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Abstract 

Mexico has undergone a drastic reform in financial markets that transformed the 
system from financial repression to financial liberalisation and yet, a large 
percentage of enterprising households, particularly at the bottom-end of the income 
distribution, remain excluded from institutional financing. In 2001, the Mexican 
government launched the National Programme for Financing the 
Microentrepreneur with the explicit objective of expanding access of poor 
households to credit, through capital subsidisation of microfinance organisations. 
The intervention was based on the proposition that the impacts of credit on income 
and well-being are positive and significant. In this thesis we test such a proposition 
in the context of urban poverty. 

One of the main challenges in analysing the impacts of credit emerges from the 
problems of self-selection and endogeneity that are related to the choice of 
borrowing. The very few studies that control for these estimation constraints 
employ methodologies that are restricted to rural areas. We propose an alternative 
quasi-experimental research methodology specifically designed to work in the 
urban context, where a large percentage of microfinance organisations in the 
developing world actually operate. We collected primary data from 148 households, 
members of three microfinance organisations that operate in shantytowns located to 
the Eastern periphery of the Metropolitan area of Mexico City. 

Although we find that credit has positive impacts on income poverty, the 
magnitude of the impacts is marginal and only significant at the upper thresholds of 
human deprivation, where the moderate poor are located. We find no evidence of 
impacts on extreme poverty. The empirical evidence reveals that rigid screening, 
incentive and enforcement devices that microfinance organisations exploit to 
mitigate moral hazard and adverse selection, generate a significant and increasing 
utility cost of borrowing that undermine the potential effects on poverty and well- 
being. We also find that these devices exacerbate micro-rationing in credit markets, 
leading to constrained Pareto inefficiency. In this sense, government interventions 
that go beyond the objective of expanding access to credit, and facilitate, through 
temporal subsidisation, technological and financial innovations, could improve 
market efficiency and benefit both lenders and borrowers. 
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Chapter 1 
Introduction 



1.1 Context 

This thesis is the outcome of a long intellectual journey that began in the aftermath 

of the Peso crisis of December 1994, when I was a brand new Economics graduate 
from the National Autonomous University of Mexico. At that time, the symptoms of 

the crisis had begun to be visible in the form of an increasing unemployment rate 

that quickly filled the streets around the cities with vendors that were desperately 

trying to make a living. Prior to the crisis, Mexico had been involved in a rapid 

macroeconomic reform, following the Washington Consensus' that transformed the 

country from a highly centralised economy, dominated by stated-owned 

enterprises, including development banks, to a market-led liberalised economy. In 

that process, the orthodoxy of financial liberalisation was the mainstream in the 

policy arena, and economic growth, per se, was expected, following the Kuznets's 

hypothesis, to trickle-down to the poor2. The expectations about the country, 

domestically as well as internationally, were high and optimistic after a long period 

of economic recession following the Oil crisis of 1982. 

It is important to point to the fact that during the period in which market 

liberalisation was fully implemented, i. e. from 1989 to 1994, the real GDP grew at 

the very modest average rate of 3%, and mostly benefiting the exporting 

manufacturing sector (Banco de Mexico 1995), and when the Peso crisis began, it put 
in evidence the structural disequilibria in the economy. The setback of -6.9% in real 
GDP in 1995 vanished the insignificant effects of the market liberalisation on the 

economy, leaving many workers unemployed, with no sources of funding to start a 
business, and with a collapsed local market that was increasingly invaded with 

cheap imported goods from abroad. The results from the promising economic 

reform, in terms of economic growth, employment, and well-being were truly 

disappointing, reflected in the incidence of poverty that soared from 29.4% just 

before the crisis in 1994 to 45.3% in 1996 (see Chapter 4 for a discussion). 

1 The Washington Consensus was a list of recommendations that included fiscal policy discipline; tax 
reform; financial and capital markets liberalisation; market-based interest rates; trade liberalisation 
and competitive exchange rates; privatisation of state enterprises; and deregulation. See Williamson 
(2002) for a discussion. 
2 The Kuznets's hypothesis is based on the proposition that there is an inverted U-shaped relationship 
between economic growth and income inequality. For an exposition see Kuznets (1955), and also 
Galbraith (1996) and Aghion and Bolton (1997) for a critic. 
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The collapse of the banking and non-banking system, and the increasing number of 
impoverished households engaged in income generating activities, forced the 

government to turn the attention to an embryonic microfinance sector that included 

at the time a handful of organisations such as Financiera Compartamos, Servicios 

Financieros Comunitarios (Fincomun), and the Centro de Apoyo al 

Microempresario (CAME). Some development banking institutions, in particular the 

National Development Bank (Nafin) also introduced a pilot project, the Micro- 

entrepreneurial Development Programme (or Programa Global de Apoyo a la 

Microempresa in Spanish), aimed to improve the access of poor enterprising 

communities to credit, but without interest rate subsidisation. In that context, an 

event happened to be the turning point for the future expansion of the microfinance 

industry in Mexico. In early 1997, Vicente Fox, who was at that time governor of the 

State of Guanajuato, in central Mexico, came into contact with Mohamed Yunus 

who explained the way Grameen Bank operates. Highly impressed, Fox ordered a 

complete study of the Grameen model, and one year later, a credit programme, 

Santa Fe de Guanajuato, was established on the principles of group lending, and 

where organisational management and governance was independent from the local 

government. Three years later, in December 2000, Fox was elected President and 

with the advise of Yunus, the National Programme for Financing the 

Microentrepreneur (PRONAFIM), a revolving fund of US$ 100 million, was 
launched in 2001 with the aim of supporting, with subsidised capital, the expansion of 

the microfinance industry in Mexico. 

1.2 The statement of the problem 

Government interventions in credit markets have a long history in Mexico, from 

institutional ownership (like in the case of development banks) to the 

nationalisation of the banking system (like in 1982). In fact, charging below-market 

interest rate was an important component of these interventions that were pursued 

on the grounds of selective targeting at industries, regions and sectors which were 

considered "strategic" for economic growth, employment and in general, the 

process of development (Solis 1971). Credit allocation was to a large extent based on 
direct subsidisation of interest rates, what Vogel and Adams refer to as the direct 
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credit paradigm, which often caused fiscal outlays and led to market inefficiency 

and financial repression (see McKinnon 1973 for a critic). 

This type of intervention came under severe criticism from the Ohio School (see e. g. 

Adams et al 1994, and Adams and von Pischke 1992) on the basis of two key 

problems: 1) the rates of loan default were very high; and 2) most of the recipients 

were not the intended beneficiaries, causing rent-seeking behaviour and political 

patronage3. These criticisms led, during the process of financial liberalisation in 

Mexico, to a drastic reform that restricted government intervention to a very few 

cases where market failure was clearly identified, perhaps the most obvious case in 

the context of rural credit markets, and on the basis of a distributional mechanism4. 

However, the role of institutional lenders goes beyond their distributional function 

of capital assets, and by expanding poor people's opportunities for productive and 

self-employment activities, they may well improve their living conditions by 

enhancing human capital for future generations through investments in children's 

education, or accumulating physical capital in the form of household and business 

assets. 

Nonetheless, fragmented credit markets are not exclusive of rural areas, and in the 

urban context, the inaccessibility to institutional credit can be striking. A recent 

survey (Casley et al 2004) reports that only 1.8% of the population in the 

Metropolitan area of Mexico City has borrowed from institutional lenders. To a 

large extent this situation emerges due to the extensive use of collateral in 

traditional financial intermediation that highly restricts the access of low-income 

households to credit. This constraint can, as pointed out by Banerjee and Newman 

(1993), and Galor and Zeira (1993), perpetuate the poverty trap. Thus, temporal 

government interventions aimed to reduce the effects of externalities coming from 

incomplete information could facilitate the expansion of the microfinance industry, 

and improve the access to credit of those excluded from institutional financing 

3 Vogel and Adams (1997: 5) have also included six additional issues: 1) transaction costs for both 
borrowers and lenders were boosted; 2) subsidised credit was regressively distributed; deposit 
mobilisation was discouraged; financial structure was weakened; insignificant impact on production 
and investment decisions, and 6) evaluations of direct credit programmes were flawed. 

This was explicitly recognised by the inclusion of a credit component within a social safety net 
(initially known as Solidaridad) that became available to poor households living in rural communities. 
Under the President Zedillo's administration this programme was renamed as Progresa, and later on, 
as Oportunidades, under the Fox's administration. 
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(Greenwald and Stiglitz 1986). This could ultimately break down the poverty trap 

and foster, contrary to the mainstream orthodoxy of a trade-off between equity and 

efficiency5, the development process (Bardhan and Undry 1999). 

13 The aims of the study 

In that perspective, PRONAFIM was launched to help microfinance organisations to 

absorb these externalities and expand the scope and outreach of the sector, through 

the provision of temporal cheap capital, assuming that access to credit, per se 

translates into poverty reduction. This assumption is based on two theoretical 

propositions that need to be tested to justify the intervention: 1) in fragmented 

credit markets, the demand for credit is rationed by the lender, and 2) credit is a 

significant determinant of increasing incomes and improving well-being. The former 

proposition appears to be true at least from an institutional point of view (see e. g. 

Stiglitz and Weiss 1981, and Braverman and Stiglitz 1989); however, the extent of 

the rationing may be less when indigenous financial agents such as moneylenders 

and rotating savings and credit associations (ROSCAS) actively operate in local 

markets (see e. g. Kochar 1997). Very few attempts (e. g. Diagne and Zeller 2001) have 

been made to examine the relationship between these agents and microfinance 

organisations, whilst controlling for their effects on well-being, what it is known as 

the attribution problem (see Hulme 2000). In Chapter 7 we present an econometric 

estimation procedure, which by including a vector of credit market characteristics, 

controls for the effects of informal credit agents on the outcomes of interest. In 

addition, we present narrative evidence from qualitative data in order to address 

the reasons of using such informal mechanisms when having access to credit from 

microfinance organisations. 

In relation to the latter proposition, although there is an increasing consensus 

regarding the positive effect of credit on household income and well-being, the 

magnitude and significance of the impact remains inconclusive and 

methodologically contested, especially when considering the bottom-end of the 

income distribution. Most of the impact studies that we reviewed, and which are 

discussed in Chapter 2, focus on the rural context and suffer, with a few exceptions, 

5 For a classic analysis of the equity-efficiency trade-off, see Okun (1975) 
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from endogeneity and selectivity problems, and those studies that successfully 

control for endogeneity and selection bias (e. g. Pitt and Khandker 1998a; 1998b; 

Coleman 1999) use methodological approaches that are difficult to replicate in the 

urban context, where many microfinance organisations in developing countries 

actually operate. For that reason, and with the purpose of addressing the selectivity 

and endogeneity constraints, we propose in Chapter 6a quasi-experimental research 

methodology specifically designed to work in deprived and densely populated 

urban areas. We collected primary data at the household level (to reduce the 

fungibility problem), and from households participating at three microfinance 

organisations that employ different lending technologies: 

1) Community Financial Services (Fincomun) employing a minimalistic credit-only 

individual lending approach, and operating in San Miguel Teotongo, a settlement of 

the Iztapalapa District, located to the Eastern periphery of Mexico City. 

2) Centre for the Assistance of the Microenterpreneur (CAME) employing a 

minimalistic credit-only village banking approach, and operating in the Chalco Valley, 

one of the poorest municipalities of the State of Mexico, located to the Eastern 

periphery of the Metropolitan area of Mexico City. 

3) Programs for women Mexico (Promujer) employing a holistic credit-plus village 

banking approach that combines credit with training, and operating in Tula City, an 
hour from Mexico City. 

The econometric estimation procedure discussed in Chapter 7 enables us to test for 

the underlying assumptions of no selectivity bias and endogeneity problems. It is 

important to point out here that our analysis primarily focuses on credit as the 

impact variable despite the fact that the case-study organisations offer other services 

such as voluntary savings (like in the case of Fincomun), loan insurance (like in the 

case of CAME) and training programmes (like in the case of Promujer). 

The structural nature of microfinance demands the use of several screening, 

incentive and enforcement devices that in substitution of collateral, deal with the 

problems of moral hazard and adverse selection, and reduce the informational costs 
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implicitly related to the process of lending to the poor (see Chapter 5 for a detailed 

discussion). However, these devices generate transaction and opportunity costs that 

are transferred to the borrower through the various mechanisms that characterise 

group-lending and individual-lending contracts (Stiglitz 1990). These costs can 

substantially increase the utility cost of borrowing and consequently, reduce the 

magnitude of the poverty impacts. This thesis documents the effects of the utility 

cost of borrowing in relation to household income and well-being, especially when 

group-lending and individual-lending models are compared, challenging the view 

that low rates of loan default is a sufficient indicator of programme effectiveness 

(see e. g. Remenyi 1991). 

