_ the ind/vidpal borrowers are its members. It would then be
proper to refer to these individuals as member-borrowers. Other types of organization such
as CRBs, POs, or foundations have no formal membership to speak of. However, these

organizations are _sented by a set of officers and th¢ aggrupation of individual borrowers
that they seek to serve. Here, the individuals referred to are simply the borrowers. Both
cooperat/ves or the other types of organization Mll be referred to as the conduit becaus¢
these are recipients of loan from a lending institution with the intention of re-lending these
funds. In the Philippines, the lending institution is not necessarily a bank. Currently, other

government agencies with funds may also offer this type of lending program.

Reckoned in terms of borrowers these conduits may have as small as twenty to more
than a thousand member-borrowers for a cooperative, or borrowers in the case of a

cooperative rural bank, a foundation or a people's foundation. Invariably, the loan to any
conduit carries the condition of joint-liability for the borrowers making up the group. Thus,
for the cooperative" there as many jointly-liable members as there arc member-borrowers.
For the CRBs, POs, and the foundatiom re-lending to their borrowm is done into smaller
groups, usually of five to seven members. One member of the sub-group is elected as group
leader or chairman who acts as the coordinator and collector for the group, another as group

secretary who keeps the records of the group, and the rest are members. The loan of one
member is guaranteed by the remaining members of the group regardless of position. CRBs
andtheothertypeofconduitsunlikecooperativeshaveno formal membershipsbutsimply
composed of borrowers. Without membership, there is less hold by these types of
organization on their respective borrowers. A smaller sub-group is the most effecth,'¢way to
on.forceloancontractsespeciallywhen theloansare unsecured.The conditionof

joint-liabRityamong borrowershas a strongereffectwhen thesizeofthegroupissmatl
which mak._ it easier to observ_each member.

In providing a loan, th¢ lending institution considers the groupcredit request of the
conduit as a single loan application. A one-time evaluation is made on a fully completed loan
application by the conduit. No individual borrower is allowed to represent himself. For all



thelendinginstitutionstheforemostconsiderationtogranttheloanrequestwouldbe the

l_ding l>Cfformanccof the conduit. This serves to emphasize that in this type of lending the
recipient organization is responsible for each of the individual loans it subsequently makes:
In other words, the conduit not the lending institutionmust b¢ able to crfforc¢ individualloan
contracts with the ultimate user of the fund. The lending institution is more interested in

rc-couping its loan to the conduit than from individual borrowers. Thus, the performance of
the conduit is more important from the point of view of the lending institution than the credit
record of each individual borrowers. The lending institution relegates itself to maintaining a

good lending relationship with the organization and notwith individual borrowers.

There"aretwowaysinwhicha grouploanisgranted.The lendinginstitutionearmarksa
fundtotheconduitand,inthecaseofa CRB, PO orafoundatior_gb,'¢theseafree-handin

re-lendingtheamounttoanyofitsprospectiveborrowers.The onlyconditionitrequiresis

thatallpotentialborrowersmustundergoa seven-daycrediteducationandinstruction,which
the recipient organization wRl undertake for the lending institution. 4 Only upon completion
of this seminar wq_I1a prospective borrower qualify for the loan. UsuaIly, the cost of such
borrower education is shared between the lending institution and the conduit.

The other way is the conduit submits a group loan application to the lending institution
for group credit consideration that includes the type and the amount of loan applied for by
each prospecth,'e borrower. The lending institution sees to it that the indh,idual loans applied
for is in accordance with the policies of its lending program before it releases the loan to the

oro_xnization. This practice applies to cooperag'es because these haw. pre-determined
borrowers from among its members. Most of these cooperative are credit coopcrag'es or

multi-purpose cooperatixes, hence the lending institution assumes that its roster of
member-borrowers had earlier undergone credit education thus no further education of the
borrowers is required. In both cases, the lending institution relegates the screen/rig of
borrowers to the recipient organization.

Loan proceeds are re-lent to indh,Jdual borrowers when the fund is made ava/hble from
the lending institution and depending on the loan amount applied tbr by the borrowers.
Loan sizes range from P1,000 to P265,000 (Table 1). The CRBs, POs and the foundations
gi've smaller unsecured loan (e.g., P1,000-10,000) to its borrowers re-grouped in _'e to
seven borrowers each group. The loan of one group member is, however, guaranteed by
other remaining members. To further encourage others to meet their loan obligations, these
CRBs, POs and foundations require a staggered release for the loan to each prospective
borrower. The method is called two-two-one. The last two members get a loan first and
after a lapse of time normally four to six weeks the nex't two members draws a loan. The last
would be the group leader or chairman. This procedure is suppose to encourage the group
members who draws last in the list to encourage the first loaners to repay and enables them
chance for a loan. This group of frye borrowers can also avail of further loans onb" if all
members have subsequently" repaid all pre'_ious loans.

