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Microcredit: Impacts and Limitations

Introduction:

The advent of microcredit interventions have sparked deeper analysis into its performance. In
the early 2000s, researchers started to conduct randomized evaluations to contribute to the
body of evidence on this topic.

Background:

Historically, microcredit had been a controversial development tool. On the one hand, it featured
as one of the most important financial products to help small-scale entrepreneurs invest more
in their businesses, increase profits, earn additional income, and potentially lift themselves out
of poverty. On the other hand, the validity of such potential impacts have been questioned.

Details of the Intervention:

Evaluations of microcredit interventions question the methods used to assess its performance.
Studies claim that early reports were based on anecdotes or simple before-and after
comparisons. Others suggested potential negative effects of expanding credit access. This comes
with the natural risks of business expansion, which can pull entrepreneurs deeper into a poverty
trap when activities are not profitable, and debt increases.

Impact:

Randomized evaluations in seven countries find that giving small loans through microcredit does not
have transformative impacts on income or long-term consumption for the average borrower.
However, product innovations to target high-potential entrepreneurs, offering more flexible
lending products, and lending at lower costs may lead to larger positive impacts on borrowers.

e Demand for many of the microcredit products was modest. Borrowers use microloans for
consumption and/or risk mitigation rather than investment, suggesting that there were high
non-entrepreneurial returns to credit.

* Innovations to target high-potential entrepreneurs and offer more flexible lending products
may lead to more high-return entrepreneurial investments.

e More flexible lending products may also lead to higher-return entrepreneurial investments.

In a randomised evaluation in West Bengal, India, researchers found that giving clients a two-

month grace period before beginning repayment allowed them to invest more in their
businesses, resulting in higher profits and nearly 20 percent higher income after three years,

but raised the default rate from 2 percent to 9 percent.
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