Microfinance organisations in Mexico and in the developing world commonly use, 

either due to organisational goals or donor conditionality, several indirect 

mechanisms such as interest rates above the market rate; the provision of small-size 

loans; and compulsory attendance to periodical group meetings, to reach the poor. 

However, in order measure the extent of the outreach and avoid under- or over- 

estimations of the magnitude and significance of the poverty impacts, it was crucial 

to identify appropriate thresholds of human deprivation for urban areas. In Chapter 

4 we follow three poverty lines, derived from the Secretariat of Social 

Development's work (2002), which were adjusted by three equivalence scales, in 

order to take into account intra-household distribution of welfare. The results from 

the poverty impact analysis are presented in Chapter 7. 

1.4 Outline of the thesis 

In the chapters, which follow we present the way forward to investigate the 

objectives of this thesis. Chapter 2 reviews the recent empirical evidence, based on 

rigorous and scientific studies, of the impacts of credit on income poverty, labour 

and well-being, paying particular attention to the methodological constraints faced 

in impact evaluations and the research gaps found in the field. Chapter 3 briefly 

discuss the characteristics of the credit markets in Mexico in the context of the 

institutional reform that moved the system from financial repression to financial 

liberalisation, looking in particular at the recent expansion of the microfinance 

sector in the country. Since we are interested in examining the effects of credit on 
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poverty reduction, we need to answer the question of who is poor in the context of 

urban Mexico. We devote Chapter 4 to answer this question. In Chapter 5 we 

present the analytical framework that seeks to set up the theoretical foundations for 

the investigation of the impacts of credit. We introduce the notion of household 

capital endowments that are integrated by three separated but interrelated factors 

that are critical to access the labour and credit markets: human capital; physical 

capital, and social capital. In the same Chapter, we present the theoretical 

propositions that are tested in Chapters 7 and 8. 

Chapter 6 presents the methodology and research design that we propose to control 

for the problems of selection bias and endogeneity in the impact study. Chapter 7 

discuss the econometric estimation procedure that tests the underlying assumptions 

of no selection bias and endogeneity in the impact analysis. We also present in that 

chapter the empirical results regarding income and poverty impacts in connection 

with the utility cost of borrowing. In Chapter 8, we investigate other impacts 

beyond the income variable, looking in particular at business performance, physical 

capital accumulation, human capital enhancements, and labour. Chapter 9 

summaries the main findings of the study, and concludes by identifying some 

policy recommendations for improving practice and increasing impact. 
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Chapter 2 
Microfinance and impact 

assessments. An overview 



Introduction 

The implicit nature of fragmented credit markets, plagued with problems of 

imperfect information, has made it very difficult for institutional lenders such as 

banks to reduce the informational costs that are related to the process of lending to 

the poor, and the strong dependency on the use of conventional screening devices 

such as collateral has exacerbated the incidence of credit rationing in the market, 

particularly at the bottom-end of the income distribution, where households have 

low levels of physical capital endowments to back loan applications (see Stiglitz and 

Weiss 1981 and also chapter 5 for a detailed discussion on this issue). 

In this Chapter we discuss the emergence of microfinance, which by the use of 

several screening, incentive and enforcement devices, has successfully reduced the 

problems of moral hazard and adverse selection, leaving the door of credit open to 

an important number of low-income households in the developing world. In that 

context, microfinance has become an instrument of social and economic 

development based on the general proposition that credit (as well as other financial 

services such as savings and insurance) have positive impacts on the poor. But to 

what extent does the empirical evidence confirm this proposition? What is the 

magnitude and significance of these impacts? What are the research gaps in the 

field? We conducted a review of the existing empirical evidence to answer these 

questions. Our attention primarily focuses on rigorous and scientific studies that 

often employ econometric techniques to assess poverty impacts, although we also 

refer to qualitative studies that have revealed important information for the purpose 

of our investigation. 

This chapter is structured as follows: in section 2.1 we discuss different lending 

technologies used by microfinance organisations, which are divided for analytical 

purposes into three general models: group lending; village banking and individual 

lending. In the same section we discuss the role of indigenous agents such as 

moneylenders and rotating savings and credit associations in fragmented credit 

markets. In section 2.2 we examine the controversial issues of subsidisation and 

financial sustainability in the context of poverty impacts before moving onto section 
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2.3 that reviews the empirical evidence of the impacts of microfinance at the micro- 

level, looking in particular at the impacts on poverty and well-being; women; labour, 

and vulnerability. Section 2.4 concludes the chapter. 

2.1 The emergence of microfinance in fragmented credit markets 

The microfinance movement emerged in the early 1980s as a combination of 

screening, incentive and enforcement devices that increase lenders' ability to deal 

with the problems of moral hazard and adverse selection in the provision of 

financial services to the poor. Regularly, these devices take the form of direct and 

indirect mechanisms such as compulsory savings; periodical repayment schedules in 

compulsory meetings; social collateral in the form of joint liability in group-lending 

contracts; progressive lending; targeting at women, and trade-credit linkages' (see 

Hoff and Stiglitz 1990; Udry 1990; Bell 1990; Aleem 1990, and Stiglitz 1990). The 

structural characteristics and informational advantages of microfinance attracted the 

interest of the international development community, in a period when the direct 

credit paradigm, represented by a large number of credit projects that usually 

targeted agricultural and industrial sectors2 under quasi-Keynesian principles of 

financial intermediation, were under severe criticisms from the Ohio School for 

failing to reach the intended beneficiaries. For example, Adams et al (1984) reported 

that loan repayment rates from direct credit programmes were below 50 percent, the 

costs of subsidies were frequently inflated, and credits were diverted to politically 

favoured groups. Nagarajan et al (1995) have also criticised credit schemes for 

allocating inefficiencies in credit markets and eroding indigenous lending practices 

such as moneylending (see also Shaw 1973; McKinnon 1973, and Adams and von 

Pischke 1992 for a critic against subsidised credit schemes). 

Since the emergence of Grameen Bank in the 1983, more than 400 organisations 

operating in 66 countries in Africa, Asia, America and Europe have entirely or 

partially employed the principles of solidarity groups to reach low-income 

households (Latifee 2001). The Foundation for International Community Assistance 

t In Chapter 5 we discuss in more detail the characteristics of these mechanisms. 
2 Vogel and Adams (1997: 14) have pointed out the fact that "since the first agricultural credit project 
in Peru in 1955, the World Bank has financed about 700 other projects with major agricultural credit 
components in 94 countries, [.... ] involving more than US $16 billion". 
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(FINCA) and its village banking subsidiaries are operating in more than 20 countries, 

with more than 500 thousand borrowers (FINCA 2006), whereas another village 
banking operator, Opportunity international (2005), has reported to work in 28 

developing countries with more than 810 thousand active members, and an 

outstanding loan balance of almost 130 million US dollars. Similarly, ACCION 

International, one of the largest microfinance networks worldwide, reported to have 

reached in 2006 around 2.5 million households in 28 countries, 19 of which were in 

the Latin American region. The outstanding loan balance was in the order of 2 

billion dollars with a portfolio of loans in arrears of just 3%. The largest 

microfinance organisations in Latin America (e. g. the Banco Solidario in Ecuador, 

BancoSol in Bolivia, MiBanco in Peru, and Compartamos in Mexico, the latter the 

largest microfinance bank in the Western hemisphere) are affiliates of the ACCION 

network (ACCION International 2006). The Women's World Banking Global 

Network has also reported to support 50 affiliates in 43 countries around the world 

that together have served over 23 million borrowers (WWB 2006). 

One of the leading organisations in the cooperativist movement that embraces the 

individual-lending model is the Canadian Developpement International Desjardins. This 

corporation has provided technical assistance to organisations that reached in 2006 

over 3.2 million households in 29 countries in Latin America, Africa, Asia and 

Eastern Europe. The network also reported an average loan size in the order of US 

$900 and an average savings on deposits of US $200 (DID 2006). Over the years, the 

microfinance industry has considerably expanded its outreach in the developing 

world. The Microcredit Summit campaigners have reported that 3164 organisations 

were reaching almost 92.3 million households, 68% of whom were below the World 

Bank's US $1 a day poverty line (see Daley-Harris 2005); even though they 

acknowledge, alike to what the United Nations Development Program (UNDP 1997) 

has pointed out, that despite of the important progress in scaling up the 

microfinance sector, only a small percentage (about 7.7%) of the 1.2 billion people in 

poverty worldwide have access to credit. 

Although the concept of microfinance may include the provision of financial services 

such as voluntary savings, insurance and remittances, a wider portfolio of services 
beyond credit remains restricted to a small group of fully regulated organisations in 
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the developing world3. For this particular reason, the empirical impact analysis 

discussed later in Chapters 7 and 8 primarily focuses on credit as the main product 

offered by the case-study organisations that participated in our study. Nonetheless, 

the microfinance sector has become a complex network of organisations embracing 

a wide range of lending technology5, which for analytical purposes, we divide into 

three general models: 1) solidarity groups; 2) village banking, and 3) individual 

lending. Within each model, there are variations in technology and services, ranging 

from minimalistic credit-only programmes to holistic credit-plus organisations, 

whereas within organisations, there is an increasing tendency to employ more than 

one model to reach different market niches (see table 2.1). 

Table 2.1 Distribution of microfinance organisations by lendine model 
1999 2000 2001 2002 2003 2004 2005 

23 23 21 25 63 66 63 
Individual 24% 38% 35% 27% 32% 33% 32% 

Individual/Solidarity 17 22 26 43 81 89 102 

groups 17% 37% 43% 47% 41% 45% 51% 
9 7 4 7 31 23 17 

Solidarity groups 9% 12% 7% 8% 16% 12% 9% 
8 8 9 16 25 22 18 

Village Banking 8% 13% 15% 18% 13% 11% 9% 

Total surveyed 97 60 60 91 200 200 200 
organisations 100% 100% 100% 100% 100% 100% 100% 

Source: MicroBanking Bulletin, various years 

2.1.1 Solidarity groups 

Solidarity groups are often related to the Grameen Bank's lending model in which 

loans are given to groups of 5 to 7 individuals that are clustered voluntarily. 

Although loans are received individually, the group is collectively responsible for 

loan repayment. Several groups meet on a weekly or fortnightly basis with credit 

officers to repay the loan over a period of 16 to 24 weeks. Some credit programmes 

3 In the particular context of our impact study, only one organisation (Fincomun) out of three case- 
study organisations was authorised to receive deposits, although restricted to offer other financial 
products. For more details about the institutional characteristics of the case-study organisations, see 
Chapter 6. 
4 It is important to point out here the fact that 92.2% of treatment households interviewed said to have 
joined a credit programme in the first place with the purpose of getting a loan. For further details, see 
table A6.12 in the Appendix to Chapter 6. 
' We refer to the concept of lending technology as the collection of techniques, methods, processes 
and skills that in the form of knowledge are used to satisfy market needs and solve existing 
constraints. For a theoretical discussion of the concept of technology, see Franklin (1989). 
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may offer longer periodical repayment schedules. By meeting regularly, the lender 

substantially reduces the probability of loan default, although as pointed out by 

Stiglitz (1990), increase the transaction costs to the borrower. Solidarity groups take 

advantage of local information disseminated through social interactions and peer 

monitoring, just as moneylenders and rotating savings and credit associations do (see 

Besley and Coate 1995), and where the homogeneity of group formation, through 

peer-selection, facilitates the enforcement process of loan repayment (see Ghatak 

1999). 

During compulsory meetings, loan instalments are made, and if a group member 

defaults the loan, the group as a whole will need to cover the missing instalment to 

avoid cancellation of subsequent loans and other sanctions. Groups with good 

records, on the contrary, are rewarded with the access to larger loans that 

progressively increase overtime. Progressive lending acts here as an incentive device 

that reduces the probability of loan default (see Morduch 1999; Hulme and Mosley 

1996, and also chapter 5 for a detailed discussion). The model of solidarity groups 

has been replicated by many organisations worldwide, embracing either a 

minimalistic credit-only approach (e. g. Grameen Bank in Bangladesh; BancoSol in 

Bolivia, and Finamerica in Colombia) or a holistic credit-plus approach (e. g. BRAC 

and PROSHIKA in Bangadesh)6. Another model widely used in the provision of 

financial services to the poor is village banking. 

2.1.2 Village banking 

Village banking is often linked to the lending model developed by Foundation for 

International Community Assistance (FINCA) in the 1980s, in which a sponsoring 

agency makes an initial loan to a group of 30 to 50 members that previously met to 

deposit compulsory savings in a collective fund. The loan is then distributed to the 

members of the village bank conditional upon a minimum level of deposits of 10% 

of the loan size. Compulsory savings act as both a screening device, and an internal 

6 Whilst the minimalistic credit-only approach refers to organisations relying their operations on 
credit, and using compulsory savings and other services as complementary incentive and enforcement 
mechanisms, the holistic credit-plus approach refers to programmes that offer credit as part of a 
broader portfolio of services including basic education, health care, and training for productive 
activities. 
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fund for extra loans. Although interests on deposits are usually not paid, members 

are entitled to receive a share of the revenues generated from lending activities. The 

bank is managed by its members and controlled by rules that are voted collectively. 