4 The loan beneficiaries of the r_lic.ation program of ACPC _e required to p_ssan income requirement"above
which a potential borrower would not qualify for the program. This is to ensure th.'_the benetk"ian_ served are the
poor but deserving of credit,



On the other hand, depending on the purpose and size of the cooperative, loans range
from a small P4,000 to a large F265,000. The largest loans _ to individual borrowem
are, however, _ by the cooperatives. The smaller coopcntives giving smaller loans (e.g.,

1:)15,000) require one or two guarantors for the loan of a member. Members are normally
allowed by some cooperatives to guarantee the loans of as many as three
members-borrowers. The larger loans (e.g., P60,000) require a combination of both

guarantees and collateral. There is no procedure of staggered disbursement similar to that of
the CR.Bs or the other organizations. Loan amounts are disbursed to individual members
according to the amount of the loan applied for.

Borro_vers make thor individual loan payments to the organization through a designated

rqm'esenta_'e. Normally, the smaller loans made by the CRBs and the foundations are paid
on a weekly basis. The designated representative collects the weekly amortization at a
designated place in the area where the borrowers have thOr residence. This normally
coincides with the meeting of the members. These loans normally carry a term of six to
twelve months. The larger loans given to member-borrowers of the cooperatives are usually
paid monthly, quarterly and at times se_sonally in the case of the agricultural loans. Usually,
the loan accounts of these member-borrowers are usually settled at the office of the

cooperath,'e. Records of payment by the individual borrowers are kept by the conduit. What
the lending institution keeps is the record of payment made by the each organization it has
loaned the total amount. There are instances, howex'er, when individual records ofpaymcnt

Table 1. Loan Siz_

Size of Loan (pesos) Frequency Percent

2,000 and be2ow 27 13.5

2,500 to 5,000 78 39

6,000 to 10,000 24 12

11,000 to 15,000 18 9
16,000 to 20,000 10 5

21,000 to 25,000 15 7.5

26s000 to 30,000 I0 5

31,000 and above 18 9

minimum = 1000

maximum " 265,000

Source: DRD Survey on Group Credit, 1994.



by the borrowers may be subm/tted by the conduit to the lending institutionupon rcquast of
the latter.

The ways by which the conduit enforces loan contracts with its individual borrowers
varies according to the type of organization. CRBs, POs or foundations require a substantial
role from the guarantors of individual loans. This the reason why these organizations
,,lhper_ their borrowers into smaller sfib.-gro.ups. The concept of joint-liability is strictly
¢nforc_ where the other indh,'iduals in the group are required to help collect a loan.
Members are forced to remind others of their obligations. Others get from the group's fund,
which is the savings of the group, to settle a member's obligation. Sometimes, it comes to
the exteni that the remaining members would advance the amount to enable the group to get
another loan. Groups with good credit records can avag of increasingly larger loans as an
incentive.

Cooperatives that re,quire guarantors for individual loans also urges guarantors to help in
the coflection of the loans. There is, however, no strict rule that guarantors are answerable
for the loans that they guarantee. The.cooperative with substantial savings and capital may
opt to get the any unpaid balance of a borrower from the savings or from the share in the
cooperative of the borrower. This is possible given that majority of these cooperatives have
capital build-ups or share capital by each of the members which these can draw fi'om. For
cooperatives that also requite collateral, the coopera_'¢ may also opt to get the collateral as a
last recourse. Larger loam already require the collateral as additional guarantee since a loan
default may impose a hea_,yburden and unnecessaHb' penalize the guarantor if he is made
to assumethe unpaid balance. Here the role of the guarantoris a'am.formedto onewho
could encouragepaymentbut not assumptionof the balance. It is alsoobservedthat for
cooperatives ha,ring hrge members guarantors play a minimal role. In most cases, it is the
set of officers of the cooperative that puts pressure on the member-borrower to pay his loan.
For an these ,,arious types of organization, no current borrowercan avail of any further loam
until he settles his current obli_tions.

