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Many economists believe that financial market failures are a cause of underdevelopment
and poverty (Aghion and Bolton, 1997; Banerjee and Newman, 1993; King and Levine, 1993;
Townsend 1997). If poor households have high returns from investment but cannot obtain
capital to finance their needs, then they remain poor. For instance, de Mel, Mckenzie and
Woodruff (forthcoming) find that the average real return to capital is 5.7 percent per month
in an experimental study in Sri Lanka.

My research is on the sources and institutional responses to financial constraints. In-
formation frictions are commonly thought to impede finance (Stiglitz and Weiss, 1981) and
collateral is widely perceived to be the fix. The obvious difficulty with lending to the
poor is that they lack collateral — and so pose a high default risk. If the poor have no
collateral of their own, then perhaps alternative repayment incentives can fill the gap. One
possibility is cosigned loans in which borrowers use the collateral of a cosigner to secure
their repayment. Another, pioneered by microfinance institutions like the Grameen Bank,
is group loans: identical loans are made to each person in a group and all are denied future
credit if one does not repay. Existing microfinance schemes aim to reduce poverty and so
are targeted to those financially excluded by the formal lending sector.

My research explores each of these issues in turn. I have studied specific sources of

financial constraints (Klonner and Rai, 2007), the role of collateral provided by cosigners

*www.williams.edu/Economics/faculty /rai.shtml



(Klonner and Rai, 2008), the potential and limits of alternative repayment incentives (Bond
and Rai, 2008; Bond and Rai, forthcoming; Rai and Sjostrom 2004), and the effectiveness
of targeting (Amin, Rai and Topa, 2003; Rai 2002).

My research is on an extremely policy-relevant subject: the role of microfinance in
poverty alleviation. My papers with Sjostrém and Bond take a mechanism design approach
to microfinance. In my current work with Klonner, I search for evidence of the underlying
financial market imperfections that could motivate interventions such as microfinance. I
plan to continue to work at this intersection of theory and empirics.

In what follows I shall first discuss my completed papers, and then my work-in-progress.

0.1 Publications and Working Papers

My research has addressed the following related questions:

1. Are there information frictions in credit markets?  Adverse selection is an informa-
tion friction that has often been assumed in theories of credit markets but has not
been demonstrated empirically. Klonner and Rai (2007) find evidence for this specific
source of financial market failure. We test for adverse selection using a policy exper-
iment in a South Indian financial institution. In particular, we find evidence that
an interest rate ceiling that was imposed in 1993 made it harder for riskier borrow-
ers to take loans — and the relaxation of the ceiling in 2002 had the opposite effect.
This paper makes methodological contributions, such as an attempt to control for the
bias that arises because researchers are themselves uninformed about what the lender

knows about the borrower.

2. Does collateral induce borrowers to repay? It is widely believed, theoretically, that
collateral can overcome information frictions in lending relationships. Yet there is no
good evidence that collateral induces repayment. Klonner and Rai (2008) investigate
how cosigners are a form of collateral. We find that an increase in the number of

cosigners required on a loan reduces the probability of default.



3. Is Grameen’s lending scheme efficient? Sjostrom and Rai (2004) propose a mecha-
nism to understand how institutions like the Grameen Bank can improve repayment
incentives among informed borrowers. We show theoretically how lending schemes
can create social collateral by creating incentives for borrowers to help each other in
hard times. (In contrast, much of the literature bases the success of group lending
on pre-existing social collateral inherent in village economies). We argue that group
lending contracts are too harsh and hence inefficient, and that a more flexible lending
scheme that allows loan officers to collect shared information could instead achieve
efficiency. Armendariz de Aghion and Morduch (2005) relate our theoretical results
to practical concerns about the limitations of group lending. They also discuss how
the Grameen Bank has recently abandoned its widely-copied group lending contract

for a more flexible alternative, Grameen II, in the context of our work.

4. How should informed borrowers share their liability to repay? Bond and Rai (2008)
take seriously the idea that socially sanctioned punishments can be used as a repay-
ment incentive. We compare the effectiveness of cosigned and group loans, both of
which are widely prevalent, when sanctioning abilities are unobserved and differ across

borrowers.

5. Is microfinance inherently fragile? In addition to social sanctions, the threat of deny-
ing future credit is often used to enforce loan repayments in the absence of collateral.
Bond and Rai (forthcoming) investigate how relying on credit denial makes microlend-
ing particularly fragile. If borrowers expect that others will default, and so loans will
no longer be available in the future, then they will default as well. These "borrower

runs" are unlike the depositor runs studied by Diamond and Dybvig (1983).