As in solidarity groups, joint-liability applies in this case; however, in village 

banking, the group as a whole is responsible for loan repayment. To reduce the 

probability of loan default, loans are initially made on small amounts although they 

progressively increase. 

Village banks, as well as solidarity groups, employ periodical repayment schedules 

as a screening device, which usually take place on a weekly basis over a period of 16 

weeks. During those meetings, loan repayments and deposits to the internal fund 

are made. The initial loan from the sponsoring institution is kept in an external 

account (usually in a banking institution) whereas savings deposits to the village 

bank are held in an internal fund that can be withdrawn on weekly basis7. 

The village-banking model has been embraced by organisations working in Central 

America; Sub-Sahara Africa and Central Asia, employing either a minimalistic 

approach (e. g. FINCA; CAME and Compartamos), or a holistic perspective (e. g. 

Promujer and Freedom from Hunger). Armendariz de Aghion and Collier (2000), 

and Morduch (1999) suggest that group-lending contracts, including solidarity 

groups and village banking, have a comparative advantage vis-ä-vis individual 

lending contracts specially when targeting the poor, since the former models, 

particularly in rural credit markets, are better positioned to mitigate informational 

constraints emerging from the problems of adverse selection and moral hazard . 

2.1.3 Individual lending 

However, individual lending organisations have proved that high levels of loan 

repayment can be achieved amongst the poor, through the combination of 

screening, enforcement and in particular, incentive devices such as progressive 

lending and refunds for on-time repayments that reduce the probability of loan 

default. Amongst the best-known individual-lending organisations are the Unit 

7 For a detailed discussion on the village banking model see Morduch (1999), and the information 
available at www. villagcbanking. org 
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Desa System of the Bank Rakyat Indonesia (BRI); the Canadian Developpement 

International Desjardins, and the credit unions movement in Latin America and 
Africa, which unlike group-lending programmes, require physical collateral and 

guarantees. As in solidarity groups and village banking, loans are made in small 

amounts conditional upon minimum savings, and often repaid periodically on a 

weekly basis for period that ranges from 4 to 12 months. However, in individual 

lending contracts, credit officers play a fundamental role in screening loan 

applications and monitoring borrowers that progressively receive larger loans based 

on good records of loan repayment. Individual lending organisations normally 

embrace a minimalistic credit-only approach, keeping interest rates at levels needed 

to achieve financial self-sufficiency (Otero and Rhyne 1994). McGuire (1998) and 

Yaron et al (1998) have also drawn attention to the ability of individual lending 

programmes such as the BRI to maintain high loan repayment rates, even during the 

Asian financial crisis of 1997. 

Several of the pioneering organisations in microfinance (e. g. Grameen Bank in 

Bangladesh; BancoSol in Bolivia, Bank Rakyat in Indonesia and FINCA in Central 

America) have proved that credit, savings and other financial services can be offered 

to households at the bottom-end of the income distribution, under a market- 

oriented approach, and achieve at the same time, high rates of loan repayment (see 

e. g. Morduch 1999; Hulme and Mosley 1996). In practice, microfinance 

organisations have taken advantage of economies of scale, just as banking 

organisations do, in combination with mechanisms widely used by indigenous 

agents such as moneylenders and rotating savings and credit associations, to reduce 

the informational costs found in fragmented credit markets. Keeping interest rates 
low relative to moneylenders (although high relative to banks) is critical for 

microfinance organisations, not only to justify a social mission (and then to be 

eligible to receive donations), but more importantly, to be able to compete with local 

moneylenders and ROSCAS. Moneylenders, in particular, have been widely 

criticised for using interest rates and other enforcement and "exploitative" 

mechanisms to induce default to take over borrowers' undervalued assets that play 

the role of collateral (see e. g. Bhaduri 1977 and also the critic to Bhaduri's model in 

Chose 1980 and Mojan Rao 1980). 
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2.1.4 The role of moneylenders in fragmented credit markets 

The view of usury as an exploitative practice, with repugnant distributional 

consequences, can be traced back to 12th Century Europe. In the oldest-recorded 

Spanish epic sonnet, the Cantar del Mio Cid, moneylenders represented by Raquel 

and Vidas, are portrayed as two wealthy, avaricious and dishonest individuals who 

tried to take advantage of the honest and heroic Cid Campeador (see Aizenberg 1980, 

and Dunn 1970). William Shakespeare also unsympathetically portrayed, in the 

Merchant of Venice, the role of moneylenders during the Renaissance, a period of high 

economic development in Europe. Shylock, the wealthy usurer, is the depicted 

subject of hatred shading and humiliation for his "immoral" behaviour (Draper 

1935). The question of moral and legal validation of moneylending has been under 

scrutiny ever since, but it became increasingly evident during the transition from 

feudal societies to modem capitalism8 (see also Mannan 1970, and Mawdudi 1961, 

in the context of Islamic societies). 

Nevertheless, it was perhaps this entrepreneurial spirit and financial ability to take 

risks under adverse environments that helped moneylenders (many of them Jews, 

as in the case of Shylock, Raquel and Vidas) to take important steps towards the 

emergence of the banking system in countries such as England9. Malcolm Harper 

(1987: 3) has actually pointed out that this risk-taking and hard-working behaviour is 

often characteristic of communities that have faced "hardship and the need to start 

again". However, the high interest rates and the monopolistic role of traditional 

moneylenders came under scrutiny by governments of many developing countries 

as they became independent during the 1940s, 1950s and 1960s (for the case of India, 

see Bell 1990), and established state-led organisations explicitly designed to sideline 

moneylenders. 

This critical view of moneylenders has also been developed from an academic 

perspective. Bolnick (1992) for example, has suggested that high interest rates 

charged by moneylenders relative to the cost of lending are the immediate outcome 

of monopolistic practices in rural markets. As a result, new entries could improve 

8 In the 1540s England, all former legislation against usury was abolished, and in 1570 Queen 
Elizabeth legalised a 10 per cent interest rate. 
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market competition and reduce the price of capital. High interest rates have also 

been linked to the risk hypothesis associated to the process of lending to the poor (see 

Bottomley 1975), and to the endogenous informational-costs hypothesis, which is related 

to screening, incentive and enforcement activities (see e. g. Aleem 1990; Williamson 

1987, and Stiglitz 1990). Under the latter hypothesis, Hoff and Stiglitz (1998) argue 

that subsidised credit from donors may actually have adverse effects in the form of 

increasing interest rates, given the characteristics of monopolistically competitive 

credit markets where moneylenders usually operate. Chaudhuri and Gupta (1996) 

have also argued that inefficiencies in subsidised credit schemes, which often 

appear in loan delays, can potentially increase the equilibrium interest rate through 

bribing and other corrupting practices. 

Nonetheless, the World Bank (1983) even in the 1980s pointed out that the role of 

institutional lenders in fragmented credit markets should be seen as complementary 

rather than a substitute to moneylenders. More recently, it has become increasingly 

clear that there are aspects of moneylenders' practices, especially the low cost and 

the knowledge of the borrower, which microfinance organisations could, with 

advantage, emulate. Varghese (2005) also argue that in the context of market 

liberalisation, institutional lenders could reduce the informational constraints 

through the linkage with local moneylenders. In that process, borrowers could 

obtain loans from a moneylender, where the latter would act as an intermediary, 

improving the accessibility to credit. Whilst moneylenders have primarily exploited 

their informational advantage to operate in local credit markets, rotating savings 

and credit associations (ROSCAS) have exploited, as microfinance organisations do, 

screening and monitoring devices to make possible group formation. 

2.1.5 Rotating savings and credit associations 

A rotating savings and credit association (ROSCAS) is usually organised by a group 

of individuals who voluntary agree to contribute to a fund, which is created with 

periodical and fixed instalments collected by the fund organiser. The instalments, 

which are usually made on weekly or fortnightly basis, last for a period that is 

determined by the number of participants. In Mexico, for instance, ROSCAS usually 

9 See Richards (1929) for a historical discussion on the early financial system in England. 
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last for 16 weeks after 15 group members and the fund organiser have received the 

fund in turn, in accordance with a predetermined list or lottery. Once group 

members have received the fund, the group is dispersed or regroup to repeat the 

process. Group size is usually small in order to reduce monitoring costs, and 
deposits are rarely made on long-period intervals, to reduce the risks of non- 

payments, particularly in the last rounds when most of the group members have 

already received the collective fund. 

A fundamental factor that helps the formation of ROSCAS, similar to the process 

observed in group-lending contracts in microfinance, is the level of homogeneity 

amongst group members (see Nagarajan et al 1999). However, it is the process of 

self-selection that leads to a homogenous matching within the group, which 

increases the probability of loan repayment (see Ghatak 1999). But because self- 

selection acts as a screening device, it may also exclude the poorest members of the 

community from group participation. Variations in the characteristics and functions 

of ROSCAS as well as the level of participation have been reported to be high across 

the developing world (see e. g. Bouman 1995). The role of ROSCAS has been 

examined from different perspectives. For example, as a random and bidding 

mechanism to allocate indivisible goods in fragmented credit markets (Besley et al 

1993; 1994); and as a form of insurance in that bidding process (Calomiris and 

Rajaraman 1998). 

ROSCAS have also been analysed as a form of insurance that works as an ex-ante 

protective and ex-post risk-coping mechanism against events associated to both 

idiosyncratic income variability and transitory external shocks (see e. g. Besley 1995, 

and Dercon 2000). It is due to the active participation of these indigenous 

mechanisms that we decided to include in the econometric estimation (see Chapters 

7 and 8), a vector of credit market characteristics that controls for the effects of 

moneylenders and ROSCAS in the analysis of the impact of microfinance. This 

enables us, as briefly discussed in section 2.3 and in greater detail in Chapter 6, to 

reduce the potential problems of attribution in the impact analysis, and to examine, 

as it is discussed in section 7.3, the interaction between these indigenous agents and 

the selected case-study organisations participating in our study. 
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2.2 Subsidisation of microfinance through cheap capital 

To a certain extent, what it has made microfinance such an important instrument for 

social and economic development, is the general proposition that credit, savings and 

other financial products such as insurance have positive impacts on people's well- 
being. In that context, although cheap credit is no longer seen as a good practice, the 

provision of cheap capital for scaling up microfinance organisations is still a widely 

used practicer. Hulme and Mosley (1996: 5) have pointed out that cheap capital is 

valid 'for paying an equal in value to externalities, which would bring the rate of 

investment to its socially optimal level". A subsidy, they argue, "is only valid during the 

period when a lending institution's costs are falling sharply, during which period the benefit 

generated by financing additional good projects (... ) is likely to outweigh the costs incurred 

by taking on new projects which are not socially beneficial". Morduch (1999b) has also 

suggested that subsidies could be justified if they target the bottom-end of the 

income distribution where the poorest households are clustered. 

Multilateral donors such as the World Bank through the Consultative Group to Aid 

the Poorest (CGAP) and national governmental agencies such as the US Agency for 

International Development (USAID); the UK Department for International 

Development (DFID), and the Swedish International Development Cooperation 

Agency (SIDA) have played an important role in expanding the microfinance 

industry, which is often seen as a powerful instrument and a preferred vehicle, in 

substitution of state governments, to put into operation developmental programmes 

in the developing world. In that process, non-governmental organisations, and in 

general the civil society movement has been, perhaps, the greatest beneficiary (see e. g. 

Edwards and Hulme 1998; Toye 1987; Bebbington and Mitlin 1996). 

In the context of impact analysis, Hulme (2000) has identified two major schools of 

thoughts that embrace different analytical frameworks: 1) the intended beneficiary 

school, and 2) the intermediary school. One the one hand, the intended beneficiary 

school is built on the assumptions that the impacts of programme interventions are 

observed at different levels (e. g. individual, household, enterprise, village, country, 

'0 See Chapter 3 for a discussion of the provision of cheap capital in Mexico, through the 
National Programme for Financing the Microenterpreneur (PRONAFIM). 
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etc), and can vary according to both endogenous factors such individual abilities, 

effort, entrepreneurship, attitudes towards risks, etc, and exogenous elements that 

are related to the lending technology, market characteristics, local infrastructure, 

costs of inputs; security, etc. Consequently, impact analysis under the intended 

beneficiary school investigates the impacts of credit programmes as far as possible, 

paying special attention to the demand side, although a linkage to the supply side is 

always desirable if improving practice is a goal in the analysis. 