The conduit settles its loan with the lending institution separate from the payments made

by its respective borrowers. Its payments depend on the terms of its loan with the lending
institution as contained in the loan agrcemenL To be able to meet its obligations, it must be

able to keFp a good collection of its loans with its individual borrowers. Since the lending
institution only collects from the conduit the former also frees itself from the task of running
after each individual borrower.

If the organization has difficulty meeting its loan obli@tions with the lending institution
because it has difficulty r_,;¢ingthe required collection to service its loans, the bank classifies
the conduit's record with a delinquency. In this case, the lending institution has two options.
One, to restrict the amount of loan forthcoming to the organization or to cancel its borrowing
prb,ileges until the total loan amount is repaid. The grant of furore loans to the o_anization
depends on an assessment of its payment record to the lending institution as well as its
collection record from its borrowers. As an incentht¢, favorable assessments would qualify

the conduit for larger loans from the lending institution.



There is normally a valid reason why the orgatfi_tion would want to continue its creait
relational@ with the l_ding ir_titution. Borrowers normally find the organization to _ a
convenient acc¢ss to credit. But only thdr coIlcctiw effort can assure them future access to
credit given that loans from the lending institution will be forthcoming only whm the
organization can s, ttle its loan obligations. Herr, the r, latiomkip among members is k,y to
purstm their working relationship with the lending institution. Thus, there is the usual
incentive for the organization to be strict with its borrowers. GN'en this type of lending
where the members are required to be liable for others' loan obligations group peer pressure
is the normal result.

Pear naonitoring be,come,s an effectivv &'vice to deter borrower misbehavior as long as
individuals are willing to make long-term commitments. Theorica of agency and the design
of inccndvea in an organization portray the m¢mbers of the o_anization as players in a
cooperative game. Under cooperative game theory, repeated relationship such as in the case
of a long-lasting credit relationship between the conduit and its borrowers encourages
cooperative behavior, and the tendency of members to signal their intentions to penalize
non-coopcra_'c members. The moti-otion on the part of each member is due to the fact
that future access to credit is one way by which members, particularly for marginal
borrowers, can maximize theirown objective function through credit from the group. GN'en
that this is true for each individual borrower that makes up a group then there will be an
implied interdependence among individuals enough to make the credit relationship to work
0dntalan, 1994). ,-

4. The Sample Data

The study requires respondent-borrowers from conduit org_iTafions "known to be

invoh,'ed in group credit. In investigating borrower characteristics of group credit programs
the beneficiaries of the three major group credit programs were inte_iewed. A sample of
200 respondents representing beneficiaries of these programs from different provinces were
interviewed. The type of organization sampled are cooperatives, CRBs, POs and
foundations all currently participating as conduits for the different lending programs. These
various organizations are in the provinces of Quezort, I.agtma, Aklan, Iloilo, Negros
Occidental, Bulacart, Pangasinan and Metro Manila.

All in all, there were a total of 3 CRBs, 10 cooperath,'es and 5 foundations or people's
organization visited for the study. Of these eighteen organizations 7 are £rom the Crrameen
Bank replication program of ACPC, 9 from the Tulong Sa Tao program of DTL and 2
from LBP's own group lending program. .MI of these programs mandates lending to
conduits. Howex'er, these differ in tertm of the targeted beneficiaries, the size and
composition of the respect= organizations the lending institution lend their funds, the term
and size of the loanable amount as well as the requirements for potential borrowers.



5. Group Credit: Some Recent Evidence

Despite the most re.cent interest generated by this form of lending, there is little
knowledge about this form of credit delivery from the aspect of the borrower. There
r¢mains an enigma of the group process that distinguishes this lend/ng from the usual lending
practice that most are f_ of. The dearth of information may hay, contributed to the
usual skepticism on the effectiveness of the group as a collateral substitute. What is known
and oftentimes chimed, however, is that this lending has brought.the benefits of credit to the
least bankabl¢ of borrowers, those who live in the ruralareas. The welfare implications of
this lending on the part of the borrowers may b¢ two-fold. The supposed increase in the
well-being of those who have benefited from credit balanced by the additional risk-bearing
on the part of the borrower who guarantees the loan of the others in his group. The issues
on borrower welfare are taken in other research works and it is not the intention of this
study to duplicate their findings.

Instead, this study intends to document the working of such a lending program by looking
into the group process that this type lending is supposedly to revob,'e. The only and best way
to accomplish this task is to go within the group itself and look into its borrowers, their
character, behavioral modifications, and preferences. This study g_,'es a first hand look of a
group invoh,ed in this type of borrowing.

