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Loan officers implicitly penalized when good borrowers graduate

@ 80% of MFIs reward loan officers based on size of portfolio and default (MIX Market)

e Amounting to 28% of avg. compensation (McKim and Hughart, 2005)

We present evidence that this compensation scheme causes loan officers to impede graduation
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Context

@ Experiment in collaboration with Fondo Esperanza — largest MFI in Chile
@ Two primary loan products:
e Joint liability loan
o Graduation loan
o JL loan officers were not forthcoming with endorsements for whom to graduate

e Each loan officer only manages one type of loan product

e Loan officers rewarded based on size of their portfolio, number of borrowers, risk
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Experiment Overview

Project Question: Are loan officers strategically withholding endorsements?

Two changes in compensation to turn-off, and then reverse, penalty for graduation

e Evaluate in terms of how many endorsements loan officers willing to make

e Evaluate in terms of predictive value of endorsements on borrower performance

Findings

e We find that small compensation changes induced meaningful increase endorsements

o Loan officers were withholding endorsements for best borrowers

Fondo is special, but the compensation scheme is ubiquitous
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@ Incentives in social organizations

o Ashraf, Bandiera, Jack (2014), Ashraf, Bandiera, Davenport, Lee (2019), Berg, Ghatak,
Manjula, Rajasekhar, Roy (2019), Desarranno (2019)
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Fondo Borrowers

@ 120K borrowers, 100 million USD portfolio, 56 branches in Chile
@ Borrowers' businesses

o Almost all are sole proprietorships
e Over half in retail, remaining between manufacturing and services

e Median monthly profits USD 506, median HH income USD 950

@ Poverty line in Chile USD 241 per person
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@ Impediments to recommendations

@ Compensation structure until Feb 2019- Rewarded based on # clients, portfolio size, default
@ Minimum group size requirements
© Concerns about group cohesion

Project Question: Do impediments cause loan officers to strategically withhold endorsements?

e Mitigation - reduce/turn off penalty to recommendation
@ Financial penalty of graduation phased in over six months
@ Loan officers given one cycle to replace borrowers
© Graduated borrowers allowed to attend group meetings

@ Recognition - provide a positive incentive recommendation
e Bonus for endorsements that are approved and ex-post reliable
e Penalty for endorsements that are approved and ex-post unreliable
e Size of the incentive: 1 good recommendation =
{Day Off, 3 sleeping bags, 3 bluetooth headphones...}

Optimal design?
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Survey

Incentive

Baseline survey = November 2018 for ALL loan officers
- 1 question: do you recommend this borrower for graduation to an
individual liability loan
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Pre-mitigation survey = Feb 22, 2019 for random half (122) loan officers
- 1 question: do you have any new endorsements to provide for graduation
to individual liability?
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Pre-mitigation survey = Feb 22, 2019 for random half (122) loan officers
- Note: same incentive scheme as baseline
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Randomization

- whether LO provides endorsements the week before the announcement
(and then right after)

- or whether LO provides endorsements ONLY 2 days after

Identifying assumption — nothing else changed in intervening week other

than the incentives
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Post-recognition survey = April 5, 2019 for ALL (240) loan officers
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Results

e Mitigation and Recognition significantly increased number of borrower endorsements

o Compared to baseline: 11% increase

e Compared to prior to our study...(Can't divide by 0)

@ Value of endorsements

e Baseline endorsements are not predictive of repayment in graduation loans
e Borrowers endorsed in mitigation and recognition exhibit no default in graduation loans

e Suggests loan officers were impeding graduation of most qualified borrowers

@ Postscript: Fondo reorganized such that a single manager oversaw both portfolios
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