On the other hand, the intermediary school, which is linked in the Hulme's paper to 

the Ohio School, focuses on the supply side, looking in particular at two main 

institutional indicators that measure the effectiveness of credit programmes: 
financial self-sufficiency and outreach. Financial self-sufficiency is achieved through 

the generation of sufficient revenues (excluding subsidies) to cover operational 

costs, including payments of interest on deposits and borrowed capital. In addition, 

a self-sufficient institution must be able to honour its contractual obligations and 

adopt a structure of incentives to guarantee the full execution of these obligations 

overtime (see Gonzalez-Vega et al 1997). There are other measures of financial 

performance such as the Financial Self-sufficiency Index used by the MicroBanking 

Bulletin and the Subsidy Dependence Index (SDI)11 introduced by Yaron (1992a; 

1992b). 

Yaron et al (1997) have proposed the concept of outreach to assess the extent to which 

credit programmes reach the target group, i. e. the poor and poorest. Outreach can be 

measured by indicators such as the average loan size and the number of borrowers 

whose income is below the poverty line. The range of services offered to the poor, 

the level of transaction costs transferred to poor, and the client satisfaction with 

respect to the financial services can be used to assess the quality of outreach (Gozalez- 

Vega et al 1997). Schreiner (2002) has also proposed a framework that measures six 

aspects of outreach: worth, costs, depth, breadth, length and scope. Under the 

intermediary approach, if both financial self-sufficiency and outreach are achieved, 
then positive impacts are implicitly assumed, based on the general proposition that 

11 The SDI measures the extent to which the lending interest rate would have to be raised to cover all 
operating costs if all subsidies received by a credit programme were stripped away. 
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expanding people's choices in fragmented credit markets lead to improvements in 

household well-being (see e. g. Yaron et al 1998 and Gonzalez-Vega et at 1997). 

Savings deposits play a fundamental role in helping microfinance organisations to 

be financially sustainable. In fact, savings-led organisations such as the Bank Rakyat 

in Indonesia and the cooperative and credit union sectors in South Asia, and Latin 

America have shown that the demand curve for savings often exceeds the one for 

credit (see e. g. Robinson 2001, and Richardson 2000). Additionally, secure and 

flexible voluntary savings products can be powerful instruments that help the poor 

to deal in a better position with external shocks (Rutherford 1999). A major 

constraint arises through the restrictions that financial regulatory authorities impose 

on savings deposits. Meeting these regulations can be very costly for a large 

percentage of credit programmes in the developing world, which often choose to 

continue operating as subsidy recipients than become fully regulated intermediaries 

(Morduch 1999b). A recent survey (see Balkenhol 2005) reports that 100% of a 

sample of 45 microfinance organisations was receiving donor subsidies ranging 

from less than 10% to 100%, measured as a percentage of total liabilities. 

The MicroBanking Bulletin (2007) has recently reported that in 2005, about 70% of 200 

microfinance organisations that participated in a survey were financially self- 

sufficient, relative to 63% in 2003. This result has improved the expectations of an 

increasing number of organisations that could eventually achieve financial self- 

sufficiency, including those programmes that target at the low-end of the credit 

market12. However, those 200 credit programmes represent only 6.3% of the overall 

microfinance industry, estimated in more than 3160 organisations worldwide 

(Daley-Harris 2005). Morduch (2000) has actually suggested that only a very small 

percentage of all credit programmes (about 5%) will become self-sufficient. In order 

to do so, many organisations would need to raise interest rates as high as needed to 

cover operational costs. However, this could only exacerbate the problems of credit 

rationing in fragmented credit markets. 

12 The MicroBanking Bulletin (2007) refers to microfinance organisations that target at the low-end of 
the credit market as those organisations that report an average loan balance equal to US $150 or <20% 
of the Gross National Income per capita 
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2.2.1 Financial self-sufficiency vs. poverty impact 

Since many credit programmes are actually subsidised on the grounds of achieving 

a great outreach amongst the poor, they may actually compromise the objective of 

achieving financial self-sufficiency. Hulme and Mosley (1996: 206) have pointed out 

that credit programmes working with the poorest would experience a trade-off with 

the goal of achieving financial self-sufficiency. They argue that "at a given point in 

time [microfinance organisations] can either go for growth and put their resources into 

underpinning the success of established and rapidly growing institutions, or go for poverty 

impact f... 1 and put their resources into poverty focused operations with a higher risk of 

failure and a lower expected return". The Consultative Group to Assist the Poorest 

(2000) has also suggested that lending to the poorest involves lending very small 

loans and higher costs, making it more difficult to achieve financial self-sufficiency. 

In contrast to this view, Gibbons (1998) and Gibbons and Meehan (2000) argue that 

there is no necessarily a trade off between reaching the poor and achieving financial 

self-sufficiency in the long run, as even the poorest borrowers take advantage of 

progressive lending to increase the average loan size overtime. Others (e. g. Christen 

1997; Christen et al 1995; Gulli 1998) also argue that this trade-off could be avoided 

by the use of well-designed lending technology. Balkenhol (2005) and the latest 

survey data from the MicroBanking Bulletin (2007) suggest that there is not clear 

evidence to support the proposition of an inverse relationship between reaching the 

poor and financial self-sufficiency; however there is still an ongoing debate on this 

issue. 

The ability to achieve financial self-sufficiency has also been linked to the type of 
lending technology, i. e. solidarity groups, village banking, or individual lending as 

well as to the approach embraced by the organisation, e. g. a minimalistic credit-only 

versus a holistic credit-plus approach (Hulme and Mosley 1996). We are particularly 

interested in examining the potential links between poverty impacts and lending 

technology, taking into account the transaction costs for the borrower. We discuss 

this issue in Chapters 7 and 8. 
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2.2.2 Beyond financial self-sufficiency and outreach 

Although achieving financial self-sufficiency and great outreach amongst the poor 
has its own merit, it neither directly translates into positive impacts nor provides 

information on the interaction between credit programmes and other indigenous 

agents operating in credit markets. For example, Mayoux (1999; 2000) has reported 

marginal women impacts from credit programmes with good records in terms of 

outreach and financial self-sufficiency, and in some cases, women actually ended up 

disempowered. From the beginning of the expansion of microfinance, sceptics (e. g. 

Wood and Sharif 1997; Rahman 1999) have questioned the effectiveness of 

microfinance as an instrument of poverty reduction, given that investment 

opportunities for the poor are usually exhausted after a short period of time, and the 

scope for further expansions is therefore very limited. The assumption of financial 

self-sufficiency, as a precondition for a sustainable financial system, can be also 

questioned, as discussed earlier in section 2.1, on the grounds of informational 

asymmetries that cause credit rationing in fragmented credit markets (Stiglitz and 

Weiss 1981). 

But even non self-sufficient credit programmes that reach the poor could potentially 

generate social benefits that could exceed the costs of programme subsidisation 

(Hulme and Mosley 1996). Morduch (2000) has also pointed out that too much 

emphasis on financial sustainability could compromise long-run development 

patterns, by pushing borrowers into activities with high profit margins that facilitate 

loan repayment, but produce low added value. Furthermore, organisations that 

achieve financial self-sufficiency and report a great outreach may still report 

insignificant poverty impacts due to e. g. high transaction costs to the borrower 

coming from rigid screening and monitoring devices such as periodical repayment 

schedules. 

Although microfinance institutions have become one of the preferred subsidy- 

recipients of donors and governmental agencies, the hypothesis that they achieve 

impacts on poverty reduction and well-being has not been adequately tested in 

most of the cases, particularly in the urban context where our study was conducted, 
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with a few exceptions in rural credit markets (see e. g. Hulme and Mosley 1996; Pitt 

and Khandker 1998a and 1998b, and Coleman 1999, see also the reviews by 

Morduch and Haley 2002; Goldberg 2005, and Weiss et al 2003). In our view, it is 

essential to examine the impacts of microfinance on various dimensions, but linking 

the analysis to the supply side, through the analysis of e. g. the screening, incentive 

and enforcement devices that are exploited by credit programmes, and the 

transaction costs that such devices cause to the borrower. In this way, we believe 

impact analyses can be beneficial for both the lender and borrower. 

However, in order to test the hypothesis of positive impacts of credit, we need to 

answer first the following questions: what methodological problems do threaten the 

internal validity of impacts studies? and how can we control for such constraints? 

We devote Chapter 6 to answer these questions, where we propose a 

methodological research strategy designed to control for the problems of selection 

bias; non-random programme placement; attribution, and fungibility. 

Due to analytical complexities, impact studies that control for these potential 

methodological problems remain limited to a very few cases, and largely 

concentrated in the rural context. Most of these studies look at the micro-level, i. e. 

individuals, enterprises and households (see e. g. Remenyi and Quinones (2000) for 

empirical evidence reported from several impact studies conducted in 11 countries 

in the Asia-Pacific region), although some attempts have been made to examine the 

impacts of microfinance at the macro-level (see e. g. Marconi and Mosley 2006). 

Zeller and Meyer (2002) have recently pointed out that the empirical evidence of 

poverty impacts of microfinance remains inconclusive and often methodologically 

contested. Nonetheless, credit is more likely to report significant increases in 

welfare when basic infrastructure and access to inputs and local markets is available 

(Sharma 2000). Since the scope of our research primarily focuses at the household 

level we concentrate in the following section on empirical studies that are based on 

micro data. 
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2.3 Empirical evidence of the impact of microfinance at the micro-level 

Sebstad and Chen (1996) have reviewed more than 30 impact reports, most of them 

of a descriptive nature that suffer from selection bias. For example, MkNelly and 

Watertip (1993) report evidence from a study in rural Thailand that use as control 

groups, households living in villages that do not have access to credit. This 

methodological approach suffers from problems of self-selection and programme 

placement that can potentially bias the results. Similarly, the study conducted in 

Guatemala by Wydick (1995) has not paid sufficient attention to the problems of 

selection bias, reducing the internal validity of the study. Amongst other studies 

suffering from methodological problems are Hossain (1988); Barnes et al (1998), 

Mustafa et al (1996), and some of the impact evaluations sponsored by the USAID, 

using the Assessing the Impacts of Microenterprise Services (AIMS) methodological 

toolS13. 

For example, Copestake et al (2001) interview borrowers from the Peri-Urban 

Lusaka Small Enterprise Project (PULSE) operating in Zambia, and as control 

groups, borrowers that had just joined a credit programme by the time the study 

was conducted. Although the authors were able to control for self-selection, they 

may still encounter problems coming from unobservable factors related to non- 

programme placement. Disappointedly, no hypothesis testing was conducted for 

the underlining assumption of no-selectivity. The authors, however, combined 

quantitative data with qualitative questioning to strengthen the validity of the 

findings. The authors report, similarly to our findings reported in Chapter 7, a 

negative relationship between the rigidity of group lending methodologies and 

poverty impacts. 

In most quantitative impact studies, a positive change in income or consumption 

expenditure amongst the poor is used as an indicator of poverty reduction although 

other indicators such as asset accumulation, children schooling and labour intensity 

are used as proxies of household well-being. For example, the Pitt and Khandker 

(1998a; 1998b) study is perhaps the first attempt to systematically control for the 

problems of selection bias and non-random programme placement, through the 
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design of a quasi-experiment, in which interviews were conducted with borrowers 

and non-borrowers from the same village, and randomly selected households from 

villages without accessibility to a credit programme. In the econometric estimation 

procedure, the authors employ a village fixed effects estimation procedure to 

control for unobserved differences between villages, and using as a proxy of 

programme eligibility, an upper limit of land-holding. 

Notice that this methodological approach is more likely to work in the rural context 

where land-holding is a reliable indicator of well-being; however, most credit 

programmes, in particular those operating in the urban context, do not use land as 

eligibility criteria, making difficult to replicate this approach. In the subsections to 

follow, we review the existing empirical evidence of the impact of programme 

participation on poverty, well-being; women; labour and vulnerability. 

2.3.1 Impacts on poverty and well-being 

Pitt and Khandker use household expenditure to estimate the effects of credit on 

poverty reduction. In the study, which includes three major credit programmes in 

Bangladesh (Grameen Bank; Bangladesh Rural Advancement Committee (BRAG), 

and Rural Development RD-12 Programme of the Bangladesh Rural Development 

Board), Pitt and Khandker report significant and higher impacts from female 

borrowers than from male borrowers. They found that households headed by 

women had a higher propensity to participate in a credit programmes relative to 

households headed by men. Khandker et al (1998) also report positive credit impacts 

on income, production and employment amongst rural households engaged in non- 

farming activities. Using the same data, Morduch (1998) has challenged the Pitt and 

Khandker results on the grounds of the instrument used to separate the poor from 

the non-poor, although he confirms significant and positive effects on consumption- 

smoothing across seasons that could potentially reduce household vulnerability. 