Res,pondent Profile

Majority of the respondents were female (Table 2). This was not intentional but rather
dictated by circumstances g/yen that one of the lending programs looked into, the Cn'ameen
Bank replication program, caters only. to women. There is no particular age group more
involved in this t3,'peof borrowing. In fact, the ages of survey respondents ranges from
twenty--one to seventy- one. Most borrowers have minimal schooling at most ha_,hngprimary
education. This is expected gh,'en that the target beneficiaries of the programs are the
marginally poor. Norrnally, income is highly correlated with educational attainment.
Further, a general education such as most of the respondents had leads to less specialized
jobs mostly, self-employment and in the se_ices. Note that most of the borrowers are
vendors and small traders of ,,'axiom items. The farmer and those invoN'ed in farm-related

work, on the other hand, are loan beneficiaries of the agricultural program of the LBP. Only
a negli_'ble portion of those sur,myed arc enterprising individuals being both wage earners or
employed while at the same time doing small business on the side.



Almost all of those surv_ed arc the main brca_er for the household. As for most of
the women res_ndents, their earnings could not be considered a supplementalincome since
the spouse, if he has a _elihood, has an irregular income. Thus, for most of the

respondents thdr income is a primary source of support for the members of the household.
The magnitude of this re_.ponsib/tity is given by the fact that about seventy percent of those
surveyed have at least three fan_'ly.members dependent of them for support. Some even
have as many as ¢i_t to twelve members of the household be/rigsupported. Credit appears
to be a limiting factor for almost all respondents to maintain a livel_ood. The major reason
why almost all of the respondents seek credit is to be able to raise the necessary cal_l for
thdrsmallbusiness.

The RespondentAsBorrowerInGeneral

Close to half of those surveyed had no previous experience with any other lenders (Table

3). For the other fifty-.onepercent who have previously av-dled of loans, about one _d or
thirty-three percent has a credit experience with an informal lender known more locally as
the five-si.r. 5 Among those surveyed a rural bank is the second most popular source of
credit. UsuaIly, those who have borrowed from a rural bank are those who were able to

Table 3. Respondent-Borrower Experience With A Lender.

' ¢', Jr ,=I, : ..........

T)_e of Lender Frequency Percent

flve-_'ix J5 32.8
tr,,a... 15 10.9

landlord 2 1.5

other cooperative:; 12 &7

other orgmgzatlon_'associations 15 10.9

rural or savings bank 27 19.7
commercial bank 6 4.4

prtvme development bank 10 7.3

go vernnumt bank 5 3. 6

with previous borrowing experience 102 51
wizh out 98 d9

Source:DRDSurveyonGroupCredit,1994.

Five-Sixisanindigenoustermreferringtoaformof lendingwhereforeveryfivepesoslentanequivalen¢ofsix

pesos is the expectedrepayrnenL Thesem'a very short-termloans requi_g daft)"or weekly Imyments. k is
considered a umuious lending pr_._ice because when computed the interestshouldered by the borrower is 2_'.
during thetermof the lo_rL



Table2. Respond_t-Borrower Pro_e.

Attribute Male Female

A_e

minimum 28yrs. 21 yrs.

maximum 71yrs. 67 yrs.

mean (both sexes) = 43 3rrs.

Education

6 years or less (primary) 4 59
7 to lOyears (secorutary) 20 53

1i years or more (tertiary) 20 4-t

Liv¢llhood or Souree_ of Income

farmer .... 12 7
trader 6

operator 2 2

wage-earner�employee 3 13
vendor/smaU business 13 19

small manufazzures 7 6

housewife 3
others 3 11

AfeanNumber of Clffldren Per Household = J

Mean Years of Residence (both so;e$) - 29.8

Source: DRD Survey on Group Credit, 1994.



offeranacceptablecollateralfortheirloan.Thetraderisonepopularsour_ofcreditgivc-n
thatsome ofthosesurv_odsuchasthefarmersand a few vendorsgetthorsuppliesor

inputsfi'omthetrader.Inonec_ditcoopcra_vcvisited,allthem_mb_r-borroworsentrust
theirproduc_tothetraderwho lendsthemmoney forotheroff-seasoncrops.To some
respondents,theotherassocialions/_tionsor coop_ath/_(e.g.,churchorschool

coope-rativ_),usuallylocatedintheircommu_ties,isalsoagoodsourceofaloan..

