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Abstract
Non-bank financial institutions complementary to financing for small, medium and micro
enterprises, microfinance companies have provided good financial support for “Three Rural Issues”,
small, medium and micro enterprises and private economy through the differentiated “small,
disperse, flexible and convenient” financial services. While effectively expanding the coverage of
financial services, they have played an active role in stabilizing interest rate of private lending, and
the financial market. Resulting from the current fragility of Chinese credit environment and
microfinance business, however, the convenient and efficient Chinese microfinance serviceis
subject to frequent risk events. The increasingly prominent negative effects have put the survival of
microfinance companies at stake, raising the alarm to their risk management and imposing new
challenges onthe regulators. According to economic theories, “The bounded rationality of financial
entities and the interestedness of individuals under the market economy make credit risk inevitable.
For this reason, people haven’t found a preventive and control measure that can effectively reduce
the occurrence frequency and extent of loss of credit risk by far.” Therefore, it’s imperative to
innovate onthe credit risk management of microfinance companies both from the perspective of
theoretical exploration and from the perspective of risk management of microfinance companies.
Based on the theoretical basis of asymmetric information theory and credit risk management
theory of business management theories, this paper unfolds the following researches on the credit
risk management mechanism of microfinance companies.
Firstly, the typical fragile credit environment Chinese current microfinance companies
confronted in development is analyzed through a comparison of domestic and foreign credit
environment. Externally, weak economic foundation of customers, lack of credit records, narrow
inquiry channels, and numerous, disperse influencing factors make it difficult, time-consuming and
strenuous to evaluate. Internally, human resources bottleneck, nonstandard business operations, and
lack of state provisions in regard to organizational nature determination and regulation have
generated the concept of “dual-role player” of microfinance companies. That’s to say microfinance
companies are always required to play two roles in operations management: creditor and market
participant. As a creditor, microfinance companies need to constantly identify, analyze, evaluate
and predict the risk factors influencing the safety of claimable assets, so as to make correct loan
decisions and thus proactively prevent and effectively avoid the risks in loan businesses. As a
market participant, microfinance companies are subject to market supervision and market
regulations, actively preventing and undertaking losses brought by corresponding legal
responsibilities.
Secondly, on the basis of theoretical review analysis and from the stakeholder perspective,
credit risk can be controlled from the entity, the customer and the environment. The particularity
and causes of credit risk of microfinance companies are analyzed, wherein the entity is reviewed
through internal management. The absence of property owner and incompleteness of internal
I

governance mechanism, incentive mechanism and restriction mechanism give particularity to
microfinance credit risk. The customer and the environment are reviewed from external
management. Undefined nature of microfinance companies by the state, inadequate guidance and
multiple regulators, low awareness on social reputation and low risk awareness of the borrower
increase the credit risk. The generation mechanism of credit risk management is systematically
summarized and extracted.
Thirdly, the credit risk management mechanism of microfinance companies is explored and
analyzed through expert argumentation and objective questionnaire-based survey analysis. It’s
found that asymmetric information among credit entities is the root cause of microfinance risks. The
behavior characteristics of different stakeholders of microfinance companies are summed up from
the perspective of asymmetric information, and corresponding internal and external game models
are built via information transmission mechanism. The Perceived Quality of Company Risk control
behaviors and violation regulation are further analyzed for systematic analysis on credit risk
management of microfinance. The Chinese characteristic risk operation mechanism and supervision
system of microfinance companies are thereby theoretically enriched and improved.
Fourthly, the credit risk management ability of microfinance companies is scientifically
defined through expert argumentation and objective analysis in light of the multiple internal and
external factors and systematic complexity of credit Perceived Quality of Company Risk control of
microfinance. It’s further divided into credit risk identification management ability and credit
Perceived Quality of Company Risk control ability based on the meaning of comprehensive risk
management. After a systematic review on domestic and foreign research findings, this paper
identifies the key influencing factors of credit risk management ability of Chinese microfinance
companies, and unfolds an in-depth study on the mechanism of action of these factors. A
preliminary theoretical model framework of influencing factor composition and logical relationship
of credit risk management ability of microfinance companies in a fragile credit environment has
been built, and the eight scales including, Perception of Policy Support, risk management ideas and
credit risk management ability have been developed based on this model framework. On the basis
of qualitative theoretical derivation, the key influence model of credit risk management mechanism
of microfinance companies has been established, in which Perception of Policy Support and credit
risk management ideas are taken as independent variables, credit risk identification ability and
credit Perceived Quality of Company Risk control ability taken as dependent variables, key
influencing factors like risk management strategy, risk management organization structure, risk
management data, IT system and HR management ability taken as mediating variables, and the
hypothetical relationship among the variables is defined.
Lastly, the 30 typical microfinance companies in Chongqing and certain West China cities are
taken as research objects to verify the model and hypothesis through case analysis method, and
empirical findings provide good support to the hypothesis. The research findings reveal that risk
management strategy, organizational structure of risk management, competence of risk management
personnel, risk management data and IT system are the key influencing factors of credit risk
management ability of microfinance companies, powerfully driven by government support
externally and by risk management ideas internally. Through the key influencing factors of credit
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risk management ability of microfinance companies, government support and risk management
ideas play an indirect, positively driving role to credit risk management ability. Measures for
strengthening credit Perceived Quality of Company Risk control of microfinance companies are
finally explored internally and externally based on risk causes of microfinance, including improving
laws and regulations, expanding and invigorating financing channels, perfecting regulation
mechanism and introducing insurance mechanism. The two-layer synergic regulation system of
strengthening internal-external coordination in stages for the purpose of spreading and transferring
credit risk, and corresponding strategies and policy suggestions for effective promotion of
sustainable development of microfinance companies are proposed.

Keywords: Microfinance companies; asymmetric information; credit risk; fragile credit, risk
management mechanism
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Chapter 1 Introduction
1.1 Research Background and Significance
1.1.1 Research Background
The financing difficulty of small, medium and micro enterprises and individual business
owners and in agricultural fields has long been a common challenge in the course of
economic and social development worldwide. Without a doubt, the microfinance companies
have brought a ray of hope to the resolution of this challenge. Since the pilot program launch
in five provinces (districts) in 2005 and the pilot program promotion nationwide in 2008,
market-driven commercial microfinance institutions established as private capital investments
have undergone rapid development, expanding in number of companies and in amount of
loans. The number of companies had grown from less than 500 at the end of 2008 to 8,922 by
the first quarter of 2015 nationwide, with a year-on-year increase of 12.14%; the amount of
loans had amounted to RMB 592.168 billion with a year-on-year growth of 51.25%, and
employees had increased to 109,948 by the end of 2014. Non-bank financial institutions
complementary to financing for small, medium and micro enterprises, microfinance
companies have provided good financial support for “Three Rural Issues”, small, medium and
micro enterprises and private economy through the differentiated “small, disperse, flexible
and convenient” financial services. While effectively expanding the coverage of financial
services, they have played an active role in stabilizing interest rate of private lending, and the
financial market.
Despite of the robust loan demand of Chinese small and medium enterprises, Chinese
microfinance companies are constantly plagued by problems amid rapid development,
delivering overall poor performance in the past two years in particular. The microfinance
industry is prominently chaotic. The investment strategy report on microfinance industry
issued by the Prospective Industry Research Institute reveals that the microfinance companies
in China had amounted to 8,791 by the end of 2014, with an increase of 952 companies from
7,839 companies in 2013 and a growth rate of 12.14%. New loans in 2014, however, only
grew by RMB 122.8 billion, marking a decrease of RMB 104 billion from RMB 226.8 billion
in 2014 and a drop of 45.86%.The whole microfinance industry is subject to frequent risk
events. In 2014, the 16% percentage of loss was so high that it caused the attention of foreign
media. Interfax reported in January 2015 that Chinese microfinance companies kept closing
down as the banks had stopped granting loans to them for a long period of time. A total of 58
microfinance companies had shut down in the fourth quarter of 2013 alone. According to the
surveys conducted by the microfinance industry associations, a large number of microfinance
companies will face business discontinuation or shutdown in 2015.
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The reason for this is the increasingly challenging surviving environment of Chinese
microfinance companies under the new economic normal. At the bottom of the financial
industry chain, they are exposed to credit risk of financial institutions in the banking industry.
With limited capital channels and poorly-defined development orientation, Chinese
microfinance companies can only depend on contributions by major shareholders and
financing from the other two banking institutions. As the risk guarantee system is yet to be
improved, they may easily go bankrupt for inability to withstand the risk of bad loans.
To be more specific, it may due to the overall “fragile environment” of the industry,
namely, the uncertainty of customer groups and policies. It can be distinctively seen in minor
and disperse customers. The customer groups are mainly individual business owners with less
than RMB 1 million, small and micro enterprises, and low and medium income earners. Most
of them are bank marginalized groups with a small scale and a weak economic foundation.
With unopened production and business processes, and non-standardized financial system,
they don’t have a meticulous plan in loan application and loan repayment; they lack and pay
little attention to credit records; together with limited inquiry channels and difficulty in
security guarantee evaluations, microfinance companies are generally subject to high interest
rates. Resulting from the weak real economy, effective demand has dropped. Microfinance
companies are holding onto over-debt customers, finding it difficult to land benign customers
amid keen competition, undertaking huge external negative pressure. Because of serious
homogeneity and chain operation among customers, microfinance companies enjoy relatively
low profitability and face increasing industry risks; with no state provisions in regard to
organizational nature determination and regulation, microfinance companies are not well
regulated; Meanwhile, customers are engaged in unopened economic activities, making credit
management personnel impossible to effectively keep abreast with their business operations,
creating regulatory problems in after-loan management. With inadequate internal
management, some companies fail to keep up with loan expansion in capacity building,
causing broken capital chains and frequent illegal activities and frauds. Therefore, the whole
industry is faced with intensifying competition and hidden credit risk. The common excessive
credit expansion of the Chinese financial market is due to the still intense liquidity of the
current market. The Internet enterprises stepping into the scene has further heated up the
industry competition. Since 2014, Chinese Internet enterprises have started to enter the
financial arena. Internet giants represented by Alibaba and Tencent have successively
established private banks, and Baidu, Jingdong and VIP have founded small loan enterprises
one after another. As the economy may be faced with systematic financial risks in
development, it’s particularly important for private microfinance companies to start credit risk
management. Therefore, how to explore credit Perceived Quality of Company Risk control
and differentiated regulation on microfinance companies based on their fragile credit standing
and business features, so as to effectively promote “standard procedure, efficiency
improvement, big data Perceived Quality of Company Risk control and business information
refinement”, and realize self-regulation and sustainable development of the industry and
2