More recently, Pitt et al (2003) have reported that credit to women (unlike to men) 

has a large and statistically significant impact on two out of three measures of 

children health status in Bangladesh: arm circumference and height for the 

13 For a critic of the AIMS tools, see Alexander-Tedeschi and Karlan (2006) 
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corresponding age for both girls and boys. They did not find though evidence of 
significant impacts on the Body Mass Index. In a similar way, Marcus et al (1999) 

report from a study in Mali, Vietnam and Honduras, positive impacts of credit, 

particularly on children's well-being, by reducing the propensity of children to 

work. 

In the context of rural Bangladesh, but using a sample survey collected from 

programme participants at the Association for Social Advancement (ASA) and 

BRAC, Zeller et al (2001) found significant and strong impacts of credit on income; 

health status; children's education, and on the quantity and quality of food 

consumption. In the econometric estimation procedure, the authors measure not 

only the impact of the actual levels of borrowing, as it is done by Pitt and Khandker 

(1998a; 1998b) and Khandker et al (1998), but also the impact of the accessibility to 

credit, even if a household is not currently borrowing from the credit programme. 

They found significant effects on a decrease in distress sales, and an increase in risk- 

bearing capacity. 

In perhaps one of the most influential impact studies, Hulme and Mosley (1996) 

surveyed two types of households participating in 12 microfinance organisations 

and operating in 7 developing countries, to estimate poverty impacts: 1) households 

actively borrowing from credit programmes, as treatment groups, 2) households 

that were accepted by the lender (or group) but still waiting to receive the first loan, 

as control groups. By following this approach, the authors assumed to control for 

the self-selection problem (but not the programme placement problem), although no 

hypothesis testing was conducted to confirm this assumption. The study reports 

that credit programmes were more likely to achieve positive and significant poverty 

impacts amongst households loser to, and above the poverty line, with the poorest 
being more likely to report insignificant and even negative effects from borrowing. 

This was in part, Hulme and Mosley argue, due to low human and physical capital 

endowments, as well as risk-averse behaviour that restricted the poorest from 

taking advantage of business opportunities that could potentially yield high returns. 

These results are confirmed by Mosley (2001) in another study that follows a similar 

methodological approach, involving 4 credit programmes operating in Bolivia. 
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Mosley reports positive impacts on income and household assets, although 

negatively correlating with low-risk investments, particularly amongst the poorest, 

and because poorer households are highly restricted in their coping strategies, 

microfinance is argued to augment poor households vulnerability. 

Coleman (1999) has proposed an alternative methodological approach to control for 

selection bias and non-programme random placement in the context of rural 

Thailand, by sampling households members and non-members of credit 

programmes four times over a period of one year. The author uses as control groups 

villages that were about to receive support from a credit programme, allowing 

households to self-select, and employs a village fixed effects estimation procedure to 

control for potential problems of endogeneity. In the study, Coleman finds no 

evidence of positive effects from programme participation, challenging the 

widespread proposition of positive impacts from microfinance. 

The highly time-demanding methodological approach as well as the need for prior 

and detailed information from credit programmes, in terms of future geographical 

expansions, restricts the replication of the Coleman's study in other countries, 

particularly in the context of urban markets, where organisations usually exhaust 

large local markets before exploring other areas. 

Other empirical studies have also reported insignificant poverty impacts from 

microfinance. For example, Diagne and Zeller (2001) report in the context of rural 

credit markets in Malawi, a negative impact (although statistically insignificant) of 

credit on household welfare measured by net crop income; food security and 

nutritional status. They argue that this is in part due to an ineffective institutional 

design that fails to include important determinants of credit coming from external 

factors such as seasonality. 

2.3.2 Impacts on women 

Many credit programmes target women under the assumption that women are 

more reliable borrowers than men. This could help; it is argued, to achieve the 

objective of financial self-sufficiency (Morduch 1999; Hulme and Mosley 1996). 
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Some scholars (see e. g. Amin et al 1998) suggest that by improving women's social 
interaction and networking, credit programme participation has become an effective 

mechanism to empower women and change gender relations in traditional societies. 
Pitt and Khandker (1998b) have also reported significant effects of targeting women 

on non-land assets accumulation; calories intake for both girls and boys, and 

children schooling (especially for boys), although they report no significant effects 

on labour supply. In the same way, Schuler and Hashemi (1994) find significant 

impacts of credit on the use of contraceptive methods as a proxy of women's 

empowerment, although Khandker (1998) report a decline in this practice. 

In contrast, Goetz and Gupta (1996) and Hashemi et al (1996) point out that although 

women may receive loans, men are actually in control of investment decisions, and 

this situation could potentially cause adverse effects such as intra-household 

violence. Goetz and Gupta, and also Osmani (1998), and Rahman (1999) also argue 

that many credit programmes are de facto exploiting the disadvantage position of 

women in traditional socio-cultural environments to reduce the enforcement 

problem in the process of lending. In Bangladesh, for instance, the patriarchal 

system or purdah14 interacts in a way that confines women to the homestead or to the 

area immediately surrounding, and the contacts they have with the world outside of 

the family are extremely limited. 

It appears, as pointed out by Kabeer (2001) that the primary source of controversy 

amongst gender studies comes from important differences in the analytical 
frameworks employed in the examination of intra-household power relations. In 

our view, intra-household relations should be seen in the context of a cooperative 

process of resource allocation, where family members dynamically interact to 

achieve the best possible outcome, in the form of a Nash equilibrium (McElroy and 
Homey 1981). Clearly, the socio-cultural environment is an important determinant 

that should be included in the analysis, but only in exceptional circumstances e. g. 

imminent divorce or intra-household violence, the cooperative equilibrium can be 

threatened (see e. g. Manser and Brown 1980, and Lundberg and Pollak (1993). 

However, since we are primarily interested in examining the impacts of credit at the 

14 Purdah is the practice of secluding and protecting women to uphold social standards of modesty 
and morality. 
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household level, the analysis of gender relations and women's empowerment is 

beyond the scope of this study's. 

2.3.3 Impacts on labour 

The effects of credit on labour largely depend on the degree of technology and 

physical capital endowments involved in the production function. Pitt and 

Khandker (1998a) have actually pointed out that microfinance is unlikely to increase 

the level of capital intensity, at least in the short-run. Thus, if technology remains 

constant, then an overall increase in production, after an injection of capital from a 

microcredit, could lead to an increase in labour intensity. 

Khandker et al (1998) for example, report an increase in self-employment in rural 

markets in Bangladesh as a direct effect from programme participation, although 

they also find a reduction in waged employment. Wages remained unchanged, they 

argue, due to an excess supply of unemployed labourers that rapidly fill the gaps in 

the market. Many poor households are actually engaged in rudimentary income- 

generating activities that are labour intensive, and rarely involve workers outside 

the householdl6. 

Dasgupta and Ray (1986) argue that this is because at low levels of income, 

enterprising households can only afford to hire unskilled and malnourished 

labourers with very low productivity. Informational constraints may also increase the 

cost of efficiency labour due to the lack of information about labourers' skills, 
behaviour or moral integrity. In the end, the enterprising household may simply 

decide to self-employ. However, if the supply of labour from household members 

reaches a maximum, then employment generation, in the form of labour-hiring, could 

be observed (see Chapter 5 for a theoretical discussion). Khandker (2005), for 

instance, reports that at the village level, the access to credit will have larger impacts 

15 It is important to draw attention to the fact that, unlike many rural traditional societies, women in 
urban Mexico actively participate in income generating activities, although in waged labour markets 
their participation (43%) is lower vis-ä-vis men (83%) (World Bank 2006). Consequently, self- 
employment has become, especially for women, as a fundamental source of household income. In 
fact, to go shopping to local markets in the metropolitan area of Mexico City means to buy, very 
often, from enterprising women. 
16 For a theoretical discussion on this issue see Chapter 5 
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on extreme poverty than on moderate poverty, given the spillover effects observed 

through labour markets. Mosley and Rock (2004) also report indirect impacts of credit 

on poor labourers who are hired by enterprising households borrowing from credit 

programmes operating in Africa, and since many of those households enjoyed 

income levels beyond the poverty line, the results show that targeting at the poorest 

may actually diminish the potential indirect poverty impacts from microfinance (see 

also Chapter 8 for a similar conclusion). 

2.3.4 Impacts on vulnerability 

Zaman (1999) has examined the effects of credit on consumption smoothing, asset 

accumulation and the use of loans in emergency situations as proxies of 

vulnerability in the context of Bangladesh. The study concludes that credit 

programmes are more likely to achieve a positive impact on vulnerability than on 

poverty reduction, although with a cross-sectional data survey, the study remains 

limited in the findings. However, when panel data is available, then the effects of 

credit on household vulnerability can be appropriately analysed. 

For example, Khandker (2005) has used data collected in 1991/92 and 1998/98 in 

rural Bangladesh to measure the long-term effects of credit on poverty, and 

aggregate impacts beyond participation. Khandker finds significant and positive 

impacts on consumption per capita (mainly on non-food items) that increase the 

probability for programme participants of getting out of poverty. Spillover effects 

were also found at the village level, where the poorest were more likely to be 

benefited from programme participation, perhaps through the labour markets. 

In contrast to Khandker's results, Amin et al (2003) have used a panel dataset 

collected from rural villages in Northern Bangladesh to find that although credit 

programmes achieve outreach amongst the poor, they often fail to reach the 

vulnerable poor that are more likely to suffer from idiosyncratic risks and external 

shocks, questioning the ability of microfinance as an antipoverty strategy. Although 

panel data offers important comparative advantages for econometric modelling, it 

remains highly restricted to a very small number of databases in the developing 

world. 
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Table 2.2 Selected impact studies in microfinance 

Outcomes of interest 
Demographic and 

Authors 
(dependent variables) 

geographical Main findings 
coverage 

Significant increases in profits and household incomes. 
Copestake Profitability; business 

Semi-urban areas in 
However, qualitative evidence revealed some 

et al (2001) diversification and Zambia borrowers made worse off as a result of the rigidity of 
household income screening and enforcement devices used by group 

lending programmes. 
Consumption 

Pitt and expenditure; Significant and higher impacts from female than male 
Khandker children's schooling Mainly rural areas in borrowers on household expenditure; boy's education, 
(1998a; and calories intake; Bangladesh and propensity to borrow. Male borrowers reported 
1998b) non-land assets, and higher impacts on labour supply. 

labour supply 
Khandker Household income; Non-farming rural Significant impacts on income per capita, production 

et al (1998) production and households in and employment amongst rural households engaged in 
employment Bangladesh non-farming activities 

Pitt et al 
Arm circumference 
and height of boys Credit to women has a large and significant impact on 

(2003) and girls as a proxy of 
Rural Bangladesh children health status, although insignificant impact on 

human capital 
the Body Mass hex 

Marcus et Child labour 
Rural areas in Mali, 

Vietnam and 
Significant and negative effects on the propensity for 

al (1999) Honduras children to work 
Income per capita, Significant and positive effects on household income; 

Zeller et al health status; 
' Rural Bangladesh 

health status; children's education and quality of food 
(2001) children s schooling intake. Also significant impacts on risk-bearing 

and calorie intake capacity. 

Rural and urban areas 
Significant effects on lowering monopolistic interest 

Hahne and 
Household income; in Bolivia Indonesia, rate from moneylenders. Positive effects on 

Mosley employment; poverty , India, Bangladesh, Sri employment and technology but varying according to 

(1996) reduction; Lanka, Kenya and 
income groups. Material and income poverty was 

vulnerability Malawi reduced although credit did not report significant 
effects on vulnerability. 

Mosley Household income Rural and semi-urban 
Significant and positive impacts on income and 
household assets, although negatively correlated with (2001) and assets areas of Bolivia the severity of poverty due to low-risk investments 

]Physical assets, Insignificant impacts on most of the dependent 
Coleman savings, debt, 

production, sales, Rural Thailand variables, except women's high interest debt; and 
(1999) 

expenses, labour, household medical expenses, in particular made for 

health and education men 

Diagne and Net crop income; food Negative although insignificant impacts on household 
Zeller security and Rural Malawi well-being due to ineffective institutional design that 
(2001) nutritional status fails to reduce the effects of seasonality. 
Khandker Household income At the village level, larger and significant impacts on 
(2003) and labour Rural Bangladesh extreme poverty than on moderate poverty, due to spill- 

over effects through labour markets. 
Rock and Household income, Rural areas in Kenya, 

Cameroon, Uganda, Significant impacts on poverty reduction on both 
Mosley labour expenditure, Zimbabwe, borrowers and low-income labourers 
(2004) education and health South Africa 

Consumption Credit is more likely to report positive impacts on Zaman 
(1999) 

expenditure, asset 
accumulation and the Rural Bangladesh vulnerability than on poverty reduction, through the 

use of loans use of loans in emergency situations 
With the use of panel data, it was reported positive and 

Khandker Consumption significant impacts on consumption per capita on non- 
(2005) expenditure, and Rural Bangladesh food items and spill-over effects at the village level 

labour being the poorest more likely to benefit, through labour 
markets, from programme intervention 
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2.4 Concluding remarks 

Although most of the empirical evidence discussed above, and which is 

summarised in table 2.2, leads to positive effects on households' well-being, the 

magnitude and significance of these effects remains inconclusive and often 

methodologically contested. Some of the research gaps that we identified in most of 

the impact studies are related to the strong theoretical assumption that the demand 

for credit is rationed by the lender (Stiglitz and Weiss 1981). The validity of this 

assumption appears to be true, at least from an institutional point of view (see e. g. 