For thosewho have some expe_ienc¢borrowingfromaninformallendersuchasthe
five-sixtheattractiontothelatteronlyund_ thesadfactthatmostoftheseborrowers

hardlyknow ofotherlenders,hav/_ rcrnain_intheirrespectiveareaofr_sidcnceforyears
someov_ sincebirth.The averageyearsofr_dencointheirre.apectivccommunitiesforall

therespondentsisaboutthirtyyears(Table2).Many oftherespondentsbeli_,_theyhav_

veryfew opportunitiesaway from homo whichisthe reasonwhy theyoptto stay.
Oppon_L,fiti_come sparin#ytothosewithlessyearsofeducation.Intheprocess,notonly
aretheirchancestolookforother1_'elihoodst_ledbutalsotheirawarenessofothersources
ofcreditisalmostnil The needforcreditusuallycomesafteranyopportunitytoinvest.

Thisexplaimwhy tomostborrowcrs.th_appreciationoftheroleofcreditisalsovc-ry
_al. Infact,thecommon reasonforthosewho chosenottoborrowfromanytypeof
lenderatallisthefeartobeindebtorthattheamountth_ needisnegligibleforthemto

seekcredit(Table4). The usualrecourseisto borrow from reh_es becauseof
com,_aience.Mostfearthekighcostofthefundfrommoneylenders.

Table 4. Typical Reasons For Not Borrowing

Response Frequency Percanf

no e_periencdfem: ofborrowlng 34 J3.6

no se_rity/collnteral 10 12.8

no reason to borrow negiz_ible 20 25.6

no knowledgeof orbs"landers 6 7.7
borrowed from rel_v_,/'frtend.¢ 8 10.3

Source: DR.D Survey on Group Credit, 1994.

It"this type of sedentaQ"behavior on the partof the borrower indirectlyaffects his ability
to prosper it may, howl'or, prove to be a benefit to the lending institution implementing
these group credit programs. The longer the borrower resides in a certain community the
more familiar he becomeswith theareaanditspeople.This is a posi_ _pect for purposes
of monitoring the actions of the residents of a certain area. This is why lenders would find it
to their advantage to cultivate a credit relationship with local organizations to ease their lack
of knowledge about local borrowers. There is no better e_Adenceof this _Aew gh,'en that
the member-borrowers of aI1 the conduit organizations are local residents who are also



ndghbors. Fttrther, most of these borrowers also conduct their da_ business or liveluatood
in the community where they reside.

There are rea._ns why some borrowers opt to deal with some lenders. Forty percent of

the respondents are attracted to the expeditious loan approval by a lender. It is a known fact
that informal lenders usually do not require loan papers (Table 5). One need not be a

previous borrower of a moneylender to be knowledgeable of his operations. The fact that
there is an efficient exchange of information among local residents also eontn'butes to this
knowledge. The moneylender can provide a loan on the same day that a potential borrower
applies for the loan. For the conduits surveyed in the study it takes an average of two and a
half wee_ to release the proceeds of a loan.

Table 5. Reasons For Borrowing From A Particular Lender.

Response Frequency P_cent

1 affordablepertodicpayment 8 5.8
2 low interest 17 12.2

3 largerloan amount 8 5.8

4 longer term of loan 6 4.3

5 goodsystemoflender 6 4.3

6 no alternative lender/first lender to offer 32 23.0

7 no security or collateralneeded 3 2.2

3 no paperwork ne_de.d I 0. 7

9 no follow-up needed

10 bnmedtate loan _pproval 55 40.0

11 allows saving 2 1..1

12 none in parri_zdzzr 1 0.7

Sotu_e: DRD Survey on Group Credit, 1994.

About m'enty-three percent of those responding expressed their lament for ha,,ing no
other alternative lenders as the reason why they optedto deal with a particular borrower. If
an immediate need presents itself for them to borrow, they could easily be swayed to
commit to the first lender that offers them credit usually the very ambulant moneylenders.
Rural communities are hardly serviced by formal lenders such as banks. Being captive
borrowers is also due to the tendency for local lenders to be particular about their borrowers.
Borrower-speclfic loan transactions arise out of the nature of the purpose for the loan one
that would normally conform to the business interest of the lender (e.g., trader) ('Esguerra,
1993).



Only a small portion of the respondents has'personally dealt with a formal lender such'as
a commer_d bank or a government bank. First, there are hardly any branches of
commercial or govermnent bank in the rural areas. If there are these are in bigger towns or
in the cities where few of these borrowers hardly venture. Rural banks arc more common
but at some distance from the residenc¢_ of the borrowers. For some borrowing from other
associations/organizatiom or the rural bank is the best option yet to informal lenders. These
lenders normally offer rehtively lower interest rates than the informal lenders.