better service the local economy has become a major theoretical and practical issue to tackle
for Chinese microfinance companies.
In view of the particularity of behavior characteristics of microfinance credit risk entities,
this paper adopts the analysis framework of asymmetric information theory. For the purpose
of credit risk identification and evaluation and risk management mechanism innovation of
microfinance companies, this paper introduces the “information game theory” and dynamic
thinking into Perceived Quality of Company Risk control system management of
microfinance companies, and explores the internal complexity of credit risk generation and
risk management innovation. According to the asymmetric information theory, market
economic entities often conduct related activities based on information on their hands which
is usually asymmetrically distributed. This unbalance of information distribution is called
asymmetric information. Restricted by objective conditions, asymmetric information
generally exists over a long period of time in any system, and puts the information
disadvantaged party into a selective disadvantage. In consideration that the microfinance risk
entities are typically subject to asymmetric information, this widely applied and verified
theory can offer a convincing explanation on market disorders and frequent credit risks. The
asymmetric information theory can further help microfinance companies coordinate the
interests of stakeholders, implement effective credit Perceived Quality of Company Risk
control and management, and realize sustainable development through Perceived Quality of
Company Risk control ability development, compliant management, self-supervision and selfcontrol.
1.1.2 Research Significance
1.Theoretical Significance
Innovation on academic thoughts. World economic crises or financial crises in history
are almost most directly reflected in insufficiency of risk management. Against slowed
development under the new normality, the Chinese economy is now faced with risks.
Distinctively different from foreign microfinance companies, Chinese microfinance
companies are also confronted with credit fragility not seen in traditional finance. Through
information economics and experimental economics approaches, this paper has established
the credit risk game model of microfinance companies under fragile credit conditions to
systematically explore the microfinance credit risk mechanism. From the perspective of
Perceived Quality of Company Risk control, this paper has further developed a credit risk
identification, control and operation mechanism. No systematic theoretical system of credit
risk identification, control and operation mechanism of microfinance companies applicable to
China has been developed at home and abroad.
Innovation on viewpoints. Now that Chinese microfinance companies are developing in
a fragile environment and credit risk entities are typically subject to asymmetric information,
the managers should take default probability, default exposure, default losses and other
aspects into full consideration, and give better play to the role of big data by incorporating
data possession (scale, dimension, activity) and information disclosure; and a differentiated
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risk management mechanism should be designed. To give full play to its role in promoting
and servicing the national economy of microfinance companies, the microfinance industrywill
inevitably undergo the survival of the fittest, enhance the awareness of crisis and strengthen
risk management. The improvement of Perceived Quality of Company Risk control and
management ability is the inevitable path for microfinance companies to develop core
competitiveness and maintain sustainable development under the new economic normality.
Distinctively different from foreign microfinance companies, Chinese microfinance
companies must adopt corresponding strategies at specific development stages. At the starting
and preliminary stages, microfinance companies should insist on the practice-based
innovation and tolerance principle in risk management. In need of more national polices for
guidance, the companies are required to innovate, and prevent credit risk concentration and
spreading. With the exploration and continuous development of the industry, internal
management and the two-layer synergic regulation system of internal-external coordination
can be gradually standardized and improved to realize long-term sustainable development.
2.Practical Significance
Further based on the big data and system platform, this paper will combine analytic
hierarchy process and other data mining methods with business management practice to
explore credit risk management innovation of microfinance companies in the fragile credit
environment, and verify the effectiveness thereof through practical data in the follow-up study.
Countermeasures and suggestions on the improvement of credit risk management of
microfinance companies will be put forward in view of the problems and mechanism of
microfinance under the new situation.
1.2 Research Purpose and Contents
1.2.1 Research Purpose
Real economic activities are often exposed to asymmetric information and there is no
exception in the microfinance market. On the basis of the asymmetric information theory,
therefore, this paper unfolds an in-depth study on how the credit risk, credit risk sources,
Perceived Quality of Company Risk control ability and business risk management are related
to each other. Through empirical analysis, the paper verifies how important they are to the
sound development of microfinance market. Hence, this study is designed to solve the
following problems:
Firstly, microfinance companies have long been considered emerging “grassroot
financing” providers, subject to inadequate guidance and organizational nature yet to be
further defined. Consequently, it’s imperative to have an objective in-depth understanding of
and analysis on the nature and development conditions of Chinese microfinance companies.
Secondly, the differences in national conditions and development stages have given
microfinance companies diversification in property right modes and organizational forms.
Operated under different modes, microfinance companies are characterized by distinctive
features. In light of the forms and characteristics of asymmetric information among credit risk
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entities, game analysis is conducted in respect of the entity behaviors. The behavioral
decision-making of loan entities driven by interest is explored to provide theoretical basis for
credit risk management of microfinance.
Lastly, in consideration of deviations of practice from theoretical models, this paper has
further unfolded empirical research on typical microfinance companies in major cities and
explored their risk management ability development, management mechanism and innovation
based on credit risk management ability development and risk management relation
mechanism design, so as to provide decision-makers with suggestions in respect of enhancing
credit risk management ability.
1.2.2 Research Contents
Firstly, nature of microfinance companies. As per purpose and interest rate differences,
microfinance companies can be categorized into welfare microfinance companies, public
benefit microfinance companies, and commercial microfinance companies. Commercial
microfinance companies are loan service providers maintaining break-even in the form of
business operation and taking profits as an important index to service a wider range of groups
including enterprises. Most Chinese microfinance companies fall into this category.
Secondly, the fragile credit environment microfinance companies faced in development.
Most customer groups of Chinese microfinance companies are bank marginalized groups with
a weak economic foundation. With nonstandard financial system, these customers have no
formally disclosed standard financial statements; paying little attention to credit, they lack
credit records; the exclusion of customers in the Central Bank credit reference system, and the
lack of interconnection among credit reference systems have provided simplex and limited
reference check channels. Further restricted in capital and staffing, microfinance companies
seldom adopt security guarantee, and are at a disadvantage in terms of information. Without a
credit evaluation method and system, this is a typically fragile credit environment not
conforming to the complexity and diversification of risk features and variable inputs required
by a modern credit risk evaluation model or method.
Thirdly, increasingly prominent problems of commercial microfinance companies and
credit risk becoming the main risk of credit and loan risks. In the current fragile credit
environment of China, Chinese commercial microfinance companies are presented with a
great number of challenges in survival and development. On the one hand, the new
commercial microfinance companies are faced with the bottleneck post rapid development,
and need to further enhance macro control on the industry because of no defined guidance on
nature determination and operability; on the other hand, microfinance companies mostly issue
loans in the form of credit and select the borrowers in an extensive and combined manner.
Now credit risk arising from customer default is the greatest risk of microfinance companies.
It can be construed in two aspects: first of all, the risk of losses resulting from default by the
borrower; second of all, the possibility of losses to loan portfolio because of possible changes
in the borrower’s credit level and contractual ability. The root cause is asymmetric
information among loan entities. It’s possible that the borrower is forced to break the contract
5

or the borrower and the lender conspire for lack of credit and lead to the borrower’s rejection
to fulfill contractual obligations out of inability. Profit-oriented, microfinance companies may
be engaged in such illegal activities as capital flight, disguised savings absorption, illegal loan
grants to stakeholders and state restricted industries, usury and violent debt collection. There
is an increasing number of companies go out of business because of bad management. Hence,
microfinance companies are faced with difficulties and challenges in credit risk management.
Fourthly, the credit risk management mechanism of microfinance companies in need of
innovation. In the current fragile credit environment, the microfinance market is a typical
market of asymmetric information. It’s characterized by one of the distinctive features of
inaccessibility of strong information and the indiscernibility of weak information. Small loan
risk management is a complex system featuring a number of participants, power imbalance
and relative asymmetric information. In a fragile credit environment, there is no complete
information and complete competition. The contract design of traditional finance companies
aimed to overcome adverse selection and ethical risk fails to effectively alleviate market
asymmetric information of microfinance companies.In light of the experience of credit risk of
microfinance companies from the perspective of asymmetric information and based on the
interest game models among such stakeholders as microfinance companies, borrowers,
lenders and regulators, therefore, this paper explores the credit risk generation mechanism,
accordingly designs scientific credit risk identification and evaluation system and pre-warning
control mechanism, and enriches the Chinese characteristic pre-warning theory mechanism
and regulation theory system.
Fifthly, this paper identifies the key influencing factors of credit risk management ability
of Chinese microfinance companies while systemizing the domestic and foreign research
achievements, and unfolds an in-depth study on the mechanism of action of these factors. A
preliminary theoretical model framework of influencing factors and logical relationship of
credit risk management ability of microfinance companies in a fragile credit environment has
been built, and the eight scales including Perception of Policy Support, risk management
ideas and credit risk management ability have been developed based on this model framework.
On the basis of qualitative theoretical derivation, the key influence model of credit risk
management mechanism of microfinance companies has been established, in which
Perception of Policy Support and credit risk management ideas are taken as independent
variables, credit risk identification ability and credit Perceived Quality of Company Risk
control ability taken as dependent variables, key influencing factors like risk management
strategy, risk management organization structure, risk management data, IT system and HR
management ability taken as mediating variables, and the hypothetical relationship among the
variables is defined.
Lastly, application of risk management. Distinctively different from foreign
microfinance companies, Chinese microfinance companies must adopt corresponding
strategies at specific development stages. At the starting and preliminary stages, microfinance
companies should insist on the practice-based innovation and tolerance principle in risk
6

management. In need of more national polices for guidance, the companies are required to
innovate, and prevent credit risk concentration and spreading. With the exploration and
continuous development of the industry, internal management and the two-layer synergic
regulation system of internal-external coordination can be gradually standardized and
improved to realize long-term sustainable development.
1.3Research Methods and Technology Roadmap
1.3.1 Research Methods
Based on the research object of microfinance companies, this paper adopts the following
methods to explore innovation on credit risk management mechanism:
(1) Document analysis method. The domestic and foreign documents in regard of credit
risk of microfinance companies are surveyed to look into the credit Perceived Quality of
Company Risk control theories and methods, and figure out the differences and
commonalities of risk management between domestic and foreign microfinance companies.
The credit risk theories and methods of domestic microfinance are further reviewed and
extended to define the concepts and features of small loan credit risk management, and risk
management research. Proceeding from the perspective of stakeholders, this paper reviews
relevant theories and documents, and summarizes the viewpoints for credit risk management
of microfinance companies based on the game theory and asymmetric information theory.
Hence, this paper provides a reasonable theoretical basis for further research on credit risk
management mechanism of microfinance companies in light of Chinese conditions.
(2) Survey research method. Through questionnaire-based survey, in-depth interview,
small seminar and other approaches, investigation has been conducted on Chongqing local
and certain nonlocal microfinance companies. The investigation is designed to understand the
project credit risk management process and method of microfinance companies, further
identify the status quo and key problems of credit risk of Chinese microfinance companies,
and figure out the manifestations and root causes of the fragile credit environment. It’s
ultimately to lay a solid practical foundation for this subject research.
(3) Comparative analysis method. The differences in credit Perceived Quality of
Company Risk control and prevention models of domestic and foreign microfinance
companies are compared as per certain standards; meanwhile, a comparative analysis on the
organizational features and risk management features of small loan business credit risk
prevention and control system of Chinese commercial microfinance companies and financial
institutions is conducted. These efforts are to accurately identify the commonalities and
differences of credit risk of microfinance companies, and lay a fundamental theory framework
for the innovation of targeted credit risk management of microfinance companies.
(4) Qualitative and quantitative analysis methods. Qualitative study is mainly document
research and theoretical exploration. While reviewing the domestic and foreign research
documents in regard of credit risk, the researcher identifies and analyzes the credit risk
sources of microfinance companies, define credit risk and risk management framework. The
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sources and causes of credit risks, and how the credit risk ability of microfinance companies
interacts with their risk management ability are studied to put forward hypotheses and
establish theoretical models.
Quantitative study is about questionnaire design, survey and statistical analysis. On the
basis of the asymmetric information theory, the behavior characteristics of microfinance
companies in the process of credit loan are extracted to establish a corresponding game model.
The relationships among the factors of the research object are determined through formula
transformation, so as to analyze the behavioral game features of the stakeholders of
microfinance companies in a fragile credit environment in the credit process, and figure out
the credit and loan information transmission mechanism in reality. Measurement scales of
credit risk and related variables of microfinance companies are then designed and improved
based on the proposed research hypotheses.An empirical analysis is conducted on the data
through correlation analysis, regression analysis and structural equation method to verify and
form the measurement scales of the concepts, and validate the research hypotheses in the
research model. More quantitative and modeling analysis methods should be adopted to
resolve the credit management mechanism problems of Chinese commercial microfinance
companies.
(5) Systems analysis method. Systems analysis method is a method to study the research
object in a systematic form based on the systematicness of the object. It’s a scientific method
based on the whole, planning as a whole and dialectically unifying the whole and the parts.
Guided by the systems theory, this study takes the microfinance companies as a system to
explore the complicated interactive relationships among the internal and external environment,
different levels and influencing factors of risk management. Adequate data is collected to
objectively and comprehensively consider the credit risk management of finance companies
from the interaction and inter-constraint among the whole and the individual, individuals, the
whole and the environment as per the variation pattern of systematicness. The successful
experience in risk management of domestic and foreign banks and guarantees is used for
reference in respect to the innovation and countermeasure suggestions on credit risk
management mechanism of commercial microfinance companies in the fragile Chinese credit
environment.
1.3.2 Technology Roadmap
This research process is divided into four stages as per the following technology
roadmap.