Eswaran and Kotwal 1989; and Braverman and Stiglitz, 1989) although the extent of 

the rationing may be less than what has been conventionally assumed, particularly 

when informal agents such moneylenders and rotating savings and credit 

associations actively compete in fragmented credit markets (see e. g. Kochar 1997 in 

the context of India). 

Surprisingly, very few attempts have been made to control for the potential effects 

of these indigenous agents in impact analysis (see Diagne and Zeller 2001 for an 

exceptional case). For that reason, and in attempt to fill this research gap, we include 

in the econometric estimation equation derived in Chapters 7 and 8, a vector of 

credit market characteristics, li , that controls for the effects of informal credit 

agents on the outcomes of interest. Additionally, we have analysed narrative 

evidence obtained from qualitative questioning to explore the reasons of using such 

informal mechanisms of funding when having access to credit from microfinance 

organisations. 

To our knowledge, there are very few attempts to examine the impacts of 

microfinance looking at different lending models (see e. g. Hulme and Mosley 1996 

for an exceptional case). This is particularly relevant under the theoretical 

assumption that the informational costs, substantially reduced by the use of 

screening, incentive and enforcement devices, are passed onto the borrower (Stiglitz 

1990). If for example, solidarity groups or village banking methodologies exacerbate 

the utility cost of borrowing, then the magnitude of the poverty impacts could be 

diminished. In order to investigate this issue, we have included in our impact study 

three organisations employing different lending technologies, but operating in 
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urban settlements with similar socio-economic and demographic characteristics. 

These organisations are: 1) Community Financial Services or Servicios Financieros 

Comunitarios, in Spanish (Fincomun) employing a minimalistic credit-only 

individual lending approach; 2) the Centre for the Assistance of the 

Microenterpreneur or Centro de Apoyo al Microempresario in Spanish (CAME) 

employing a minimalistic credit-only village banking approach, and 3) Programs for 

Women or Programas para la Mujer in Spanish (Promujer) employing a holistic 

credit-plus village banking approach that combines credit with training17. 

Perhaps the influential ability of some pioneering microfinance organisations to 

attract the interest of the international community has also contributed to the high 

concentration of impact studies that focus on a small number of countries, following 

methodological approaches that work in the rural context. This situation has made it 

very difficult to replicate these studies in the urban context, where many 

microfinance organisations actually operate. This is particularly important for 

Mexico and most of the Latin American countries, since 60% of the poor in the 

region (about 113 million people) live in urban settlements, and it is estimated that 

this proportion will increase up to two-thirds by 2015 (Fay 2005). 

For that reason, we propose a research methodology specifically designed to work 

in deprived and densely populated urban areas to address the potential 

endogeneity problems in impact evaluations. This research strategy (which is 

presented in Chapter 6) can be easily replicated by other microfinance organisations. 

We follow in Chapter 7 an appropriate econometric estimation procedure in order 

to test for the underlying assumptions of no selectivity bias. In the following 

Chapter 3, we analyse the characteristics of credit markets and the microfinance 

sector as a whole in the context of Mexico. 

17 In Chapter 6 we discuss in detail the institutional characteristics of these organisations. 
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Chapter 3 
Credit markets and financial 

institutions in Mexico 



Introduction 

In this chapter we discuss the characteristics of credit markets in Mexico, looking at 

recent institutional reforms that have moved the system from a framework of 
financial repression to another of financial liberalisation, into which the 

microfinance industry has been incorporated. Since the mid 1950s until early 1980s, 

financial policies were characterised by subsidised credit schemes that targeted at 

strategic sectors such as agriculture and large-scale industries. Under that direct credit 

paradigm (see e. g. Vogel and Adams 1997) development banks such as the National 

Bank for Rural Credit (Banrural); the National Development Bank (Nafin); and the 

National Bank for International Trade (Bancomext) were the main instruments of 

state interventions in credit markets. These policies created heavy fiscal outlays, 

estimated only for the agricultural sector in the order of US $28.5 billion in the 

period 1983-1992, that represented, on annual basis, 13% of agricultural Gross 

Domestic Product (GDP), 81% of which (about US $23 billion) was associated with 

subsidised interest rates (World Bank 2002). 

After the oil price crisis of 1982, the overall framework of financial intermediation 

began to move towards a more marked-based system. But it was not until the 1990s 

that the system began to transform into a free-market system. These reforms, which 

are analysed in section 3.1, included the privatisation of the banking sector, which 

had been nationalised in the 1980s; the elimination of price controls and subsidies; 

the liberalisation of interest rates and, in general, the abolition of financial 

repression. Later in sections 3.1.4,3.1.5 and 3.1.6 we discuss the immediate 

consequences of the financial liberalisation policies and the reforms that followed 

after the peso crisis of December of 1994. 

Section 3.2 analyses the structure of the non-banking sector that operates under a 

new legal framework (the Popular Savings and Credit Law), and which includes 

organisations such as savings and credit co-operatives and popular financial 

associations. These organisations potentially represent the main institutional 

competitors of microfinance organisations. It is in that particular context that we 
discuss in section 3.3 the process in which the microfinance industry has been 

incorporated into a wider framework of financial intermediation, paying particular 
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attention to characteristics of the market where these organisations operate, and the 

external factors that have contributed to the expansion of the system. Finally, section 
3.4 concludes. 

3.1 Historical background of the Mexican financial system 

The process of integrating what we refer here to as the Mexican Financial System 

goes back to 1925, a few years after the end of the Mexican Revolution, when a new 
law was passed by the Congress to establish the foundations of the actual financial 

system, which is integrated by the following institutions: 1) Banco de Mexico 

(Central Bank of Mexico); 2) commercial banks; 3) auxiliary financial institutions 

(e. g. insurance companies, warehouses, and financieras, investment banks that 

captured long-term savings), and 4) development banks (Ortiz-Mena 1947). 

The system began to be heavily and increasingly regulated between the 1930s and 

1970s, especially during the implementation of the Import Substitution 

Industrialisation model that was put into practice from 1956 to late 1970s. The 

Mexican government employed three instruments to control the system: 1) legal 

reserve requirements; 2) direct credit to strategic sectors, and 3) lending at interest 

rates that were fixed by the government. The stock market played a very limited 

role in the system, and monetary policies were carried out through public sector 

financing and fluctuations in reserve requirements. The principles of imposing such 

requirements were generally accepted by academics and policy makers as a 

precondition to develop regions and strategic sectors. Leopoldo Solis, an influential 

economist during that period summarised this view as follows: 

Some economic sectors that had not been considered attractive credit risks, despite 

being key sectors for development, can now obtain credit through the mediation of the 

monetary authorities, who have resorted to diverse mechanisms in order to facilitate 

their access to credit. The natural resistance of the commercial banking sector, which 

normally wants to invest in activities that constitute a low risk or of which it has 

previous knowledge, has thus been overcome (Solis 1971: 8). 
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Despite of the apparent financial repression, the system continued operating during 

the period of Stabilising Development (or Desarrollo Estabilizador), in part due to low 

levels of public sector dependency on monetary financing (Gonzalez-Anaya and 
Marrufo 2001). However, during the 1970s and after a series of legal reforms, banks 

were allowed to increase their range of operations with the aim of developing the 

capital and money markets. But in times of increasing inflation, this policy increased 

the vulnerability of the financial sector to external shocks, which became clear 

during the oil-prices crisis of 1982. 

As Gruben and McComb (1997) have pointed out, the deficit of the public sector 

reduced the margins to regulate the quantity of money, and a fixed exchange rate, 

with high levels of inflation, put pressure on the real exchange rate and the balance 

of payments. And because interest rates were not market-based, a significant capital 

outflow was registered. The process ended in September 1,1982 when President 

Lopez-Portillo announced the nationalisation of the banking system. The crisis of 

1982 was the first collapse of the economy since 1932. 

3.1.1 The nationalisation of the banking system 

Thus, Mexico became a classical case of financial repression: forcing banks to lend to 

the government, keeping interest rate ceilings, and dictating lending quotas to 

specific economic sectors that crowded out private investment (see Adams et al 
1984; Vogel and Adams 1997, and Von Pischke et al 1983, for a critic). The heavy 

reserve requirements on lending were reflected on more than 60 percent of the net 
banking credit going to the government by the end of 1986 (OECD 1992). 

In order to enforce the nationalisation of the banking system, President Lopez- 

Portillo issued a law as a constitutional mandate, and which was passed by the 

Congress, that included banking institutions as part of the nation's assets, although 

the system was suffering from instability in the exchange rate as a direct effect of the 

falling international oil prices. After a restructuring and capitalisation process, only 

18 out of the existing 58 banks remained in the system by the end of 1990 (Banco de 

Mexico 1992). 
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3.1.2 Financial liberalisation in the 1980s 

A critical move towards financial liberalisation, after President de la Madrid took 

office in the end of 1982, was the government's decision to increase the non-banking 
intermediation. The new government began to sell brokerage houses, insurance 

companies and other financial institutions, although leaving the newly nationalised 

banks intact, given the constitutional veto. In fact, the assets of financial institutions 

in relation to the assets of the financial system as a whole increased from 9.1 percent 

in 1982 to 32.1 percent in 1988 (Gruben and McComb 1997). That decision was the 

first step to end financial repression. Another crucial decision was to join the 

General Agreement on Tariffs and Trade (GATT) in 1986, which put pressure on the 

government to initiate reforms to remove trade and investment barriers that led to 

the complete liberalisation of the banking system in the early 1990s (WTO 2002). 

Furthermore, a rapid development of securities markets in the country that was 

aimed to create a market for government's debt separated from the banking system, 

and which was reflected in the increasing volume of short-term government debt 

certificates or Cetes, relative to the US Treasury Bills, also contributed to the process 

of financial liberalisation. Cetes began to be issued in 1978, but it was not until the 

de la Madrid administration that these instruments became a major source of 

funding for the government. By the late 1980s, the money market became liquid, 

and in the early 1990s, the government no longer financially depended on banking 

institutions (Banco de Mexico 1992). 

Aspe (1993) has actually pointed out that the period 1988-89 was crucial for the 

process of financial liberalisation in Mexico. In that period, important policies were 

put in place; for example, the freeing of interest rates, the elimination of priority 

lending quotas, and the removal of both reserve requirements and liquidity 

coefficients. The role of development banking institutions also changed. For 

example, whilst in 1987 Nacional Financiera, the largest development bank in Mexico, 

allocated 94 percent of its credit portfolio to large-scale and state-owned enterprises, 

in 1991 the institution allocated to that sector only 6 percent of the total loan 

portfolio. 
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3.1.3 The privatisation of the banking system 

By the beginning of 1990s, and under the administration of President Salinas de 

Gortari, the Mexican Congress amended the Constitution to allow the privatisation 

of the banking system. The new law organised the system into a model of universal 
banking, which is common in Europe and Japan, but prohibited in the United States. 

In this model, a single financial group controls a bank, and insurance company, a 
brokerage house, a leasing company, a factoring company, a mutual funds 

management company, a currency exchange broker, and a warehousing company 

(see Canals 1997 for a discussion). 

The Mexican government sold 18 banks in fourteen months, from June 1991 to July 

1992, at a price 3.49 times the book value. Lopez de Silares and Zamarripa (1995) 

suggest that high prices were paid for the very limited competition in the market. In 

fact, the market was highly concentrated: three banking institutions controlled 60% 

of the overall market. Furthermore, the net returns on assets from Mexican banks 

were in the order of 1.45 percent, vis-ä-vis 0.91 percent from US banks. 

However, despite of the increasing ability to attract funds and generate profits, low 

efficiency persisted in the system. Gruben and McComb (1996) have reported that in 

the end of 1991, the ratio of non-interest expenses to assets was in the order of 5.3 

percent in Mexico compared with 3.6 percent in the United States. Moreover, the 

new banks showed no interest in improving the depth and coverage of the system. 
In 1991 Mexico had one bank branch per 18,000 inhabitants, and this figure slightly 
improved to 7760 inhabitants by the end of 2004. However, the penetration of the 

banking system remains very low relative to the progress reported in other 

countries. In fact, whilst about 75% of the payments in countries such as the US, 

Canada and France are made by means of cheques and credit cards, and 55% in the 

United Kingdom and Germany are made by electronic transfers, in Mexico 86% are 

made in cash (see table 3.1). 