It is notable that the need for security or coRateral for a loan is not one of the strong

reasons .given by those surveyed for borrowing from a particular lender. This is because
even moneylenders also require a form of security (e.g., household items) for the loans they
provide.

The Rcs.l_ondentAs Memb.er-Borrowe:tT

Among those surveyed, about eighty-two have borrowed at most four times from their
present organization. About thirty-one percent of the respondents have availed of a loan
t_ice.

There is less doubt that current borrowers are attracted to group lending because it offers
them a window to credit they have not experienced before. Group lending also promises to
be an innovative approach to whatever lending practice, indigenous or otherv,ise, it intends
to replace. Borrowers find the issue of interest rate and/or affordable periodic payment as
well as the system of re-lending by conduits as the main reasons that attracted them to seek
credit with their respec_'e association or organization (Table 63. There is little reference by
those surveyed about the issues on the requirement of collateral by a lender, and of the need
for loan papers or follow-ups. Some borrowers find the requirement of collateral by a lender
as something inevitable if they have to gain the trust of the lender that they v,all act in good
faith. Borrowers have become indifferent about this practice since even moneylenders

requh'e a security for a loan. Surprisingly, even the small borrowers are not averse to coming
up v,itha loan security such as some house appliance or any valuable house item just to
enable them to gain access to credit. Less paperwork or the need for follow-ups is not a
main reason why they borrow with the organ;:,atlorg since the latter can not claim any
advantage over informal lenders who pro,,ide immediate loans without any supporting papers
or promissory notes. That moneylenders give a larger mount of loan than some conduits
is also the reason why the loan size can not be an attractive feature to some borrowds of the

•organizations especially those lending programs giving smaller loans.

It is easy to explain, howe'er, why majority of borrowers are sensitive to the issue of
interest rate the same way that they are attracted to the affordable periodic pa)anents. Of
those surveyed low interest for a loan is synonymous to affordable debt service. Lower



Table 6. Typical Reasons For Borrowing With The Association

"i _ " -_"-- = _ --

Response Frequency Percent

1 afford.Meperiodicpayment 78 2&l
2 low h_terest 97 32.6

3 larger loan amount 2 0. 7

4 longer term oflaan 12 4.0

5 goodsyston of lender 61 20.5
6 no altona_ivelender�first lender tooffer 4 1.3

7 no security or collateral needed 22 7.4

8 nopaperwork needed 4 1.J

9 nofollaw-up needed 3 1.0

I0 immediate loan approval 5 1. 7

11 allows saving 10 3.4

12 none in parltcular 1 0.5

Source: DR/9 Surveyon GroupCredit, 1994.

interest rate to most would also mean lower amortization for their loan. Most of the

respondents arc members of sin#c-income households thus affordability is an important
comideration. For the borrowers with small loans such as the vendors it becomes even
easier for them if they amortize the loan on a week])/ rather than on monthly basis. Most of
these have daily,income that they can source their pavmcnts_

There seem to be an attraction of those surveyed to the _'stcm of re-lending by the

conduit organizations invoh,'ed in the program. What is bc.ing referred to is the type of a
lending approach by the conduits that mo_'ates rather than coerce the borrower into paying
his loan. The mode of motivating borrowers is through regular meetings and other activities
designed to explain the importance of the group to each individual member and encourage
cooperation among members. In fact, some of the conduits especially those re-lending under
the replication program (e.g., foundations or people's organizations) incorporate the value
of a partnership in a group to foster ra_ort among members. This approach is not
surprising gh,en that one of the key factors in any group undertaking is the participation of
the other individuals in the group. Borrower mo_'ation and education seems to be the most

important ingredient for the success of this type of lending program. This can only be
explained by the fact that good borrower behavior can be contagious on others in the group.
Group peer pressure works best on the individual to the extent of his attraction to the group
- its members, ideals, and practices. It also works well gh,'en the importance of an individual
to the other members in his group (Cartwright and Zander ,1953).