8

Key research problem establishment

Theoretical
preparation for
literature review

Microfinance policies
Summary of microfinance
policies of governments at all
levels

Status quo of microfinance

Survey on status quo of
microfinance credit risk

Literature review
Domestic and foreign
microfinance credit risk
analysis

Internal stakeholders

Research hypothesis
model establishment

Stakeholder behaviors
Stakeholder credit
risk behavior
game and
transmission
mechanism

External stakeholders

Information transmission
mechanism

Model testing,
modification and
improvement

Sustainable development
goals of microfinance
industry
Entity

Feed
back
verif
icati
on

Govern
ment
regulati
on

Microfinance credit risk ability identification and
hypothesis
Hypothesis testing

Customer

Environment

Credit risk management innovation of microfinance

Practical
application

Internal system design and external policy suggestions for microfinance companies under fragile credit conditions

Figure1-1 General Framework of Research
Traditional economic analysis is based on the hypothesis that “economic man” has
complete information. In the real economy, however, asymmetric information is normal.
That’s to say the economic entities have greatly different information on their hands. No
economic entity possesses complete market information and the market is always manifested
in one particular economic entity possessing the information. The microfinance companies
market is a typical asymmetric information market. The credit risk in the credit and loan
market originates from asymmetric information. In other words, the borrower and the lender
can’t have information of the same quality and quantity. While the borrower has a clear
understanding of his own business conditions, capital use, risk conditions and other facts, the
lender finds it difficult to gain truthful information.
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This paper unfolds the study on credit risk management mechanism of microfinance
companies based on the asymmetric information theory in combination of stakeholder theory
and relationship banking theory according to organizational features and business operation
features. The train of thought of the study is as follows:
Stage one: The particularity and causes of credit risk of microfinance companies are
analyzed to point out that credit risk arising from customer default is the greatest risk of
microfinance companies under the current framework of policies and regulations.
Stage two: The credit risk management mechanism is specifically analyzed based on the
behavior characteristics of different entities in consideration of the nature of microfinance
companies, and credit risk generating from the entity, the object and the environment. The
credit risk game model and credit risk management ability improvement model of
microfinance companies are built on the information asymmetry of stakeholders, forming the
basic framework for credit risk management.
Stage three: As theoretically required, the large sample questionnaire-based survey is
adopted. A small scale pretest is first conducted to verify the reliability and validity of scale
tools, and the items are then refined based on the results to ensure the validity of all scales.
Field research, open interview and questionnaire-based survey are subsequently unfolded to
organize and analyze to data collected through related statistical methods. The model is
studied to verify the rationality of hypothesis via repeated fitting and corrections.
Stage four: The suggestions on strengthening system development and policy issuance
for credit risk management of microfinance companies are finally put forward on the basis of
the abovementioned theoretical research and empirical research from the perspective of
internal and external coordination.
1.4 Structural Arrangement of the Paper
This paper is elaborated in six chapters, structured as follows:
Chapter 1 is an introduction to the research topic background and significance, research
purpose, research contents and research methods.
Chapter 2 is literature review. After a survey and analysis on the current literatures, the
concepts and sources of credit risk, the relationships of credit risk identification, control and
supervision are systematically introduced. The problems in respect of credit risk management
research are reviewed, and the basic theoretical basis for credit risk management of
microfinance companies is expounded. Finally, the types and features of credit risk of
microfinance companies are defined through a comparison of domestic and foreign small loan
models.
Chapter 3 touches on credit risk cause analysis and basic framework of credit risk
management of microfinance companies.
From the stakeholder perspective, credit risk can be controlled from the entity, the
customer and the environment. The particularity and causes of credit risk of microfinance
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companies are analyzed, wherein the entity is reviewed through internal management. The
generation mechanism of credit risk management is systematically summarized and extracted.
On the basis of asymmetric information theory,the behavior characteristics of different
stakeholders of microfinance companies are summed up through the game theory, and
corresponding internal and external game models are built via information transmission
mechanism. The Perceived Quality of Company Risk control behaviors and violation
regulation are further analyzed, theoretically enriching and improving the Chinese
characteristic risk operation mechanism and supervision system of microfinance companies.
Chapter 4studies the credit risk, the interaction relationships between the credit risk
causes and business performance of microfinance companies. First of all, the relation
hypothesis of diversified credit risk causes and risk management ability is put forward. The
theoretical model of interaction relationships of “credit risk causes of microfinance
companies—credit risk identification and evaluation of microfinance companies—credit
Perceived Quality of Company Risk control” is established. Second of all, measurement
scales are developed on the basis of operational definitions of related concepts. The
influencing factors of credit risk of microfinance companies are first explored through
questionnaire-based surveys and expert interviews to define the meaning and particularity of
different dimensions of credit risk. The measurement items in regard to related concepts are
designed through document research and the preliminary questionnaire about the causes of
credit risk is developed. A pretest on the questionnaire is then conducted and the formal
questionnaire is refined from related measurement items. The official survey is finally
unfolded to verify the reliability and validity of the measurement scales.An empirical test is
conducted on the theoretical model and hypothesis through correlation analysis and structural
equation model.
Chapter 5 explores the mechanism of action of the relationships between credit risk
ability factors and credit risk management mechanism of microfinance companies. The
connotations of credit risk management and how they are related to credit risk management
mechanism are first analyzed, and then the theoretical hypothesis of regulating effect between
risk management ability factors and risk management relations on this basis is proposed to
construct the theoretical model. In empirical analysis, the dynamic risk management
dimension and measurement scales are first established to test validity; the hierarchical
regression method is then adopted to verify the mechanism of action of the relationships
between credit risk ability and risk identification and evaluation, and Perceived Quality of
Company Risk control.
Chapter 6 describes the contributions and limitations of this paper. The main conclusions
and innovation points of the study are summarized based on the research and analysis of the
previous three chapters to point out the management suggestions of this research. The
shortcomings of this research and future research directions are finally stated.
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Chapter 2 Theoretical Basis and Literature Review
Recent years may see the microfinance companies confronted with risks similar to
subprime loans. Inadequate credit risk management has led to increased risks and about 80%
of microfinance companies going out do business or subject to semi-shutdown. Therefore,
increasing researches on credit risk management mechanism of microfinance companies is
important to the survival and development of microfinance companies, and to the
advancement of sustainable development of the industry. The wide attention from
increasingly more domestics and foreign scholars is mainly concerned the following aspects.
2.1 Credit Risk Management Research of Microfinance Companies
2.1.1Concept Definition and Features of Credit Risk
1. Concept Definition of Credit Risk
Credit risk was first mentioned in 1800 B.C. in the humiliating description of loan
default and credit regulation provisions in the Code of Hammurabi (Homer&Sylla, 1996). As
to the definition of credit risk, there always have been different opinions which can be
concluded into two categories: (1) traditionally speaking, credit risk is the possibility of
potential losses caused to the lender arising from the borrower’s failure to repay the principal
and interests on time. Credit risk is only concerned with the losses caused by the borrower’s
default and only occurs in default. Therefore, credit risk is also known as default risk or loan
risk. (2) Modernistically speaking, credit risk can be construed in two aspects: first of all, the
risk of losses resulting from default by the borrower; second of all, the possibility of losses to
loan portfolio because of possible changes in the borrower’s credit level and contractual
ability. While the former emphasizes that whether default occurs, the latter stresses the
potential changes of quality value of credit assets and is usually referred to as credit spread
risk.
By nature, credit risk can be divided into forced default risk and intentional default risk.
Forced default risk is the risk that the borrower is forced to default resulting from force
majeure factors, where both the borrower and the lender suffer huge losses. Intentional default
risk refers to the risk that the borrower or the lender refuses to fulfill its contractual
obligations while it’s fully capable of fulfill contractual obligations for lack of credit and
other factors.
2. Typical Features of Credit Risk
(1) Deflectivity of probability distribution
Generally speaking, market price fluctuations are centered on the expected values on the
two sides of means. Therefore, the loss-gain probability distribution of market risks is
symmetrical and can be described with normal distribution curve. On the contrary, the lossgain probability distribution of credit risks is asymmetrical, and one end of the probability
distribution curve tilts towards the left and defects towards the end on the left (Xia
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Hongfang,2009). It’s caused by the asymmetry between small probability event of default and
loan proceeds and losses. When a commercial bank issues the loan as set forth by the loan
contract, the loan principal will be repaid and interests will be paid as agreed within the term
of the loan. In the default of loan, however, the commercial bank will be subject to losses far
greater than the loan interests. Hence, the loan proceeds are fixed and capped, but losses are
varied and uncapped.
(2) Complexity of credit risk
Different from the distinctively systematic market risks, credit risks are unsystematic and
systematic typically, which adds to their complexity.The repayment ability of the borrower is
affected by systematic factors like national policies and laws, business cycle and industry life
cycle, and at the same time subject to unsystematic factors like repayment willingness, risk
preference, financial conditions, business management ability and loan investment.
Unsystematic and systematic risks exist in credit risk management. Unsystematic risks are
often spread with diversified investments.
(3) Paradox of credit
The paradox of credit refers to the paradox between theoretical requirement on credit risk
management in compliance with portfolio management ideas, investment diversification
principles and policies to prevent risk concentration, and poor execution of credit risk
management bodies in practice. Firstly, the understanding of credit conditions comes from
long-term business partnerships, and credit risk management bodies tend to choose limited
and fixed enterprises or other stakeholders; secondly, regions, customer relations and areas of
expertise and other relative strengths in business operation often confine the scope of business
to strong fields or industries; hence, the risks are highly concentrated, business lines and risk
features highly homogenous; lastly, diversification principles often lead to small business
operations, which is bad for economics of scale of credit.
(4) High transitivity of credit risk
Credit risks are highly transitive. In financial transactions, the credit risks of one party
may result in the credit risks of the other party; although there is no direct credit relationship
between one party and the subsequent traders, the credit risks of the other party may lead to
the credit risks of subsequent traders and spread to may related parties. It may give rise to the
exponential growth of credit risks and ultimately form a related credit risk chain. The default
of one party may expose a third party to credit risks. Such high transitivity of credit risks
generates the nonzero sum feature and manifests an evident accumulative effect.
(5) Difficult data access and evaluation
In comparison to market risks, credit risks are featured by difficult data access and
evaluation. The primary causes include: Firstly, the great variety of financial products in the
secondary market provides a great deal of accessible data for changes of market risks, and it’s
feasible to measure market risks with mathematical statistics models; lack of secondary
market, loans and other credit products have poor mobility, and it’s difficult to acquire the
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information on the changes of credit conditions of credit receivers; secondly, the transaction
proceeds and losses of market risks are often measured in the mark-to-market principle (the
changes of market risks can be duly reflected by price changes, not limited to the actual timepoint of risk); it’s impossible for credit products to adopt the mark-to-market principle, and
the loans are calculated based on the book value before default (price changes can’t reflect the
changes of credit risks); in case of long-term loans, there is less observable data of default
frequency than that of market risks; lastly, asymmetric information imposes difficulties to the
direct acquisition of information in regard to credit risk changes. For instance, Olsson (2002)
believes that the difficulty of financial risk evaluation is subject to the accessibility of
evaluation information and the probability of financial risk events. The complexity and
difficulty of information acquisition lead to the difficulty in credit risk evaluation comparable
to the difficulty in evaluating various financial risks.
2.1.2Credit Risk Management Research f Microfinance Companies
Microfinance often requires no pledge or guarantee. In addition to adverse selection of
market, the client base of microfinance has higher risks than that of commercial banks. In case
of default, the clients have weaker repayment ability. Hence, credit risk management is
particular important to microfinance. Risk management of microfinance is a systematic
process to identify, measure, evaluate, detect and control credit risks. The goal is to limit the
credit risks within an acceptable scope and obtain the maximal risk proceeds. The research on
credit risk management will be unfolded from the following perspectives.
1. Credit Risk Sources of Microfinance Companies
Foreign credit risk researches started in the 1930s when Adam Smith introduced the
asset risk management theory of commercial banks. According to this theory, the priority of
credit risk management of commercial banks is loan business. Through such measures as
strengthening credit assessment, project investigation, rigorous approval system and reducing
credit loans, the asset credit risk can be lowered and prevented. Thereafter, credit risk
management researches have been unfolded from credit behavior characteristics and control
mechanism that affect the generation of credit risk. Holamstram & Tirole (1993) and Hart &
Moore (1994) have studied the impact of business capital and human capital of entrepreneurs
on credit behaviors and loan repayment methods.
Scholars believe that incomplete information and asymmetric information are the sources
of credit risk. Freedman et al. (2008) believe that the borrower tends to withhold unfavorable
information or even provide false information to get the loan, resulting in the lender directing
the capital to the risky borrower. Institutionists argue that the main cause of sustainability
difficulty and risk generation is small loan institutions unable to cover the operating and
financing costs with the project returns. Hollis and Sweetman (1998) analyze six historic
cases and conclude that institutional design makes the British, German and Italian loan
foundations a hit in the 19th century, and believe that the relief-dependent loan foundations
are more fragile. James Copestake (2007) proposes such a viewpoint that the risks of
microfinance are affected by the physical conditions, age, family net assets, sex and number
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of family laborers of the borrower. Stiglitz (2005) believes that microfinance is in an
economic dilemma:That’s because the qualification of the borrower is defective in the survey
of such financial indexes as asset mortgage, which leads to asymmetric information in the
loan market; and the failure of interest rate price mechanism makes adverse selection
inevitable. Ma Li (2010) holds that microfinance companies are confronted with diversified
risks that come both from internal environment and external environment; risks having a
significant impact are credit risk, profit risk and internal risk and credit risk is the primary risk
of microfinance companies. Chen Bin (2013) argues that essentially speaking, the credit risk
of Chinese rural microfinance companies originates from asymmetric information of the
borrower and the lender;As far as the borrower is concerned, the lender can’t learn about the
borrower’s possible problem in contractual capacity in a timely manner; as for the lender, the
low-caliber employees can’t scientifically and systematically handle surveys, planning,
decision-making, information processing and risk management in loan issuance and collection,
and thus can’t obtain credit information about the customers.
2. Credit Risk Identification of Microfinance Companies
To prevent and identify credit risk of microfinance companies, scholars have studied the
influencing factors of credit risk. T. Wang and Y. Chen believe that the “Five C” (Character,
Capital, Capacity, Collateral and Condition of Business) small business credit rating system
can effectively identify the solvency and repayment willingness of small business customers,
and thus notably distinguish their default risk. Collier et al. (2010) believe that the worse are
the borrower’s financial conditions, the higher is its credit risk. Berger (2009), Assadi et al.
(2010) and Lauraet al. (2011) study the social network resources like blog, personal
comments, personal exchange and chat records that affect the borrower’s credit risk. They
hold that borrowers boasting social network resources have relatively low credit risk.
Schreiner (1999) explores how much the credit rating model of developed countries applies to
microfinance of developing countries, and establishes the Bolivian MFIs default model.
According to the study, though the many default factors of microfinance can’t be incorporated
into general statistic models, cheap data often has predictive value. However, Buchenau (2003)
argues that the credit rating model has low predictive value in the customer’s repayment
ability in the developing countries, in certain rural areas in particular. Therefore, it can’t be
taken as the only assessment tool, so as to prevent serious risks. Schreiner (2000) also finds
that the microfinance credit rating model is far more effectively implemented in developed
countries than in developing countries. Chinese scholar Ma Li (2010) considers credit risk the
primary risk of microfinance companies, which can be explained from the overall credit
environment and internal operation of China. Liu Yuanliang and Gao Shuli (2013) establish
the credit risk identification model incorporating such factors as industry, credit enterprises
and key enterprises from the perspective of supply chain finance model. They hold that
indicating supply chain finance can help improve the credit conditions of small business.
3. Credit Risk Evaluation of Microfinance Companies
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Overseas researchers have conducted limited researches on evaluation indexes of micro
finance credit risks. Schreiner (1999) upholds that potential microfinance borrowers in most
developing countries are self-employed or have no relevant data provided by credit bureaus,
and credit clerks can only compare the potential borrowers to previous lenders with simple
and predictable objective features; similar features of borrowers with bad records have
become the main evaluation basis of default probability of the potential borrowers. The
research defines loan default in days overdue, and credit risk evaluation indexes designated
include: loan frequency, loan amount, type of guarantee, branch, credit clerk, gender, nature
of enterprise, default frequency and the longest default duration of last loan. The research
findings reveal that gender, industry, previous default records, borrower’s experience, credit
clerk’s experience, branch and specific credit clerk are significant variables of loan default
risk coefficients. Furthermore, seasonal factor, policy changes and market changes also affect
loan default.
Olomola (2000) studies the influencing factors of loan default based on the loan samples
of MFIs in Nigeria. The research concludes that borrower’s features, loan features and
lender’s features are decisive factors of loan default. Borrower’s features can be defined by
educational background, loan records, last year’s savings, business type and group credit
experience. Loan features include the loan amount, term of loan and use of loan. Lender’s
features are credit clerk’s visit frequency, loan application and approval interval. Valentine
Hartarska & Denis Nadolnvak (2007) explore the microfinance credit risks of developing
countries from 1998 to 2002 through panel data analysis method. The research concludes that
microfinance credit risks are determined by borrower’s technology and ability, product
market conditions, difficulty in market access, product development potential, loan guarantee,
government support on microfinance, and product and industry policies. In the research on
microfinance default in Bangladesh, Ruhane Mahjaheen (2008) believes that loan amount,
term of loan, value of guarantee, value of durables and other factors affect the microfinance
credit risks. A questionnaire-based survey on microfinance credit risks of certain British
financial institutions conducted by Copestake (2007) indicates that health status, gender, age,
working family members and family net assets are important influencing factors of
microfinance credit risks. A great number of the U.S. banks adopt the general Small Business
Credit Scoring (SBCS) that supports credit decision-making. SBCS is a credit technology
developed for small and medium-sized businesses with low information transparency to
obtain the expected result of probability of future loan repayment by the borrower, through
which commercial banks approve or disapprove loan applications, loan pricing and other
decisions (Feldman, 1997; Mester, 1997). Such personal information of entrepreneurs as
monthly income, unpaid debts, financial assets, life tenure, housing property, previous loan
default or arrear records are taken as credit risk evaluation factors. Experience shows that
personal credit history of business owners is highly predictive of loan repayment of small
businesses and can maximally reduce loan costs (Bergen Frame & Miller, 2002). The
microfinance credit risk evaluation indexes proposed by Chinese scholars are mostly based on
farmer credits issued by rural credit cooperatives or commercial banks, or theoretical
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explorations without empirical analysis. After a comparative analysis on Chinese and foreign
microfinance industry, Meng Jianhua (2002) believes that the most important influencing
factors of microfinance credit risks in Chinaare credit guarantee and legal binding on the
credit applicant. Through the Delphi method and principles of system engineering, Liu
Zeshuang, Wang Guangyu and Duan Xiaoliang have identified the microfinance risk
influencing factors. The multilevel hierarchical explanation modeling has been adopted to
categorize the borrower’s educational background, loan amount, product market conditions,
product development potential, loan guarantee, borrower’s technology and ability, borrower’s
management skills, borrower’s credit conditions, and borrower’s household income and
expenditure as surface-level direct influencing factors; use of loan, term of loan and
borrower’s business ideas are considered mid-level direct influencing factors; loan interest
rate and government support on microfinance are taken as deep-level fundamental influencing
factors. Case studies have been conducted for verification. Establishing 9 evaluation index
systems, Liu Sha (2010) had adopted regression coefficients on the basis of correlation
analysis, rank sum test and sample expansion based on the microfinance data of 2044 farmers
provided by a bank to conduct significance testing and analysis.
4. Internal Control Management of Credit Risk of Microfinance Companies
To realize sustainable development commercially, microfinance companies must first
effectively control credit risk and reduce the ratio of loans to bad and doubtful debts. Target
customer selection is the main measure to effectively reduce risk. Pitt and Khandker (1998)
adopt the empirical data of Bangladesh from 1991 to 1992 and verify that females are more
effective in the use of loan funds. Furthermore, Navajas (2000) finds in his study that
microfinance institutions need to target on relatively financially-stricken or not financiallystricken customers in order to maintain break-even, reduce loan risk, achieve economies of
scale and cover costs. In terms of loan methods, N. Jeyaseelan (2007) elaborates the Indian
microfinance company model on the basis of Bengali model, and believes that the self-service
and joint liability credit grant model adopted by Indian microfinance companies can fully
guarantee the safety of lender’s funds. Frank Lenisa (2008) notices in the study of
institutional credit investigation system of South African microfinance companies that there is
a company specialized in credit investigation and risk information management of
microfinance companies. Established in 1995, the company serving such countries as South
Africa, Botswana and Namibia, and provides information about microfinance companies
through online information platforms.
Chen Hongbing (2009) also points out in the analysis on risk prevention and control of
finance companies that “pre-loan investigation, loan review and post-loan inspection” are key
measures for risk prevention and control. A preliminary investigation helps understand
whether the borrower has credit problems or repayment ability, and inhibits the risk from the
beginning. Loan review and post-loan inspection can keep the funds of finance companies
under supervision. Zeng Zhiming (2010) believes that in the post-crisis era, credit
investigation system of microfinance companies can be improved, rating system optimized,
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group joint guarantee lending system promoted, credit risk monitoring strengthened, and
credit investigation laws and credit reward and punishment mechanism perfected to develop
credit system suitable for the development of Chinese microfinance companies.
5. Government Regulation on Credit Risk of Microfinance Companies
In consideration of the frequent credit risk problems of microfinance companies recently,
scholars have been increasingly more concerned with credit risk regulation. Research
documents in this regard at home and abroad have accordingly grown. Lazarus Angbazo
(1997) believes that asymmetricinformation in credit risk can easily cause ethical risk and
adverse selection, which is severer in microfinance companies because it’s more commonly
seen in this field. To resolve the problem of asymmetric information, government
involvement is needed to create complete credit platform ad system. Muhammad Yunus
(2003) holds in his introduction to the successful experience of Grameen Bank that simplex
borrowers can be tied up as a group and imposed with loan suspension threat for supervision
on the group members to receive good Perceived Quality of Company Risk control results.
Manlagnit, Ma.CheloV. & Lamberte and MarioB. (2003) conduct an empirical analysis on the
risks of Philippine microfinance companies, and point out that the Philippine government
attaches great importance to and supports the development of microfinance companies. In
addition to establishing independent risk regulation system of microfinance companies, the
Philippine government has facilitated the cooperation of microfinance companies with two
local telecommunications operators. The mobile business system is used to provide
microfinance service to customers in the form of SMS, reducing costs and risks. Liao Jianwen
(2013) believes that Guangzhou civil financial street has made innovations in regulation
mechanism of microfinance companies by trying out the cluster and park-based development
model, establishing management committee, developing risk monitoring system, guiding the
transparency of borrowing and lending rates, and exploring the construction of regional credit
database.
2.1.3 Research Review
Now the Chinese academic community is still at an initial stage in the research of credit
risk management of microfinance companies. The following shortcomings are yet to be
overcome.
Firstly, China is short of fundamental researches on the theories of credit risk
management of microfinance companies. As the domestic and foreign researches on credit
risk management of microfinance companies are only limited to summarization, conclusion
and analysis of phenomena, a universally accepted systematic theoretical system is yet to be
developed. The inadequate understanding on the current fragile credit environment has made
microfinance companies impossible to achieve rational credit risk identification and
evaluation, and gain a systematic understanding on all links including proper pre-warning and
risk regulation.