Gelos and Werner (1999) have pointed out that given the obsolete lending 

technology during the process of financial liberalisation, the banking system made 

use of collateral as the main screening and enforcement devices to ensure loan 
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repayment, which reduced the ability of microenterprises and low-income 

households to access institutional financing. Gruben and McComb (1997) have 

shown that in particular this factor helps to explain the low degree of financial 

penetration in Mexico, measured by M4 as a percentage of the GDPI. By 1992, this 

percentage was in the order of 46.1 percent, relative to 97 percent in Canada, 93 

percent in the US and 71 percent in Italy. 

Before the privatisation of the banking system, the only foreign bank operating as a 

deposit taking and lending institution was Citibank However, in 1994, new banking 

regulations were introduced after Canada, the US and Mexico launched the North 

American Free Trade Agreement (NAFTA), allowing foreign-owned banks to 

operate in Mexico. The NAFTA put pressure on the domestic financial system that 

in combination of other structural factors triggered the peso crisis of 1994. We 

discuss these factors in the following sections. 

3.1.4 The prelude of the peso crisis of 1994 

As part of the efforts to reduce the hyperinflation of the 1980s, the government 

decided to follow an inflation stabilisation policy that was complemented with a 

crawling-peg regime, in which the depreciation of the peso against the dollar was 

lower than the differential between the two countries' inflation rates (see e. g. Aspe 

1993 and Gil-Diaz 1998). The consequences of such policies began to be evident, as 

pointed out by Gruben and McComb (1997), with an increasing real exchange rate 

that together with the opening up to international trade, discouraged producers of 

tradeable goods, that began to face foreign competition, from raising domestic 

prices. However, when those sectors with little foreign competition such as services, 

real state and construction-related industries raised their prices, they imposed a 

pressure between costs and selling prices of tradeable-goods producers in particular 

the manufacturing sector. 

The exchange rate policy had an impact on the Current Account of the Balance of 

Payments, and in order to maintain the levels of international reserves that 

I M4 is measured here as currency, checking accounts and other short-term deposits, 
bankers' acceptance, long-term bank deposits and government bonds held by the public. 
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supported the appreciation of the exchange rate, the central bank held the interest 

rates high enough to generate capital inflows to offset the outflows from increasing 

imports. But high real interest rates put a lot of pressure on domestic producers that 

had been borrowing from the newly privatised and inexperienced banks. There is 

strong evidence to suggest that after the privatisation of the banking system, credit 
institutions began to expand consumer credit despite the limited information on the 

creditworthiness of applicants. In fact, over the period 1991-1994, loan portfolio 

grew at an annual average rate of 23.7 percent, more than eight times the annual 

average rate of real GDP (Kalter and Ribas 1999). 

Furthermore, loans to the private sector were given under weak regulatory and 

supervisory standards2, and deficient screening and monitoring devices, which in a 

period of high expectations about the economy, made difficult to deal with the 

moral hazard and adverse selection problems (see. e. g. Hausmann and Gavin 1995; 

Gonzalez-Hermosillo et al 1996; McKinnon and Pill 1996). This effect was observed 

afterwards in the portfolio of loans in arrears that jumped from 2% in 1990 to 8.7% 

in the end of 1994, just before the crisis began (see figure 3.1). 

Regarding the regulatory and supervisory standards, important problems emerged 

from the existing universal banking model, which surprisingly did not require 

consolidated accounting reports until 1995, making it difficult to establish limits on 

self-lending within financial groups. Additionally, regulations did not impose risk- 

sharing mechanisms to control the moral hazard problem. For example, banks' 

shareholders were allowed to retain equity interests after a merger or acquisition, 

and savings and other assets from the public were protected by a guarantee 

provided by the government in case of bankruptcy. The problem was that no limits 

on the value of such assets were dearly defined, and the government ended up 

protecting bankers and shareholders' assets, exacerbating the moral hazard problem 

(see e. g. Hufbauer and Schott 2005, and Lopez de Salines and Zamarripa 1995)3. 

2 Financial regulation and supervisory activities were based on 6 laws that controlled capital 
requirements and valuation, accounting and provision practices: 1) The Law of Credit 
Institutions; 2) the Law of Insurance Institutions; 3) The Law of Leasing Institutions; the Law 
of Auxiliary Credit Institutions; 5) the Law of the Stock Market, and 6) the Investment 
Banking Law. For further details, see DOF (1995). 
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Figure 3.1 Loan in arrears as a% of loan portfolio 
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Source: National Banking and Securities Commission 

3.1.4.1 Non-economic factors 

As discussed earlier, during the Salinas administration, the rationalisation of the 

Mexico's fiscal, monetary, and trade policies, together with high real interest rates 

relative to the rates in the United States, precipitated large inflows of foreign capital 
into the country. The government began to use the increasing reserves of foreign 

currency to back the appreciation of the peso. By the first quarter of 1994, foreign 

currency reserves were approaching US $30 billion, after having fallen below US $5 

billion in March 1990. 

International optimism about Mexico's policies was so high that when the Zapatista 

Army for National Liberation (or EZLN) occupied the town of San Cristobal de las 

Casas, in the southern state of Chiapas in January 1994, the markets although 

surprised by the event, continued pouring capital investment into the country. 
However, the euphoria for Mexico was coming to an end. The presidential election 

was going to take place in August 1994, but when the candidate of the official 

Institutional Revolutionary Party (or PRI in Spanish), Luis Donaldo Colosio, was 

assassinated in March, the killing triggered massive capital outflows. Foreign 

currency reserves fell from US $29.3 billion in February to US $16.5 billion in June 

(Banco de Mexico 1996). 

3 For a discussion of the inconsistencies of the regulatory system, see also Mackey (1999). 
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From June 1994, international reserves were reported with small fluctuations until 
October, when Carlos Francisco Ruiz Massieu, head of the official PRI was 

assassinated. International reserves began to fall rapidly from US $17.66 billion to 

12.88 billion by the end of November. After the election, and once the new 

administration came to office, the new Finance Secretary, Jaime Serra Puche, 

announced on December 20 that the peso would devalue from 3.47 pesos per dollar 

to 3.99. Serra Puche stated: "this was not a change in exchange rate regime, it was just an 

adjustment, and the crawling-peg regime would remain in place" (El Financiero, December 

21,1994). 

However, investors knew that the outstanding balance of tesobonos4 alone was in the 

order of US $28 billion, 17 billion of which were held by foreign mutual funds and 

other investors scheduled to mature in the first semester of 1995 (Wall street journal, 

13 January 1995). International reserves had not been that high for more than one 

month and market participants precipitated a run on the peso. Two days after, on 

December 22, the government announced that the peso would float. As a result, the 

peso was devalued by about 54 percent. Reserves fell from US $12.88 billion at the 

end of November to 6.27 billion by the end of December and to only 4.44 billion in 

the end of January 1995 (Banco de Mexico 1996). In that context, although the Peso 

crisis of December 1994 had a political trigger, it originated from financial 

disequilibria, including the maintenance of a fixed nominal exchange rate in the face 

of a boom in international transactions (see Gil-Diaz and Carstens 1996). 

3.1.5 The impact of the crisis on the financial system 

In order to reduce the inflationary pressures, the Central Bank of Mexico imposed 

restricting credit and monetary policies, having a significant impact on the credit 

markets. For example, interest rates on mortgages that had been in the order of 22 

percent in November 1994 raised up to 74 percent in early March 1995 whereas the 

interest rates on inter-bank loans jumped up to 114 percent. As a consequence, the 

rate of non-performing loans soared from an average rate of 8.7 in 1994 to 16.4% in 

4 Tesobonos were a Mexican government bond denominated in pesos, with coupons and 
principal indexed to US dollars in effect at issuance. 
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1995 and 21.4% in 1996 (Banco de Mexico 1996). These figures are reported using 
Mexican accounting standards. Using international accounting principles, the 

figures have been estimated as much as 10 percent higher (WTO 2002). 

With international support, Mexico was able to meet external obligations with 
investors and convert debt into long-term and more manageable debt. The Mexican 

financial rescue of 1995 actually represents the most extensive rescue ever 

undertaken by the international financial community. The US Treasurer made 

available a 20 billion dollar loan to Mexico through the Exchange Stabilization Fund, 

and Mexico's maximum drawings peaked at US $11.5 billion, all of which were paid 

by January 1997. 

The country's drawings under the standby agreement with the International 

Monetary Fund (IMF) reached a maximum of US $13 billion in December 1995 

raising Mexico's total debt with the organisation to US$ 16 billion. Some advance 

repayments were made to reduce the outstanding balance to 8.4 billion in December 

1998. Separately, the World Bank and the Inter-American Development Bank 

announced a credit line of 2.25 billion dollars to stabilise and strengthen the banking 

system in addition to another billion to support social sector programmes (see 

Maskooki 2002 for a detailed review of the rescue). 

Regarding the banking system, the Mexican government took steps forwards 

facilitating foreign investment in the system. In February 1995, a new law was 

passed by the Congress that allowed foreign banks to buy domestic institutions. 

This process contributed to increase the already highly concentrated market (see e. g. 
Gruben and McComb 1997). In 1994, the five largest banks in Mexico concentrated 

65 percent of the credit markets. By 2000, this percentage increased up to 76 percent. 
However, it has been estimated that this figure jumped to 82 percent after the 

largest Mexican-owned bank, National Bank of Mexico (Banamex), was acquired by 

the American Citicorp in 2001 (see IMF 2001 and Condusef 2004). 
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3.1.5.1 The rescue of the banking system 

In order to cope with the crisis in the banking system, the government designed a 

special re-capitalisation programme known as " PROCAPTE. Under PROCAPTE, 

troubled banks were allowed to raise capital by selling subordinated convertible 
debentures to the National Deposit Insurance Authority (FOBAPROA). The 

government set criteria to convert the debentures into equity, in cases of insolvency 

and poor management. These criteria transformed the government de facto into 

banks' shareholders. In March 1995, five banks received support from PROCAPTE 

and the value of convertible debentures reached 7 billion pesos (about 1.4 billion 

dollars) in May, although this amount was reduced to 3.2 billion pesos by the end of 

December, after some banks paid back the subordinated debt (see Banco de Mexico 

1996 and McQuerry 1999 for a detailed discussion). 

The Mexican government also introduced a programme, in which banks were 

allowed to transform past due private debt into a bond-like instrument known as 

UDIS (or Unidades de Inversion, in Spanish). An important characteristic of these 

instruments was that their nominal value was indexed to the inflation rate. In fact, 

the value of the UDIS reflected the movements in the Consumer Price Index, with a 

short lag (Banco de Mexico 1996). Consequently, once a credit was converted into 

UDIS, the value of both the principal and interest rate remained constant, in real 

terms. Although the programme was in a sense simply trade of two instruments, it 

spread the impact of currency losses over time. The plan permitted troubled banks 

to restructure short-term past due loans to a range of five to twelve years (see 

Gonzalez-Anaya and Marrufo 2001). Since 1995, FOBAPROA (today transformed by 

the Congress into the Institute for the Protection of Banks' Savings or IPAB) has 

purchased a large share of overdue loans in exchange of government certificates 

that represented in 2002 a fiscal cost of about 8.5 percent of the GDP (IPAB 2002). 

Although the international financial community initially linked the peso crisis of 
1994 to the oil crisis of 1982, important differences became evident. For example, the 

government rescued the troubled banks through the rescheduling and securitization 

of their loan portfolio, without nationalising the system; and with the agreement of 

the US Treasury, Mexico was also able, in contrast to the crisis of 1982, to return to 
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the international financial markets almost immediately. On 24 April 1995, for 

instance, Nafin was able to borrow US $170 million from a European bank at 6% 

points above the London Inter-Bank Offer Rate (LIBOR), and by the end of that year, 

the Mexican government and its development banks had borrowed US $5 billion on 

the Eurobond market at maturities of 5 years (see Maskooki 2002). 

3.1.6 The impact of the crisis on the economy 

Although the devaluation of the Peso aggravated the crisis in the banking systems, it 

had a more positive effect on the exporting manufacturing sector. The devaluation 

increased the comparative advantage of large manufacturing enterprises that were 

already competing in international markets. However, the effects of the crisis 

severely hit the middle-income and low-income households that were engaged in 

domestic-market-related microenterprises and income-generating activities. With no 

funding from the banking system, and a collapsed local market with growing levels 

of unemployment, these enterprising households were forced to compete in an 

increasingly open market. 

Real GDP fell by more than 6 percent in 1995, and the rate of unemployment 

doubled to 7.4 percent. Average household income, measured in 1994 prices, fell 31 

percent between 1994 and 1996, and household consumption dropped 25 percent in 

the same period. Real wages in the manufacturing sector fell 13.5 percent in 1995 

and another 11 percent in 1996. By the end of 1996, real wages had fallen below 

levels of 1990 (Maskooki 2002). 