The e_ent of borrower consciousness on individualrcsponsibflifi_ for this lending
program is disccrm'blewhenmanyof theborrowersmakeit theirrespons'bilityto meet the-it
loan obligationsvoluntarily. All of those surveyedpcrsonallyagreethat payingone'sloan
obligationprovidesan exampleto others to sinu3arlymcct theirloanoblig_ons. Part of this
attitudealso stems.,from the need to maintaincredibilitywith theirpeers in thegroup. On the
aspect of joint-liab_tT, exactly ninety-threepercentof those surv'cyedarcaware that they
are responsible for others in their group who can not pay a loan. Likewise,ninety-six
percent arc aware that the organizationwillnot be granted a loanunless it could first pay its
current loan. Respondents were also asked about their awareness of the forms of
enforcement mechanismsin their organizationfor delinquent borrowers. Verbal reminders
ate the most common form of enforcement mainlybex.auseit is easyto implementespecially
among group mates (Table 7). On one hand, penalties, whether interestor in some peso
amount, on an erring member arethe most common mechanismfor enforcement on paper
exactly because these are oftentimesstated in promissory notes of these borrowers withthe
organization. If these arethe remarkableattributesof this type of lendingprogram then it is
reflected in the number of borrowers who voltmtar_ keep a good creditrecord by avoiding
any form of delinquencyon their loans, Of all those surveyed fifly-f_'epercent have paid
theirloans on time.

Table 7. ErtforeementMechanisms WithinThe Organization.

Response Verbal i#>iuen

Frequency Percent Frequutcy Percent

regular meeting 42 24. 9 I O.9
verbal notice 54 30.0 -

written notice . _ 22 20.0

house visit 30 17.3 2 1.8

interest penalty 18 10.4 81 72.3
warning 6 3.5 0 0

ge.t from group fund 10 5.8 5 &5

group pays amount 13 7.5 1 O.9

Source: DRD Survey on Group Credit, 1994.

Attendance on meetingsis also a popularmethod to _'fforccdisciplineon m_mbers. This
method is an effective way to keep members informed. To the organizations in the
replication program meetings also become a forum by which borrowers explain any



shortcomingsaboutthdrloaninthepresenceoftheirpeers.Some oftheconduitsrelate
attendance in meetings to the attraction of the borrower with the lending program. It is,
therefore, not uncommon to observe a practice that associates borrower's attendance with
the loanable amount. For some of th¢sc organizations even the other members of a group
can not borrow when a member has a poor record payment coupled with the borrower's
attendance record.

For most of the conduits there is also.a system of rewards for the creditworthy borrowers.
These rewards are either in the form of a giR or cash. The incentive to obtain another loan is
what drives some members to pay their loans on time. But what is interesting is that some
members'consider prompt payment as a form of recognition of being a creditworthy member
by their peers in the organization (Table g). To others, being creditworthy is self-ful£dling.

Table 8. Borrower Incentives For Meeting Loan Obligations.

Response Frequency Percent

r ecog niti oP,/seJf.jftlfi Zbnent 25 IZ 5

faster re.to an 12 6.0

gifl/cash prize 17 &5

nothing 134 67.0
Iow¢_ interest on loan 9 ,¢.5

Source:DRD SurveyonGroupCredit,1994..

About forty-frye percent of those surveyed have reported that they have been delinquent
on the payment on their loans at one time or another. Majority of those who have
experienced delays in payment is due to their inability to meet their loan obligations because
of disruption in earnings from their business (Table 9). For those who failed to meet their
obligations thirty-sLx percent have received reminders, verbal or otherwise, from their peers
(Table 10). However, a large majority also reported receiving nothin_ The reason, as some
members explained, is that often members may get the repri_'e when the explanation is valid
such as health reasons or when the cause is beyond the control of aborrower such when one

is befallen by calamities. Often the member affected, knowing the procedures of the group,



Table 9. Typical Reasons For Fa_ To Meet Loan ObI_gation_

Re_onse Frequency Pelcent

personal (health, family needs) 36 18,0
negligence 9 4.$

poor sale_ncome shortfall 43 21.S

no group d_c_line 2 1.0
alw_ pald II0 $5.0

Source: DRD Survey on Croup Credit, 1994.

Table 10. Typical Group Pressure On Delinquent Borrower

Response Frequency Po'cent

reminded g l 36,3
visited at home 8 7.1

penalized 18 160

group advance amount 4 3.5
talked together as group 8 7.1

nothing 34 31.0

Source: 13RDSurvey on Group Credit, 199,1.



prcc'mptthe actions of the httcr by making a promise to pay twic.¢the amount for the next
period (Table11). M¢mbc'rs at times also opt to settle the amountby t¢mporar_ dipping
from the group fund, or from the shares of the member affected. For smallerloans with
smallc'ramortizationsome members advance the payment. It is, however,understandable
that most mmmberscan not rcaI_ assume others'loan obligations This is because they can
not afford to given theirmeager earnings.