18

Secondly, domestic researches in regard to microfinance companies are mostly
qualitative, preliminary analysis on specific factors as risk composition, credit risk causes and
control measures from single perspective. However, credit risks are yet to be objectively
explored from the perspective of asymmetric information typical of credit risk entities, so as
to develop process and operation mechanism, and conduct profound and quantitative
empirical tests.
Thirdly, most risk researches are conducted from the perspective of the borrower, and
few unfolded in an all-round way from the viewpoint of internal and external environment.
There are fewer researches focused on the role of internal loan officers in information
collection during decision-making of microfinance companies, which is considered
irreplaceable in the credit rating models of MFIs of developing countries in foreign researches.
Therefore, the research findings without drawing from the synergy of internal and external
credit risk management mechanism are not systematic and precise enough.
Lastly, the researches of certain domestic scholars are theoretically short. For instance,
certain domestic scholars tend to draw lessons from microfinance credit risk management
techniques of Bangladesh and India, and unfold researches on credit risk management of
microfinance companies. However, the success or failure of each model is closely related to
respective national conditions. Most Chinese microfinance companies are commercial
microfinance companies, the nature of which is yet to be further defined by the state. Greatly
different from the Chinese microfinance companies in organizational attribute, organizational
features and business operation, Bengali and India rural banks may not offer much reference
value in terms of credit risk evaluation and credit Perceived Quality of Company Risk control
ability development. Hence, it will be unwise of us to copy their experience, and necessary for
us to study based on China’s national conditions.
2.2 Theoretical Basis of Microfinance Credit Risk
The establishment and improvement of credit Perceived Quality of Company Risk
control system of microfinance companies is inevitably connected to the development of basic
economic theories. Such connection is reflected in the fact that economic theories provide
theoretical support and methodological guidance for the establishment of Perceived Quality of
Company Risk control system. The behavioral economics theory, asymmetric information
theory and relationship banking theory in particular have expanded our horizons on risk
management researches and made credit risk management more complete and systematic and
more beneficial to serving modern enterprises.
2.2.1 Basic Theory of Behavioral Economics
Behavioral economics, also known as economics in psychology or self care science and
economics, is a branch of economics studying economic behaviors and economic phenomena
on the basis of psychology. The key viewpoints of behavior economics are: researches on
economic behaviors must be based on real psychological features, instead of on abstract
behavioral hypotheses; from the perspective of psychological features, the economic agent
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has bounds of rationality, relies on psychological accounting heuristic procedure to make
decisions, cares about relative profits and losses, and is often affected by framing effect; the
preference of the economic agent in decision-making is not exogenous and given, but
endogenous and derived from the decision-making process, possibly reversed or inconsistent
in time; economic phenomena come from economic behaviors of the economic agent; the
economic agent makes decisions within bounded rationality, which is reflected not only in
purpose, but also in process; in the process of decision-making, decision-making procedures
and decision-making scenarios may interact with the psychology of economic agent and affect
the decision; the changes of individual decisions result in the changes of aggregate results,
and the understanding of economic aggregate comes from the understanding of individual
behaviors; bounded rationality and learning process may lead to decision deviation and
randomness in result evolution path, and consequently generate abnormal behaviors which
add to the complexity of economic phenomena and aggravate the constraint on bounded
rationality. These behavioral features of decision-making models of the economic agent are
manifested in economic variables. As a result, market efficiency no longer exists and various
economic policies need to be re-considered. It can be seen that Decision-making
psychological features, behavior patterns and decisions are interactive and interrelated in
behavioral economics, and associated with many decision-making feedback mechanisms.
From this point of view, the basic hypothesis of preference stability in neoclassiccal
economics is overthrown. Behavioral economics emphasizes the limitation of the economic
agent’s cognitive ability and endogeneity of preference, and underlines that decision-making
is a dynamic change of learning process. This basic hypothesis of man constitutes a kernel
different from that of neoclassiccal economics, and makes behavioral economics a rebel
against neoclassiccal economics. However, most behavioral economists believe that their
researches are improvements or revisions, but not revolutions on neoclassiccal economics,
and that the tenet of behavioral economics is to make economics more realistic and more
explainable.
It was not until the 1970s that behavioral economics was introduced. It has been attached
with wide attention by the economic circles in the past decade. There are two representative
figures among the economists who truly take economic behaviors as main research tasks:
George Katona and Herbert Simon. After Kotona and Simon, quite a number of explorationinspired economists and psychologists have started to jointly study the generation mechanism
of economic behaviors, and try to establish the psychological basis for economic behaviors. In
the 1970s, psychologists Kahneman and Tversky published a series of shocking research
findings. Drawing from the latest findings in experimental psychology, cognitive psychology
and other fields, they center on the construction of utility function. Their dynamic
combination of psychology and economics has revolutionized the individual choice model in
the Western mainstream economics (in the neoclassical economics in particular), and inspired
other behavioral economists to expand related research fields to the branches of economics,
generating the true school of behavioral economics. The use of behavioral economics related
theories in the analysis on the demander behavior, provider behavior, game relationship of
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microfinance market entities and other issues of Chinese commercial microfinance companies
is one of the theoretical bases of this paper.
2.2.2 Asymmetric Information Theory
Asymmetric information refers to the qualitative and quantitative differences of
information obtained by the two parties to the transaction on the same item, the same event
and the same object in market economic activities. Asymmetric information results in one
party having more information than the other party. While the party with more information
tends to be at an advantage and gain profits easily, the other party with less information is at a
disadvantage.
The asymmetric information concept was born in the 1960s and 1970s. It’s an important
theory proposed by Professor James A. Mirrlees of the University of Cambridge, and
Professor WilliamVickrey of the Columbia University. Originating from the researches on
microinformation economics, the asymmetric information theory is centered on the
unbalanced distribution of information in different economic agents and individuals. For half
a century, the theory has been an active research field in economics, and its research models
and game theories have become indispensible tools of economic analysis, widely used in the
researches on traditional rural markets of developing countries and modern financial markets
of developed countries. A fault of the market economy, asymmetric information leads to
adverse selection and ethical risk.
(1) Adverse Selection
Adverse selection is first proposed by George Akerl of in his analysis on used car market
in 1970. He believes that the seller has more information on car quality than the buyer does,
and that the buyer, unable to identify the car quality, can only rely on average commodity
quality and the price. This difference leads to the exit of quality products for underestimated
price. As a result, only inferior products are traded, causing transaction suspension.
In the credit market, asymmetric information can be seen in information collection and
loan issuance of banks. Those most likely to lead to adverse results, namely, borrowers
generating loan default risk, tend to be people applying for loans most actively and most
likely to obtain loans. In financing, the earnings of bank loans depend on the rate difference
on savings and loans and the possibility of borrower’s repayment which to a large extent is
subject to the risk of business activities. Due to asymmetric information, the borrower tends to
withhold unfavorable information or make up favorable information to get the loan. It’s
difficult for the bank to verify such information. To obtain accurate and detailed information,
the bank has to pay expensive information costs. In face of different types of borrowers with
different risks, therefore, the bank can only decide the loan interest rate based on the average
risk of most borrowers, or decide to grant or reject the loan. If the loan costs are higher than
expected, the low-risk groups may exit the loan market. Those willing to pay for the high
interest are high-risk groups, because only those engaged in high-risk or even speculative
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business activities can obtain excess profit to cover the high interest. In this case, the average
risk level of loans is enhanced, and the bank may have fewer earnings and more bad debts.
As far as microfinance is concerned, adverse selection is more inevitable. The main
prospective borrowers of microfinance are bank marginalized groups usually living
dispersedly and engaging in a wide scope of business. Lack of meticulous fund use and
repayment plans, they have relatively narrow investment channels, little access to market
information, and more importantly, no reliable credit records and asset collaterals. Therefore,
loan repayment is only based on the borrower’s credit. Microfinance companies are not sure
of whether the borrowers can make full repayments on time, and where the microfinance
loans are used. It’s difficult to accurately learn about the production conditions and repayment
willingness of borrowers. It’s also possible for certain financially stricken borrowers to use
the loans on daily necessities instead of on productive investments. Hence, the principal and
interest of the loan can’t be recovered, and the credit risks are increased.
(2) Ethical Risk
As defined in Bank Prudent Operation and Macroeconomic Policies issued by the
International Monetary Fund, ethical risk is the behavioral tendency of people becoming less
cautious when not intending to undertake all consequences of their behaviors. Economically,
ethical risk is the risk of one party to the contract suffering from interest damage arising from
the possible change of behaviors of the other party. To be more specific, it’s the selfish
behavior of one party maximizing his benefits but unwilling to undertake the consequences.
Ethical risk is also called moral crisis, different from moral degeneration. A concept of
economic philosophy proposed by the Western economists in the 1980s, ethical risk describes
people engaged in economic activities taking actions unfavorable to others while maximizing
their utility. It was first raised by Joseph E. Stiglitz. In his paper “Credit Rationing of Five
Incomplte Information Markets” coauthored with Andrew Weiss in 1981, he creatively
analyzed the asymmetric information of the borrower and the lender in the credit market
arising from the fact that the borrower has more information in regard to project risk return
and capital use. When the interest rate rises, the low-risk borrowers are unwilling to apply for
loans, but the interest-driven high-risk borrowers are still active in loan application. Therefore,
borrowers of different risk types can be differently reflected in the changes of interest rate,
which means that interest rate can screen borrowers of different risk types in asymmetric
information. Hence, the ratio of low-risk groups will rise when the interest rate drops, and
maintaining the over-demand of loan can drives the creditor’s profit up. The man-made risk is
generated thereby. Adverse selection and ethical risk make the banking industry impossible to
have effective control of all credit assets, and credit risk arises therefrom. It’s believed that
ethical risk exists almost everywhere in economic activities. Where there is room for possible
profit, there is ethical risk, like loan fraud in the credit industry, insurance fraud in the
insurance industry and information concealing in the transaction market.
In the microfinance market, ethical risk is the risk that the borrower doesn’t use the loan
as set forth in the loan agreement or refuses to repay or delays the repayment of the loan
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despite of capability in loan repayment. Ethical risk may come from the microfinance
companies or individuals or from the banks. There are two causes for ethical risk:
First of all, external environment factor. As guided by policies and determined by service
tenet, microfinance undertakes the special mission of resolving the “Three Rural Issues” of
China. Therefore, microfinance has relatively loose requirements on the scope of grant and
conditions of grant. Characterized by no collaterals, simple loan formalities and direct loan
transmittance to account, microfinance has given full play to the credit requirements of
generalized system of preferences, wide coverage and multiple forms. For this reason,
unqualified interest driven customers have a stronger desire to get loans, and tend to take
advantage of the information edge to withhold information or provide false information.
Despite of credit rationing through interest rate adjustment by credit institutions, reputable
low-risk customers will reduce loans or not apply for loans at high interest rate, and less
reputable high-risk customers will continue to apply for loans actively. The impact of natural
climate, structural similarity of relevant industry and low labor techniques of credit customers
provide no guarantee on repayment rate in case of overall risk. Consequently, the borrowers
naturally transfer their credit risk to the credit institutions.
Second of all, internal environment factor. Ethical risk is the key factor inducing credit
risk, generally found in credit-based credit business relationships. The key to the prevention
of ethical risk lies on the personal quality and moral integrity of the staff. Because of
asymmetric information, limited staff, huge daily workload and small amount per loan, it’s
impossible for credit institutions to accurately obtain all information in regard to the
production, family property and moral character of each customer. They can only rely on the
random variables determined by the customer’s current behaviors and other exogenous
variables to judge the customer’s credit standing. These random variables are incomplete
information in respect of moral standards and post-loan behaviors, which affect the accurate
judgment on the customer’s credit and thus increase the risk of credit institutions.
Ethical risk is shown in such behaviors as inadequate awareness in credit risk, service
entitlement, interest privatization, poor self-discipline, poor supervision and undefined
responsibility.
In short, the greater the degree of asymmetric information is, the greater the possibility
of adverse selection and ethnical risk is in the credit market, the higher the information costs
of the credit providers and the higher the market transaction fees are. This will result in
resources not effectively allocated to the most productive investment projects and eventually
lead to the breakdown of the microfinance market.
2.2.3Relationship Banking
Before we unfold researches on the credit risk management links of microfinance
companies, we must explore suitable theoretical basis for credit risk management, so as to
build effective credit risk management system and find rational methods for credit risk
identification, evaluation, pre-warning and control.
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1.Definition of Relationship Banking
Berger and Gregory(2002) believe that to alleviate asymmetric information in credit
transactions, the credit techniques of commercial banks based on different information can be
