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Abstract

As an emerging economy with large population, China faces many problems in
its social and economic structure. Microfinance is a very important way in balancing
the development of regional economies, narrowing the gap between the rich and the
poor, encouraging agriculture and the small-micro businesses, and guiding private
capitals to right directions. As compared with traditional loans, microfinance provides
elusive advantages of being small, scattered and fast. With supports of China’s
national policies in 2008, microfinance developes rapidly in the country. Meanwhile,
traditional methods of credit risk control, usually involving detailed and
time-consuming procedures in due diligence and approval, cannot be easily applied to
those small, disperse and rapid loan requests in microfinance. Thus, this thesis aims to

investigate and develop methods of credit risk control suitable for small loans.

Methods for credit risk control depend not only on national policies but also on
related structure on corporate governance of small loan institutions, matching their

innovative systems for credit risk control.

On the basis of the above issues and current developments of the small loan
business in China, this thesis studies innovative methods of credit risk control for
small loan business and discusses suitable structure for corporate governance in

microfinance.

I invested in 2 small loan companies and 1 rural bank in the past 4 years. | also
participated in managing one small loan company. According to my experiences,
regional characteristics of small loan companies provide important conditions for
innovating methods of credit risk control in microfinance. In my invested small loan
institutions, their businesses are limited to respective regional areas. Their cost on
collecting soft information is low as compared with branches of large commercial
banks. It is because it is convenient for the small loan institutions to develop social
and business networks in a small area. The soft information includes reputation,

management ability and diligence degree of a borrower. On the other hand, small loan



borroewrs are mainly agriculture-related and/or handicraft small-micro firm. These
firms do not have a well-developed system for financial management and even
reliable financial records. These borrowers may have no suitable assets serving as
collateral and no third-party guarantee, which both are bases of “hard” information in
lending. Hence, relationship lending based on soft information is a primary way of

effective risk control in small loans.

First, this thesis investigates application of relationship lending in microfinance
institutions, testing the predictive ability of relationship lending on the small loan

default risk, and testing its impact on the performance of those institutions.

Second, this paper identifies a suitable governamce arrangement suitable for
small loan institutions. It can reduce agency cost, motivate credit officers to take
advantage of "soft information™ to control credit risk, and improve the performance of

microfinance institutions.

There are two main findings in this thesis. First, the use of soft information can
help credit managers assess lendng loan risk and make proper lending decision. In
particular, soft information can significantly affect interest rates to be charged and the
degree of satisfaction of loan applicants. Soft information based on the credit
relationship can effectively forecast a borrower's overdue isk. Second, this paper finds
that moderate decentralization stringly linked with soft information. With higher
degree of decentralization to credit staff in small loan organizations, credit decisions
are more dependent on soft information. Meanwhile, this thesis finds that, if a small
loan institution has higher degree of decentralization, its overdue loan ratio is lower

and its operating performance is better.

Key Words: Small Loan; Relationship Lending; Soft Information; Risk Control,

decentralization.
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