Table 11. TypicalBorrowerResponseTo GroupPressure.

Response Frequency Pkreent

paid twice the amount 51 63.0

paid other group members 3 3. 7

paid assodctffopz any amount 24 29. 7

nothing 3 3. 7

..-- ;..._ ,.j

As to the preference of borrowers regarding the method of encouragingothers to meet
their loan obli_tions, about half of those surveyedpersonallyprefer regulargroup meetin_
(Tablel2). Perhaps one of the reasons whyborrowersprefer group meetingsis that it is

Table 12. Borrower Preference On Enforcement Mechanisms

Response Frequency Percent

regular meeting 99 49.5
verbal notice 42 21.0

written notice 9 4.5

house visit 15 7.5

penalty 7 3.5
warning 2 7 13.5

legal aczion/confiscate property 1 0.5



¢asier to ertcourag¢ others to pay in the presence of one's peers. It is cff_ given that he

is being observed and I_ pr_ to pay is noted by the other members. Member mcelings
is also a way to diffus_ the r_onm'b_ity of havingto reminda m_nber of his obliga_ons
and avoid to single-handedly confront a bon'ower. Further, given th_ it is cff_tiv¢, it

proves to b_ less costly as one nce,d not haw to b¢ forced to assume any amount payable by
the delinquent member. The fact that penalties arc less popular is that most members
consider it sometimes to be harsh and an additional burden on the borrower with meager

earnings. Giving mc-mlx'rs a verbal r¢minder or a warning is a more acceptable form of
enforcement be.cause not atl delinquent borrow_s intentionally r¢nego on their obligations.

Reminders or warnings give the borrower some time to make up for whatever loan

deficienciesit mayhave.

How attracted are the currmatborrow¢rsto this type of lending?. About ninety-five

percent of thos¢ who responded to the questionnair¢int¢nd to borrow again from the
organization mainl"y for raising the necessary capital for thdr small businesses. When asked
about how long they foresee themselves to be borrowers the typical respondent answers,

which may also be indica_'¢ of the attachment of the borrower to the organization, arc

provided in Table 13.

Table 13.Respondent Desire To Remain Borrower

• •,, t j= • =', _. lh===P _ :._

Response Frequency Percent

1 as long aspossible Ondefinitely) 17 &5

2 aslongasthgsystemisgood 4 2
3 as long as the need arises 4.¢ 22

4 as long as organhaZlon lend_ 28 14
5 as long as member is creditworthy 72 36
6 as,long as groupexist 22 II
7 borrow not _ group anymore 4 2

8 postpone 9 4.5

-- l

Source: DRD Survey on Group Credit, 1994.



6. Summary, and Conclusion.

1. There a consistent pattern of the lack of good livelihood opportunities among those
surv_'¢d. This is mainly, the result of low educational attainment. The lack of
opportunities leads to less appreciation of credit. But, the scarcity of credit itself limits their
oppormaifies to earn a INing. The introduction of group credit may be the best opportunity
to break this cycle.

2. There .is a perceptible appeal of this lendingprocess to the individual borrowers. It is
mainly brought about by the subservience to or the lack of, for these borrowers, other
alternative forms of credit. There are posm'bly two hadicatiom for these. First, their being
sensible to the interest rate reflects the scorn to the practice of most local informal lenders.
Second, their attraction to this ingenious form of lending (e.g., the value of parmership).

3. There are enforcement mechanisms, both explicit and implicit, in this t3,pe of lending

perpetuated by the condition of joint-liability. These mechmaisrns need not be demonstrated
by individual members. The mere knowledge of the e.xistence of these mechanisms within
the organization is sufficient to encourage the borrower to meet his obligations.

4. These enforcement mechanisms may vary in degree and form according to the type of

organization. The bigger the group the less influence members have on other members.
• The effec_'eness of peer pressure is strengthened by the attachment of the individual to the

group. Howe'er, collateral as a form of security for the loan may subsitute for peer
pressure.

5. There is a tenuous cord around the concept of peer pressure as an enforcement
mechnism. The group process could work bothways. It is observed that when

orgartizations are strict in implementating the enforcement mechanisms v¢ithin the group,
these have exceptional success in enforcing loan contracts. Howe'er, it is also liken that
when the group process weakens there is a damaging effect. Coopera_'e behavior may be
contagious and so is tmcoopera_'e behavior.
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