divided into four types: (1) Financial statement banking. The loan decision is based on the
financial statements provided by the loan applicant and the loan risk is determined by the
commercial bank on the information reflected by such financial statements. (2) Asset-based
banking. The loan decision of the commercial bank is based on the quantity and quality of
collateral assets provided by the loan applicant, instead of on the financial statements. For
general enterprises, collateral assets may be fixed assets like equipment, factory and
infrastructure, or guaranteed recoverable funds in business operation like accounts receivables
and bonds held. In a sense, collateral assets should be considered an alternative mechanism
for credit analysis of commercial banks. Offering powerful post-loan monitoring, asset-based
banking can reduce the probability of ethical risk. The lien of collateral assets in particular has
to be extent restrained the borrower’s default risk. (3) Credit scoring banking. It’s a new
technique for loan decision-making through measurement and analysis of customer credit
records via modern mathematical statistics models and information technology. An effective
model is designed and generally applied in loan review, providing low cost and high
efficiency.
Meanwhile, valid credit records will alleviate asymmetric information to a large extent.
Credit scoring banking has been widely used in microfinance issuance in recent years. As a
great deal of sample data is needed for model building, the results of the credit scoring model
will be limited if credit information is withheld or can’t be obtained. (4) Relationship banking.
Loan decisions of commercial banks depend on related information of borrowing enterprises
and business owners accumulated from multiple channels over a long period of time. Such
information can be directly obtained from deposits, loans, settlement and consultation
business of the borrowing enterprises, and from the stakeholders (shareholders, creditors,
employees, suppliers and customers) and the community where the enterprises are located.
It’s about financial information and business conditions of the enterprises, and about
corporate behaviors, reputation and personal character of business owners. The precondition
for relationship banking is that commercial banks must maintain a long-term, frequent and
relatively closed loan relationship with the enterprises. That is to say enterprises establish loan
relationship with 1 to 2 commercial banks.
The first two credit techniques are similar in the use of non-personal hard information
that can be easily standardized, encoded, quantified and transmitted. Lending based on such
information falls into the category of transactional lending or arm’s-length lending.
Relationship banking is based on highly personal soft information that can’t be easily
quantified and transmitted, and can be considered proprietary knowledge in respect of specific
enterprises and their business owners generated by the commercial banks. Elsas (2003)
defines relationship banking as a long-term hidden contract between the bank and the debtor.
Ergungor (2007) believes that relationship banking is quasi-market transaction with social
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network factor in comparison to transactional lending. Territorially speaking, transactional
lending market is national market and relationship banking is typical local market.
2. Causes of Relationship Banking
Essentially speaking, relationship banking is to resolve asymmetric information which is
widely found in countries with a transitional economy. Under the theory of asymmetric
information and incomplete contracts, the strengths of relationship banking are prominent
(Bellouma, Bennaceur &Omri, 2005). From theoretical research or economic practice,
overseas scholars have conducted an in-depth analysis on and illustrated the causes of
relationship banking from diverse perspectives in respect of commercial banks and businesses
(Luo Jianhua& Shen Tao, 2009).
(1) Commercial Banks
From the perspective of competitiveness of commercial banks. Amoud & Anjan (2002)
believe that relationship banking helps enhance the competitiveness of commercial banks. In
response to the increasingly keen competition in the interbank and capital markets,
commercial banks tend to become underwriters of capital market and experts of relationship
banking, resulting in an increase of relationship banking loans. Fenghua &Anjon (2007) point
out that the fundamental issue of relationship banking is that correspondent banks mainly
provide fund support for key accounts. Empirical research reveals that correspondent banks
can improve their interbank competitiveness if assets match with liabilities in relationship
banking. 2) From the perspective of efficiency of commercial banks. Kenneth (2002)
conducts regression analysis on the valid sample data from the largest commercial banks in
Canada in an attempt to study the work efficiency of business managers of commercial banks.
The research findings indicate that business managers of commercial banks have low work
efficiency when there are many loan applications or the loan amount is small. To improve
work efficiency and profitability, commercial banks tend to provide relationship banking to
large-sized businesses. The empirical research conducted by Peltoniemi (2007) in regard to
the data of a Finnish commercial bank indicates that close borrower-lender relationships can
enhance the work efficiency of commercial banks in face with business financing, small
business financing in particular. 3) From the perspective of cost, risk and profit optimization
of commercial banks. The empirical research unfolded by Berger& Udell (1995) demonstrates
that the more business information commercial banks accumulate within a certain period of
time, the better they can use it to optimize loan contract terms and realize profit optimization.
Berlin, Mitchell, et al. (1998) conclude that commercial banks tend to provide relationship
banking out of costs and profits. For small business borrowers, correspondent banks first
adjust the loan interest rate to cope with future credit risks and interest impacts and predict the
loan costs and profits, and then verify whether the adjustment affects their costs and
profitability. The research findings indicate that loan interest rate is mainly used to cope with
credit risk impacts, and it’s not an integral part of optimized long-term contract between a
commercial bank and a borrower. Sreedhar, Sandeep et al. (2007) believe that in comparison
to non-correspondent banks, the information advantages of correspondent banks will lead to
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highprob ability events that the banks sell information sensitive products to the enterprises.
According to the empirical research findings, the probability of correspondent banks issuing
loans to enterprises is 42%and that of non-correspondent banks issuing loans to enterprises
3%.
Consistent with theoretical research conclusions, enterprises with more asymmetric
information will have a more prominent probability to obtain loans from correspondent banks
in the future. The research of Fenghua &Anjan (2007) indicates that relationship banking has
such issues as information non-transparency and extensive liquidity, and maintenance of
bank-enterprise relationships can bring more added value. Information non-transparency will
lead to the endogenous risk of default and vulnerability of commercial banks, but the banks
are willing to match the liabilities with maximal added value to the loans, so as to maximally
reduce vulnerability. 4) From the perspective of specialization-based division of labor of
banks. According to Elyas & Goldberg (2004), small commercials banks with continuous
technical updates may maintain the strengths of relationships banking by specialization-based
division of labor. The changes of relationship banking loans of Swiss small and medium-sized
businesses have been studied and analyzed in respect to business size, industry, bank group
and other factors. Doris, Solvig & Christoph (2006) study the changes of relationship banking
loans of Swiss small and medium-sized businesses from 1996 to 2002, and analyze business
size, industry, bank group and other factors. The research findings show that relationship
banking is more concentrated when the loan amount is low. The labor of division between
large banks and transactional lending, and small banks, regional banks and relationship
banking is increasingly specialized.
(2) Businesses
From the perspective of loan accessibility. General theoretical analysis reveals that the
bank-business relationship plays a key role in the access to credit resources. The relationship
between the business and existing or potential banks helps the final credit decision-making
whether the loan is issued or increased or not. Petersen& Rajan (1995) hold to the belief that
the more concentrated are the credit markets, the longer can commercial banks maintain
relationships with businesses and the more they are inclined to provide low interest rate loans
to businesses. According to the research of Cole & Rebel (1998), potential banks tend to
increase the availability of credit to existing customers, and provide them with diversified
financial services, and the duration of relationship is not an important factor. The research
conclusion provides empirical research support to the orientation of financial intermediary
theory, namely, financial institutions provide customers with valuable financial foreground
information in relationship banking. Stanley & Joao (2000) comment that relationship in
relationship banking is to enhance the probability of business loan application approval. 2)
From the perspective of cost, risk and profit optimization of businesses. According to Berger
&Udell (1995), businesses that maintain long-term relationships with banks can obtain credits
at low interest rates and under relatively few guarantees, which is economically and
statistically significant. The research of David & Drew (1997) indicates that establishing and
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maintaining close relationships with commercial banks can remarkably reduce capital costs
and substantially affect how much can loan interests be reduced. Timo (2007) studies how the
“insider information” generated in the borrower-lender relationship in relationship banking
affects bank conversion costs and relationship-derived profits. The research conclusion
indicates that relatively low conversion costs are the result of adverse selection and hinder the
reduction of loan interest rates of external banks. The rise of conversion costs will diminish
the effect of adverse selection, and result in more active biding and tendering to reduce
internal profits. When a certain threshold value is reached, the effect of adverse selection will
disappear and the internal profits in conversion costs will continuously increase. According to
Yasuda (2007), the existing relationship in relationship banking has reduced the probability of
bank conversion costs of Chinese enterprises to 32%, and that of U.S. enterprises is only 6%.
The research conclusion indicates that the impact of relationship banking on bank conversion
costs of businesses vary under different systems of commercial banks. It also explains the
difference in financing method selection between Chinese and U.S. enterprises. 3) From the
perspective of business value. Petersen (2004) believes that relationship banking has more
value to small-sized businesses. The loan differences between small businesses to large
businesses can be seen in three aspects: ① Financing costs. Small businesses have high fixed
costs per unit loan than large businesses. ② Information access. Small businesses are more
exposed to asymmetric information than large businesses. ③Importance of relationships with
financial institutions. Small businesses have closer relationships with commercial banks
(small banks in particular) than large businesses because of the higher realistic value and
potential value between small businesses and commercial banks. The research findings of
Elyas & Lawrence (2004) reveal that relationship banking increases the accessibility of credit
funds and lowers interest rates, and duration of bank-business relationship and size
combination have a positive impact on business value. The value of bank-business
relationship in diversified relationship banking is much greater than that in simplex
relationship banking. Arnoud & Anjan (2000) study relationship banking from the perspective
of market structure and believe that businesses under different competition environments
benefit from varying values. While the increase of relationship banking loans in interbank
competition will lower the added value of loan, the competition in the capital market will
decrease relationship banking loans. When the credit tightens, the loan will have higher added
value.
3. Impact of Relationship Banking
(1) In respect of businesses.
1) Relationship banking affects the credit accessibility. Since banks have established
long-term transaction relationships with businesses and controlled exclusive business
information, relationship banking can enhance credit accessibility. According to the research
unfolded by Enrica, Paolo &Luigi (2000) and Erik & Dons (200), when the correspondent
bank fails to provide financial support to quality business projects due to internal reasons,
businesses will have to obtain funds from banks with which they haven’t established
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relationships. Such banks may reject the loan application for lack of business information or
unfamiliarity with project quality, and thus the businesses may face serious adverse selection.
2) Relationship banking affects business investment and cash flow. Joel & Christopher (2001)
unfold a study on the debt structure of 250 publicly traded American companies from 1980 to
1983. The research findings reveal that businesses that depend on bank financing are more
sensitive to endogenous financing, and have a large amount of working capital and a low
dividend payout rate. In comparison to relationship banking businesses, bank dependent
businesses are highly sensitive to cash investment of capital expenditure, and have fewer cash
flow restrictions in investment expenditure and consumption. 3) Relationship banking affects
business value and financial conditions. On the basis of large sample events that exerted
negative impacts on the South Korean banks from 1977 to 1978, Kee-Hong Bae, Jun-Koo
Kang&Chan-Woo Lim (2002) analyze the business value of long-term bank relationships.
The research findings indicate that adverse external impacts have a progressively decreasing
negative effect on the bank’s and customers’ financial conditions in relationship banking. 4)
Relationship banking affects loan interest rate and guarantee requirements. Erik & Dons
(2001) believethat Germany has a bank-dominated financial system, in which bank-business
relationships play a vital role. The transaction features of long-term relationships between
banks and customers are studied and illustrated, and interacting variables are taken into
account in an attempt to measure the relationship between business managers and credit
managers. Empirical analysis indicates that transaction features of borrowing-lending
relationship and interacting variables have a substantial impact on loan price and guarantee
requirements. The research of Peltoniemi (2007) indicates that the closeness of relationship in
relationship banking is negatively correlated to financing costs. When the borrowing-lending
relationship is well established, high-risk businesses have a sharper decrease in financing
costs than low-risk businesses. That’s to say long-term borrowing-lending relationship is
particularly beneficial to high-risk businesses.
(2) In respect of banks.
Gabriel&Jesus (2004) conduct an empirical study on the determinants of bank loan
default probability. When other explanatory variables are under control, the research on a
series of restrictive variables like guarantee, type of borrower, and bank-business relationship
reveals that the higher the guaranteed loan default rate, the higher the risk of relationship
banking. When a close relationship between a bank and a business is maintained, the bank has
a strong will to undertake more risks. Roman & Holger (2007) believes that local
correspondent banks have an information advantage over nonlocal transaction banks in an
incompletely competing credit market. The competition pressure of nonlocal transaction
banks prevent the local correspondent banks from inefficiently rejecting slightly profitable
projects and make them impossible to obtain all profits from the projects. Local correspondent
banks often reduce low efficiency by increasing guarantees and improving the return on
profitable projects. When businesses are presented with the same guarantee requirements,
local correspondent banks will have lesser information advantage which will be increasingly
narrowed by technical innovation. Chakravarty (2010) makes a first attempt to study the role
28