Baldacci et al (2002) have reported that the crisis hit urban households harder than 

rural communities, despite the fact that the incidence of poverty is higher in rural 

areas (see chapter 4 for a detailed discussion on poverty in Mexico). The authors 

argue that this was because higher unemployment and soaring inflation had a 

stronger impact on the living conditions of the urban poor. The rural poor were less 

affected, partly because they had no links with the industrial and financial sectors, 

and were more dependent on self-production of food and other basic items. 

5 After reaching 40 percent of GDP in 1994 assets of the banking system amounted only to 24 
percent in 1999, a proportion lower than the international average of 52.6 percent. 
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Despite of the boom of credit flows to the private sector prior to the Peso crisis, 
loans actually went to the non-tradeable-goods sectors (Kalter and Ribas 1999). In 

fact, credits to tradeable-goods sectors fell from 55 percent of the total portfolio in 

1987 to 25 percent in 1994. The manufacturing sector, for example, represented 21 

percent of GDP in 1987 and accounted for more than 25 percent of the total 

outstanding loan portfolio. By the end of 1994, the contribution of manufacturing 

industries to the GDP remained at the same level but accounted for only 15 percent 

of the total loan portfolio. The credit to the private sector has remained hitherto very 

low, with levels just above 16%, in contrast with the levels reported in other 

countries that actively compete in the Mexican market, such as the US (249%) and 

Canada (69%) (see table 3.1). 

The high dependency of institutional lending on collateral also reduced the ability 

of microenterprises to access institutional financing (Gelos and Werner 1999). 

Moreover, real interest rates were much lower for the non-tradeable-goods sectors. 

The average real interest rate for the non-tradeable-goods sectors was about 6 

percent a year whereas that for the tradeable-goods sectors was about 15 percent 

(Glaessner and Oks 1998). 

The privatisation and internationalisation of the banking system did not bring more 

efficiency and competitiveness to the credit markets either. In fact, fee revenues as a 

percentage of the financial margin have increased since the financial liberalisation 

process, despite the fact that interest revenues as a percentage of total net revenues 
have gone down considerably (see table 3.2). The head of the Mexican anti- 

monopolies bureau, (Comisiön Federal de Competencia in Spanish) as well as the 

governor of the Central Bank of Mexico have recently raised their concerns in 

relation to the inefficiency of the credit markets and the monopolistic environment 

in which the banking system is currently operating (see e. g. Reuters 24 April 2007, El 

Universal 25 April, 2007, and Dow Jones, 15 March, 2007). 

6 Financial margin is defined here as operating revenues minus financial expenditure, i. e. the 
difference between interest rates on active and passive transactions 
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Tah1a 'l ! Fffirienrv in the hankina cvctem 

1991-1995 1996-2000 2001-2004 
Fees revenue as % of 3,4 6,1 19 
interest revenue 
Fees revenue as % of 14,6 43,6 48,8 
financial margin 
Fees revenue as % of 9,7 20,7 29,6 
operating revenue 
Interest revenue as % of 414,2 340 174 
net revenue 
Source: Condusef (2004) 

For example, the two largest banks operating in the country, Banamex (owned by 

the American Citicorp) and Bancomer (owned buy the Spanish BBVA), which 

received 50% of total deposits; 59% of fixed-time deposits, and had about 40% of the 

branches of the banking system, reported that 48% of their operating revenues in 

2004 came from fees and other commissions, twice as much as the share reported in 

1999 (Condusef 2004). Other medium-size banks (e. g. HSBC, Santander-Serfin, 

Banorte and ScotiaBank-Inverlat) have reported an average ratio of 35.3% whereas 

24 small-size banks reported a smaller figure, in the order of 21% (see figure 3.2). 

Fees and other costs related to the use of financial products from banking 

institutions have been considerably high, but they have been proportionally higher 

for micro and small enterprises related to the tradeable-goods sectors and low- 

income households engaged in income-generating activities. These costs could 

actually be a factor that has constrained the demand for savings and credit products 

in the banking sector, particularly from the population subgroup at the bottom-end 

of the income distribution. 

We discuss this issue below in chapter 7. In that context, the role of non-banking 
institutions in financing the tradeable-goods sectors and micro and small enterprises 

was fundamental in understanding the levels of manufacturing production during 

the period of financial market liberalisation. In section 3.2 we analyse the non- 

banking system in the context of its reorganization into a new framework of 

financial intermediation. 
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Figure 3.2 Components tff operating revenues in Ihr, h. inking . vstr ni hvv . irr of institulirrn 
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3.2 The non-banking system in Mexico 

We refer to the non-banking system as the group of institutions that include a range 

of regulated and unregulated organisations that mobilise deposits and lend capital 

primarily to micro and small enterprises. Credit unions and saving and credit 

associations or SAI's, are amongst those organisations regulated by the National 

Banking and Securities Commission (CN13V), whereas savings and credit co- 

operatives, solidarity associations and popular associations are unregulated by the 

Mexican regulatory authorities. 
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3.2.1 Credit Unions 

Credit unions have formally operated in Mexico since the creation of the National 

Banking Commission in 1924 (CNBV 2006). The original objective of those 

organisations was to form syndicates of producers and small firms in order to 

distribute direct credits, technical assistance and other benefits from development 

banks and other governmental agencies. During the financial liberalisation, credit 

unions received substantial support from the government to scale up their 

operations. Nacional Financiera, for example, increased its second-tier banking 

operations through credit unions by more than 60 times in only 6 years (see 

Villalpando-Benitez and Gonzalez-Vega 1998). 

In principle, the government decided to support the sector of credit unions in order 

to counterbalance the fall in loanable funds from the banking system in the early 

1990s. However, weak regulatory and supervisory standards were not exclusive of 

the banking system, and when the peso crisis began in December 1994, the sector of 

credit unions collapsed. By the end of 1995, several credit unions were intervened 

by the National Banking and Securities Commission for white-collar frauds. For 

example, the Credit Union of the Mexican Valley or Uniion de Cr6dito Valle de Mexico 

in Spanish (UNICREVA) alone was demand by Nacional Development Bank for a 

fraud of more than US$ 240 million (see Nafin 1996; 1997). The overall cost of the 

bankruptcy of the sector was estimated in the order of US $4.4 billion by the end of 
2000 (La Jornada, July 29,2001). 

After a restructuring process, only 32 credit unions were authorised to operate in 

the country, with a market share of less than 1%, and a loan portfolio of 95 million 
dollars distributed between 19 thousand members (see table 3.3). Despite the 

evidence that some credit unions (e. g. Fincomun7) began to use microfinance 
technology, the sector largely employs traditional methods of financial 

intermediation. 

FINCOMUN is a credit union that operates, employing individual lending, in poor 
neighbourhoods of the Metropolitan area of Mexico City. For further details see Chapter 6. 
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3.2.2 Savings and credit associations and savings and credit co-operatives 

Other types of non-banking institutions that operate in the country are savings and 

credit associations (SAPs), and savings and credit co-operatives (CAPs). On the one 
hand, the SAPs are defined as non-profit organisations with open membership. As 

in the case of credit unions, financial operations within SAPs are constrained to 

receive deposits and give credits to their members. One of the first authorised SAPs 

was the Caja Mexican de Fomento (CANAFO). This organisation achieved a rapid 

expansion and scale of its operations. During the first two years the organisation 

received deposits from more than 70,000 members with only 98 branches (Boutielle, 

1993). 

On the other hand, the CAPs are organisations that work under a set of simple 

principles: 1) one person, one vote; 2) no returns on capital, and 3) the use of profit 

for social purposes. CAPs usually operate in rural and semi-urban areas, and often 

unregulated by the CNBV. In fact, Villalpando-Benitez and Gonzalez-Vega (1998) 

have reported more than 300 CAPs that were unregulated by the time the Peso crisis 

began. One of the largest CAPs in the country, the Caja Popular Mexicana, reported 

333 branches with more than 970,000 members by the end of 2006 (Caja Popular 

Mexicana 2006). CAPs concentrate their operations in the central and southern 

regions of Mexico (see e. g. SHCP 1993; Chaves 1994). 

In a recent survey, reported in Gavito (2002), it was estimated that the non-banking 

sector was integrated by 630 institutions that provided saving and credit services to 

2.3 million clients (see table 3.3) that represented 6 percent of the working 

population in the country. Those organisations reported assets with a value in the 

order of US $1.6 billion that corresponded to approximately one percent of the 

overall assets of the banking sector (see Skertchly 2001 and Gavito 2002). 

The average loan size varied according to type of institution. For example, credit 

unions reported an average outstanding loan balance in the order of US $5,000, 

whereas SAPs and CAPs reported an average value of 540 dollars. Solidarity 

Associations and Popular Associations appeared to target low-income households, 
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with an average outstanding loan balance of approximately 120 dollars (CNBV 

2006). 

Despite the negative effect of the crisis of 1994, the Central Bank of Mexico (quoted 

in IMF 2001) reported that the amount of credit from non-banking institutions 

represented 53% of the total credit given to the private sector in 2000. This amount 

represented an increase of 27% relative to the amount reported in 1994. 

Table 3.3 Structure of traditional non-banking institutions 

Non-banking 
institutions 1 Institutions 

Members 
(Thousands) 

Market 
share (%) 

Total Assets 
(US$ million) 

Loan 
portfolio 

(US$ million) 
Credit Unions 2/ 32 19 0,82 148,0 94,6 

Savings and Credit 11 675 29,23 647,7 362,7 
Associations (SAPs) 

Savings and Credit 157 1081 46,82 692,8 457,2 
Co-operatives (CAPs) 
Solidarity 210 190 8,23 69,9 Unknown 
Associations 
Popular Associations 220 344 14,90 Unknown Unknown 

Total 630 2309 100,00 1558,4 914,5 

1/ Data on SAPs are to June 2000, and on Credit Unions and CAPs, to December 1999 

2/ It is estimated that only 32 of 266 credit unions in Mexico mobilise deposits 

Sources: Gavito (2002) and CNBV (2006) 

The experience of non-banking organisations in other Latin American countries 

reflects the potential development of this sector relative to the microfinance 

industry. In Bolivia, for example, saving and credit co-operatives tripled the number 

of microfinance organisations, and absorb more than 50% of the total assets, 

including loan portfolio of the overall microfinance sector, whereas in Peru, SAPs 

alone represent about 81 percent of the microfinance sector (see Skertchly 2001). 

In Mexico, many non-banking organisations, in particular SAPs and CAPs are fully 

dependent on deposits to support the loan operations, and it is actually due to this 

characteristic that these organisations were not severely affected by the Peso crisis, 

as they had virtually no liabilities in foreign currency. In fact, savings requirements 

from those non-banking institutions acted as an advantage vis-ä-vis the banking 

system, as the former were able to continue lending in a period of a drastic 

reduction in loanable funds from banks. To some extent, as pointed out by Skertchly 
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(2001), this deposit-based lending technology enabled some SAPs and CAPs to scale 

up in size when most of the banking institutions were shrinking. 

Although some of these non-banking organisations showed an ability to cope with 

the effects of the crisis, the absence of an effective regulatory and supervisory 
framework exposed the public, as discussed earlier in relation to the sector of credit 

unions, to significant risks (see table 3.4). In order to modernise the non-banking 

sector, the government through the Secretariat of Finance and Public Credit, the 

CNBV and the Central Bank of Mexico, decided to develop a new regulatory and 

supervisory framework for the non-banking system as a whole, including, although 

not explicitly, the microfinance sector. The Popular Savings and Credit Law (see 

CNBV 2001) that was passed by the Mexican Congress on April 30 2001, and 

became effective on June 4, is discussed in the following section. 

Table 3.4 Non-banking institutions by their leeal status 

Authorised to 
Under 

Type of institution receive 
regulation and 

deposits? supervision of 
the CNBV? 

Saving and Credit Associations Yes Yes 
Credit Unions Yes Yes 
Savings and Credit Co-operatives Yes No 
Solidarity Associations No No 
Non-Profit Organisations No No 
Source: Gavito (2002) 

3.2.3 The Popular Savings and Credit Law 

The Popular Savings and Credit Law (or Ley de Ahorro y Credito Popular, in Spanish) 

was part of a wider reform of the financial system in Mexico that took place in 2001, 

after the Mexican Congress amended several laws including the Credit Institutions 

Law; the Financial Groups Law; the National Savings and Public Bank Services 

Law; the Securities Market Law; the National Banking and Securities Commission 

Law, the Mutual Funds Law, and the General Law on Ancillary Activities and 
Organisations of Credit. Most of the amendments focused on eliminated legal 

hurdles for monitoring and supervising financial intermediaries (see table 3.5 for a 

summary). 
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