6. How effective is microfinance in targeting the poor and uninsured? By using detailed
monthly consumption and income data from two Bangladeshi villages before microfi-
nance programs entered, Amin, Topa and Rai (2003) are able to test the effectiveness

of microfinance in targeting not just the poor but also those who are uninsured. We



find no evidence that households who have low consumption levels and lack insur-
ance join microfinance programs. One of the objectives of microfinance is to induce

borrowers to insure each other through its loan contracts (Rai and Sjostrom, 2004).

7. How should anti-poverty programs target the poor? In a paper based on my disser-
tation, Rai (2002), I study how shared information in village economies can be used
by outside microlenders, aid agencies and governments to distinguish poor from rich.
Such efficiently designed targeting schemes can save in administrative costs but are
limited by the hard budget constraints needed to prevent collusion. This paper uses
a mechanism approach to targeting, just as Sjostrom and Rai (2004) use a mechanism

design approach to group lending.

0.2 Work-in-Progress

My research with Stefan Klonner uses unusual data from bidding Roscas (Rotating Savings
and Credit Associations). Roscas are financial institutions in which the accumulated
savings are rotated among participants. In bidding Roscas, the interest rate is determined
by competitive bidding. The bidding Roscas we study compete with both microfinance
institutions and commercial banks to provide consumer credit and small enterprise finance.
We view the peculiarities of their institutional structure as a means to test models of
financial imperfections.!

The data, which was collected directly from the non-bank financial intermediary, in-
cludes several million loans distributed widely over time and space. The dataset is remark-
able for its high frequency (monthly repayments), the geographical coverage (four large

South Indian states), the variation in interest rates (which are determined through auction)

and the macroeconomic backdrop (financial liberalization). Klonner and I have completed

!Unlike Besley, Coate and Loury (1994) and Baland and Robinson (2002) who provide economic argu-
ments to rationalize informal Roscas, our research does not attempt to justify their existence. The Roscas
we study are anonymous and do not rely on internal social enforcement. It is likely that the organized

Rosca sector in South India flourishes because it is less regulated than banks.



two papers using this dataset. In ongoing work we are studying South India’s financial

development through the lens of bidding Roscas:

1. Does finance flow to its highest use? If not, what prevents arbitrage?  Since Rosca
interest rates are determined by local market conditions — and not set centrally as they
would be in a bank with several branches — this dataset provides an ideal opportunity
to investigate financial fragmentation. In preliminary work, Klonner and I find that
we can reject the efficient markets predictions of equal average interest rates over space.
We are exploring this evidence of impediments to financial flows. For instance, we
find that institutional investors take positions in different bidding Roscas and hence
arbitrage in a limited way across space. Our eventual aim is to investigate how
financial fragmentation evolves over time in response to the liberalization reforms

that took place in the 1990s.

2. Are financial failures contagious?  Despite the huge academic and policy interest
in financial contagion, there is little contemporary micro evidence of such contagion.
One reason is that governments sometimes intervene to prevent banks from failing.
Another is that financial institutions are seldom forthcoming about their internal data.
Klonner and I are investigating financial contagion in the non-bank financial sector.
We are compiling a list of financial failure events in South India. We plan to trace the
effects of these failures over time and space by examining interest rates and defaults
in nearby bidding Roscas. The nature of bidding Roscas will make it possible for us
to estimate a willingness-to-pay measure of contagion, as well as to test if there are

borrower runs (Bond and Rai, forthcoming).

3. What are the financial effects of a breakdown in trust? Klonner and I are investigating
the effects of religious riots on financial outcomes in the riot-prone city of Hyderabad,
India.  We test if riots (both local and elsewhere) have contagious effects on the
financial behavior of different religious groups. Since borrowers in our dataset must

provide one or more cosigners, we hope to be able to investigate if trust between



communities is reduced in the aftermath of a riot. Specifically, is there less inter-
religious cosigning of loans as a consequence of religious violence? Does this have
adverse welfare effects through increased fragmentation? This research is funded by

a recent grant from the Harry F. Guggenheim Foundation.

In addition, my work-in-progress includes a project with Shamika Ravi on health insur-
ance in India. We are using internal claims data from the health care provider to investigate
if women who borrow from microfinance programs are empowered in their health seeking
relative to women who are spouses of borrowers. We are in the process of investigating
the reasons for an intriguing preliminary finding: a man is more likely to utilize health

insurance acquired through his wife’s loan than a woman is through her husband’s loan.
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