of relationship banking in microfinance. The loan data of 34 Bangladeshi villages is taken to
conduct an empirical research on the important role of relationship banking in microfinance
application and approval. The research findings indicate that individual or group potential
borrowers maintaining long-term relationships have higher loan accessibility, and information
is continuously obtained to make loan issuance decisions.
2.3Summary
This Chapter defines such key concepts in relation to credit risk management of
microfinance companies as credit risk, Perceived Quality of Company Risk control ability and
stakeholder, and at the same time, elaborates the causes and sources of credit risk, and basic
theories about risk identification, control and regulation. The shortcomings and gaps of
previous researches are then summarized to find breakthroughs for this study. A review on the
theoretical bases of credit risk management of microfinance companies from the perspective
of asymmetric information, such as the asymmetric information theory and the relationship
banking theory, is conducted next. The guiding role of these theories in this paper is finally
indicated.
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Chapter 3 Analysis on Credit Risk Cause of Microfinance
Companies and Basic Frame of Credit Risk Management
The theoretical foundation, development, parameters determination and results of the
method of credit risk management will differentiate relatively by perceptions about credit risk.
Therefore, it’s believed that the clearly defined connotation of microfinance credit risk and
the analysis on the particularity and causes of credit risks are significant for understanding the
nature of credit risk for microfinance companies and its management, and serve as a
precondition for the study of the credit risk management of microfinance companies. The
chapter, based on the analysis on the particularity and causes of credit risks, develops the
basic framework of microfinance companies’ credit risk management through a systematical
comparison and analysis in respect to mechanism features and credit risk management
features among microfinance companies, commercial banks, and three kinds of new rural
finance institutions.
3.1 Credit Risk Connotation and Particularity of Microfinance companies
3.1.1 Credit Risk Definition of Microfinance companies
As one of fundamental financial risks, credit risk is included in the major purposes of the
risk management of financial organizations and relevant authorities. In terms of current
policies and regulations, microfinance companies, which are quasi-financial organizations, are
exposed to the credit risk which is intrinsic and resulted due to its positioning in financial
market. Shi Jingyong (2009) holds that the credit risk of microfinance companies means
borrowers delaying in repaying capital and interests. Because of various limits for funds
resources and exclusiveness for funds usage, credit risk is a key for microfinance companies’
normal and sustainable operation, and thus borrowers delaying in repayment due to subjective
factors or other reasons are all deemed as credit risk. Huang Xiaomei (2012) argues that the
credit risk of microfinance companies is mainly the credit risk brought by loans in the "three
rural areas", According to Shen Tao (2011) studies, because of the exclusiveness of funds
usage, the credit risk in connection to borrowers default is the major risk for microfinance
companies’ operation. The above scholars mainly from the customer's point of view to
understand the credit risk, but in view of the complexity of credit risk and the characteristics
of small loan companies, need a further comprehensive understanding of its credit risk.
3.1.2 Credit Risk Particularity of Microfinance companies
After China entered new normal, the emergence of microfinance and its innovative
management has definitely to some extend improved Chinese financial system, helpful for the
management innovation and service business development of Chinese financial system,
especially for that part providing service to low-income group. Because of the early stage of
development ，There is policy uncertainty and more restrictive policies compared with other
financial organizations, microfinance companies’ credit risk indicates both generality and the
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particularity which is caused by market positioning, organizational nature, and funds
resources and usage. The particularity primarily consists following aspects:
1. Area Agglomeration
Microfinance companies generally are located in specific areas to run small-range
business, so the credit risk is controlled in the area designated by policies, weak in spreading,
indicating obvious regional characters. Microfinance companies focus on providing short
term loans in small amount to the borrowers in specific areas, so they have small areas within
their business spreading and few types of loans. When policies and regulations, market
environment, or natural conditions changes negatively, the loans of the same type will
produce more credit risk, while the possibility of risk diversification in the same area is
extremely limited. Therefore, the credit risk is agglomerating in certain area. And, the external
negative effect of credit risk is obvious due to difficult enforcement after borrower default
caused by lack or shortage of effective collateral security, so improvement is needed f or the
credit system.
2. Risk Covariation
Covariant risk means the risk that occurs when the borrowers are running similar
business or focusing on the closely linked industries. Generally microfinance companies have
small-scale business and provide service for the same industry or closely connected industries,
so their borrowers are running the same business or from upstream or downstream of the
same chain. In this case, when repayment crisis is produced from some of them, domino
effect would probably follow and the loan portfolio will be exposed to relatively serious
covariant risk, that is, a large amount of borrowers’ default in the same time because of risk
contagion or increasing amount of borrowers’ default resulted from one borrower’s default or
repayment delay. One of the typical indications for the covariation of microfinance companies’
credit risk is the default of a large number of clients of Bengali GB and CIT Group’s
bankruptcy. Because the shareholders of microfinance companies are the real economy
sectors, so the loss of credit risk would, through shareholding relationship and debtor-creditor
relationship, substantially influence on the business and operation of the microfinance
companies and their investors in real economy sectors.
3. Subjectivity of Information Obtaining Method
The credit risk identification and assessment of microfinance companies is conducted by
relevant departments and staffs that use local knowledge, the trust established through
families or relatives connection, academic connection, geographical connection or
relationship connection, through face-to-face communication or other channel, to obtain the
relevant soft information about their borrowers, so as to use the information as the foundation
for the decision about loan, and further to use the information comparative advantages
resulted from its production, processing and confirmation to realize the conversion from
economic capital of the borrowers to social capital. In the way, it’s helpful for microfinance
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companies’ balance among capital liquidity, security and profitability, and for a substantial
improvement of microfinance’s financial system.
4. Difficulties in Obtaining and Assessment for Information about Credit Risk
Generally, identification and assessment of credit risk are easy if taking advantages of
previous experience and adequate information. However, clients of microfinance companies
primarily consist of scattered small and medium enterprises and self-employed businessmen
that are small in scale and lacking in loan record, pay little attention to their own credit record,
prepare financial information which is not that standard and have not been asked to regularly
make their formal financial statements public, and furthermore, lack adequate plans and
records for funds usage and repayment. Therefore, it’s difficult, or even impossible to obtain
the reliable and objective information about them such as credit records, financial information,
and prices of equity securities. That can’t meet modern credit risk assessment’s requirements
in respect to complex and diversification of risk characters and input variable data, making
credit risk identification and assessment difficult.
Through above detailed analysis on the particularity of microfinance companies’ credit
risk, we get to know, in current situation where the credit system is uncompleted and which is
restricted by the policy “establishment of businesses only providing lending service without
deposit service is allowed”, that the credit risk caused by the borrowers is the major risk for
microfinance companies and that additional cost and effort for management are needed tighter
with good attention and strict supervision in the operation.
3.2 Analysis on Generative Mechanism of Microfinance companies’ Credit Risk
According to the document No. Y.J.F. [2008] 23 –The Guidance for Pilot of
Microfinance companies, the generative mechanism of Chinese microfinance companies’
credit risk differs from other financial organizations due to the influence of their special
function in financial market, as stated in Fig 3-1.

Sustainable business
boundaries

Service provided by professional
financialorganizations, such as
microfinance companies

Urbanization level

Service provided by typical
commercial banks

High-income customers

Low-income customers

Fig 3-1 The functions of Chinese financial organizations in financial market
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Resources: the materials for microfinance practitioners training (June 2009, Hangzhou ),
which is sponsored by Graduate School of the People's Bank of China and Sino-German
Micro Finance Ability Development, and organized by Financing Guarantee Online
(drcnet.com.cn).
As stated in Fig 3-1, service of financial organizations greatly differs depending on their
areas’ urbanization level and the income level of their customers. Among them, typical
commercial banks primarily provide service to high-income customers who live in central
area with high level of urbanization. State finance provides funds or poverty relief to special
groups living in outskirts or remote areas to reduce the less developed areas; in the new
normal, the middle areas are increasing; microfinance companies, as a kind of marketoriented financial innovation with professionalism, are able to provide service financial
service to SMEs and commercial tenants, farmers who are located in the areas with high
urbanization level but cannot meet the credit requirements of commercial banks, and also are
useful for urbanization enhancement, diversified competition of the lending markets in lowincome areas, and satisfying special loan demands from SMEs, commercial tenants and
farmers.
3.2.1 Analysis on Microfinance Companies’ Defects and Inner Generative Mechanism of
Credit Risk
According to studies, microfinance companies are a kind of financial organizations but
not banks in nature. As the financial organizations operated in market economy, microfinance
companies are not only exposed to the same financial risk with commercial banks and other
financial organizations, classified into the high-risk sector, but also have strongly intrinsic
credit risk within the restriction of policies and new normal.
1. The defects of market access system design
According to The Guidance for Pilot of Microfinance companies (No. Y. J. F. [2008]23),
a microfinance company is allowed to being operated only in the administrative region where
it has registered, not allowed to develop business in other regions. The reasons for such
regional restriction include: first, operating cost. Microfinance companies have limited funds,
so it’s difficult for them to lower the operating cost by realizing scale effect through financing
like other financial organizations, or for them to realize financial sustainability. In terms of
international experience, a microfinance company’s operating cost would increasingly grow
as its size increases. For keep a suitable cost, it’s not suitable for a microfinance company to
have a large size upon establishment, but a size stably increasing with its growth is good.
Second, their nature. In The Administrative Measures for Microfinance companies (Draft for
Comments) enacted in 2014, microfinance companies are classified as general business
enterprises, without the preferential policies for financial organizations. Though generally
local government is responsible for form a “pilot coordinative team” for the supervision and
administration, unclear definition and weak administration caused by “multiple administrators”
exist to some extent. Third, risk. Microfinance companies who are run within certain
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administrative regions can relatively easily obtain credit information of borrowers, so that it’s
good for taking advantage of information collection, controlling credit risk, and stabling the
region and the financial system. However, microfinance companies develop their business
within certain regions or sectors, so the risk would extremely gather in a limited area or range,
which produces weak diversification. In case of regional nature disaster or seasonal funds
shortage which gives rise to repayment delay, and if it’s limited in internal and external funds
supply for microfinance companies, they would be forced out of normal operation, exposed to
suspension or bankruptcy, and fail to realize the goal of sustainable development. In addition,
now economic downturn continues and few customers have very good credit reputation, so
serious negative impact on stable development of Chinese financial market and on financial
system innovation, especially on the financial service for special group will be produced if
risk emerges in different areas at the same time.
2. Limited funds resources and financing channels
Limited financing channels and restricted leverage ratio encumber the development of
microfinance companies. The Guidance for Pilot of Microfinance companies stipulated that
the funds of microfinance companies originate from the capital contributed by the
shareholders, endowment, and the capital from banks not more than two. To be in compliance
with laws and regulations, the capital obtained from banks by microfinance companies shall
be not over 50% of its net capital. Microfinance companies shall be supervised by laws and
regulations and be under public monitoring, and are restricted from illegal financing in any
form. They are not allowed to provide the same borrower with a loan which is over 5% of its
registered capital in amount (the document No. Y.J.F.[2008]23). For development, the
external capital percentage restriction shall be cancelled and the percentages of major
resources also need appropriate adjustment.
3. The defects of operation and structure
In fact, microfinance companies primarily provide service to those who cannot get loans
from banks, so microfinance companies are exposed to poor credit reputation. For loan
approval, most of them are primarily depending on the soft information collected by credit
clerks and the credit rating of traditional commercial banks, without credit rating and
assessment special for their own customers. According to soft information theory, soft
information is hard to identify and obtain, and quantization is also difficult for it due to its
uncertainty and randomness. Because of that together with the particularity of borrowers of
microfinance, microfinance companies fail to conduct credit risk assessment with a welldeveloped credit risk model. Microfinance companies, which are generally newly established,
have less developed operation and business and credit clerks needing improvement, so they
have less objective laws of microfinance, weak in obtaining and judging the personal
information of their borrowers, therefore, cannot conduct flexibly an effective credit risk
assessment through a well-developed credit risk rating. So, the problems about credit risk in
microfinance companies are more serious, which primarily are depending on personal
information collection, identification, and processing. In terms of structure, most of
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microfinance companies have ownership right and operating right partially separate, but in
nature still follow a traditional Chinese family-owned enterprise way. Their system design,
which grants credit clerks and Perceived Quality of Company Risk control departments
decision right to some extent, takes advantage of the comparative advantage of information
collection cost, enhances the efficiency of loan approval, and reduces the agency cost, but the
basis of loan approval decision – soft information which has particularity in nature, and the
extreme concentration of approval decision right and management right, have to some extent
increased the moral risk of the loan approval process.
3.2.2 Analysis on Defects of Microfinance Companies’ Customers and Inner Generative
Mechanism of Credit Risk
1. The Particularity of the Borrowers
According to the requirements in respect to microfinance companies’ operation
stipulated in The Guidance for Pilot of Microfinance companies (No. Y.J.F. [2008] 23),
microfinance companies may at their discretion choose their customers in compliance with
the principle of providing service to SMEs and self-employed businessmen. Microfinance
companies shall adhere to the principle of “small and scatted amount” when providing loans,
supply financing service to farmers, self-employed businessmen, and SMEs, and increase
service range. Such target customer group has determined that the customers of microfinance
companies are varied and complicated, so generally these customers cannot provide collateral
or standard collateral, and have systematically remained formal financial record, only
providing unclear information. Such entire market generally provides service to those who
fail to meet the requirements in respect of loan application proposed by commercial banks or
other traditional financial organizations, so it is weak in external risk resistance and endurance
as a low and middle market. Please refer to Fig 3-2.

High-end market
Large-sized
enterprises

Medium-sized
enterprises
Middle market
Small-sized enterprises

Microenterprises
Low-end market
Low income earners, the unemployed, the poor

Fig 3-2 The variety and complexity of the borrowers of microfinance companies
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As stated in Fig 3-2, high-end market provides service to the excellent customers who
have adequate pledge or collateral, strong strength, low risk and good resistance.
Microfinance companies primarily develop business in the middle or low-end market,
especially in the middle market. And, because microfinance customers are primarily seeking
temporary contingent financing, microfinance companies have few customers who have
stable and long-term demand. Thus, such particularity of the customers has determined the
inevitable existence of credit risk for microfinance companies, which have great difficulties in
measuring and controlling such risk in comparison to traditional financial management
customers.
2. The particularity of the borrowers’ business
According to The Instructions to Microfinance companies enacted in 2008, the loan
amount supplied to rural areas, agriculture, and farmers by a microfinance company shall not
be lower than 70% of its total loan amount. Agriculture is extremely invulnerable as a highrisk industry with positive external effect. Exactly, agricultural business is extremely
depending on natural conditions, production environment, and market conditions while
suffers from weak resistance against natural disaster. Farmers who mainly earn income from
agricultural business and the SMEs operating business in respect to agriculture are both
included in microfinance companies’ major customers, and their repayment is influenced
greatly by external factors, so there is often no reliable repayment guarantee. According to
The Administrative Measures for Microfinance companies (Draft for Comments) enacted in
2014, microfinance companies are allowed to expand their business to securities sales such as
bonds and stocks, as well as equity investment, but this business shall be approved by
supervising authorities and other relevant authorities. As a result, the particularity of these
borrowers’ business has determined that microfinance companies are exposed to high credit
risk. When China is experiencing economic downturn, the higher risk of SMEs and selfemployed businessmen necessarily brings in high risk of the loans. The contradiction between
the high risk resulted from the customers business and the requirements in respect to security
and profitability of loan is highly notable in the operation of the microfinance companies.
3.2.3 Impact of External Factors on Credit Risk
1. Absence of standard legal system and relevant regulations
It has been almost 10 years since the pilot inception, but there is still no law or regulation
about microfinance company’s rights and qualification except for The Guidance for Pilot of
Microfinance companies enacted early and the instructions about promoting the pilot of
microfinance companies prepared by local governments and relevant authorities. So,
systematic laws and regulations about microfinance companies’ rights and qualification are
absent. Existing instructive documents for microfinance companies conflict with relevant
laws and regulations. The nature of microfinance companies is not clear because: first, The
Guidance for Pilot of Microfinance companies has clearly stipulated that “only providing
lending service without deposit service is allowed” shall be the operation principle for
microfinance companies, but General Rules for Financing provided that the lenders shall
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obtain the License of Financial Organization or License of Financing Business granted by
People’s Bank of China, and start their financing business upon the approval of such bank;
second, microfinance companies are liability limited companies or limited companies
established for microfinance business as lenders which provide only small and scattered loans
and greatly differ from commercial banks with diversified business, so The Law of
Commercial Banks is not applicable to them. However, their business is classified as financial
related business, totally different from that of liability limited companies, so it’s highly
inconvenient and operationally difficult to apply relevant provisions of The Law of
Companies to them; third, microfinance companies, as organizations following commercial
operation, should have accepted the operating models seeking making full use of self-owned
funds and maximum profit, but current organ establishment obviously indicates an inclination
to and restrictions by government policies.
2. Complex industrial environment, diversified operating models, and mismatching
between relevant stakeholders actions and goals
China has complex local conditions and operating models for microfinance. By capital
resources and organizations, microfinance programs fall into 3 kinds. (1) the half-statecontrolled and half private pilot programs which are supported by international donations or
soft loans, and are designed to seek the possibility of poverty relief of microfinance together
with its operating models and appropriate supportive policy for it; (2) the programs which are
initiated by government according to government policies for agricultural development, and
working on poverty relief and obtaining capital and subsidized loans in respect to poverty
relief from government; (3) the small amount loans and joint guaranteed loans for farmers
which are provided by the rural credit cooperatives’ capital and re-lending of PBOC and
supported by local government, according to the People’s Bank of China’s requirements
about supporting farmers, rural areas, and agriculture. Microfinance companies, organizations
totally following commercial operation, have a short history and poor recognition in less
developed areas. Due to the influence of local economic environment, financing environment,
and people’s financial awareness, some borrowers classify microfinance companies as the
three organizations mentioned above, and don’t use the loan according to the loan contract or
repay in time. Such poor awareness about repayment brings in potential credit risk for
microfinance companies.
3. Existing social credit reporting system cannot satisfy the demands of microfinance
companies in respect to obtaining effective information
Whether microfinance companies can effectively control credit risk is determined by the
information about their borrowers obtained. The more such information obtained, the more
effectively controlled adverse selection before loan and moral hazard after loan. Restricted by
Chinese relevant laws and regulations, PBOC’s social reporting credit system is primarily
accessed to by banks. The conditions of access to such system are established standard
assistant book of credit management, interface system meeting the requirements of the Bank’s
credit reporting system, and special department and staffs for it. Microfinance companies, due
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to their business nature, fail to meet such demanding requirements in respect to access to the
system, and there is little possibility for them to access directly these data from the Bank’s
credit reporting system. Though the microfinance companies in some provinces have accessed
the data of such credit reporting system, the data, even obtained and shared in the system, due
to the particularity of the borrowers, are too inadequate to reach the purposes of microfinance
companies’ using the data. Additionally, in new there is no actual improvement for the credit
environment of the borrowers of normal microfinance companies. Restricted by external and
internal conditions, the history data of lending don’t bring in effective punishment and
restriction.
4. Multiple regulating authorities and absence of supervisor
The absence of relevant laws and regulations has resulted in absence of regulating
authorities for microfinance companies, for which there are not effective external supervision.
Chinese microfinance companies, which are established accruing to the standards for
industrial and commercial businesses, are not granted financial permit. Because they are not
classified as financial organizations, China Banking Regulatory Commission has no rights to
supervise them. According to The Guidance for Pilot of Microfinance companies,
microfinance companies are supervised the leader team formed by their local governments.
Such team is an integration of local authorities, so it’s not clear which one is real competent
supervisor. Among them, local financial offices, POBC, and local industrial and commercial
bureaus are the supervisors for non-professional lending businesses. So their roles of
supervision in the team are just additional jobs to their major jobs, and furthermore, their
responsibilities division is not clear, lacking independent division-making rights, professional
supervision and supervision experience. Multiple supervisor, ineffective supervision and
weak awareness about supervision have resulted in inadequate control, so it reduces the
effectiveness of supervision and the security level of microfinance. The Draft has provided
that a national microfinance companies association will be established for self-management,
but it takes time to realize effective implementation and needs improvement. As a
consequence, in current Chinese financial environment, microfinance companies may result in
potential risk in their provinces or areas due to complex credit environment, shortage of
supportive system, and supervision absence.
5. Preferential tax policies not in place and undefined national follow-up development
policy paths
Preferential tax policies are one of the obstacles that hinder the development of
microfinance companies. Despite of the high loan interest rate, microfinance companies
engaged in financial business are not taxed according to interest spreads of deposit and loan
as financial institutions. They are subject to 5.55% of operating tax and surcharges and 25%
of income tax as general industrial and commercial enterprises. The stamp tax is subject to
turnover rate and the comprehensive tax rate is over 30%. Limited by heavy taxes and high
operating costs, microfinance companies have little room of profit, and the capital return rate
of investors is lower than that of general industrial and commercial enterprises. Such lack of
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preferential tax policies has to some extent affected the enthusiasm of business development,
lowered the risk resistance ability and sustainable development ability of microfinance
companies. The Notice on Tax Policies in Respect of Rural Finance issued by the Ministry of
Finance on May 2010 provide state-owned stock-holding banks, rural banks, rural credit
cooperatives and other financial institutions with various tax preferences. However,
microfinance companies in the microfinance market are not entitled to the preferential policy.
In June 2009, the China Banking Regulatory Commission issued the Interim Provisions on the
Restructuring of Microfinance Companies into Rural Banks. In addition to the requirements
on legal person governance, internal control, business management and agricultural support
service, microfinance companies are expected to meet the basic conditions of market access
of rural banks. There is a particular provision that the main initiator of microfinance
companies should be a banking financial institution. That’s to say the largest or the only
shareholder of rural banks should be a banking financial institution, and the largest banking
financial institution shareholder should hold at least 20% of the share capital. In consideration
of the favorable business performance after years of operation and the necessity of subsequent
equity restructuring, microfinance companies are not quite willing to restructure as rural
banks. Depending on rich experience and institutional strengths, related business departments
of commercial banks are now able to engage in existing loan business of microfinance
companies. Hence, commercial banks are not quite motivated to become shareholders of
microfinance companies. A majority of Chinese scholars believe that there are many
uncertainties in regard to the sustainable development of microfinance companies and future
transformation into rural banks because of inconsistent ultimate interest goals.
In a word, the credit risk of microfinance companies has complex causes. With current
poor credit environment and encumbered by their locally restricted operation, the policy “only
providing lending service without deposit service”, microfinance companies’ credit risk
management shall, taking standard development into consideration and instructed by
appropriate credit risk theories, analyze influencing factors of customers’ credit risk and
improve risk management and Perceived Quality of Company Risk controlling measures
through a right way, for the purpose of realizing continuous development both in the company
and the industry.
3.3 Analysis on Credit Risk Game of Microfinance Companies
During the operation of microfinance companies, the stakeholders include Perceived
Quality of Company Risk control departments, borrowers, and customer managers, so there is
a behavioral game among such three parties. Certainly, Perceived Quality of Company Risk
control departments, as the major management departments for the company’s Perceived
Quality of Company Risk control, have formed agency with borrowers and customer
managers; generally, loan origination is processes by focusing on processing and underwriting
as well as the survey and monitoring of customer managers. Such two sides are the one who
monitors the process and the one being monitored. First, during loan origination, the borrower,
for getting extra gains, may have rent-seeking activities to make the customer manager who
39

has the real rights about processing ease the credit survey, so as to get quick approval or
larger amount for his loan. Meanwhile, as a rational agent, may allow such rent-seeking
activities for pursuing his maximum profit. Success of rent-seeking is based on the game
between the borrower and the customer manager who act for their maximum profit. In other
word, in such case, a cooperative relationship of game based on rent-seeking is formed
between them. Perceived Quality of Company Risk control departments shall take measures
to prevent such rent-seeking activities through monitoring, so that the risk about loan and loss
can be reduced. Therefore, game also exists among Perceived Quality of Company Risk
control departments, borrowers and customer managers. The nature of game among such
three parties is the game about the Perceived Quality of Company Risk control department
which monitors the rent-seeking activities between the borrower and the customer manager.
To convenient analysis, above three-party games are divided into two parts, that is, the
rent-seeking activities of borrowers for customer managers, and the monitoring of Perceived
Quality of Company Risk control departments for rent-seeking activities.
① Assumptions
1) The extra earnings of the Perceived Quality of Company Risk control department,
borrower, customer manager are respectively 0, 0, and 0 when the borrow has not rentseeking activities and the Perceived Quality of Company Risk control department doesn’t
monitor it either;
2) U0 and C0represent respectively the rent amount sought by the borrower and the
bribery amount given to supervising authorities, that is, rent-seeking cost. Cs is the monitoring
cost of the Perceived Quality of Company Risk control department.
3) The customer manager, through his work, obtains fixed income and a certain
percentage of profit as push money. In other word, the Perceived Quality of Company Risk
control department pays him with a linear return contract: s    A  b . A represents the fixed
income paid by the Perceived Quality of Company Risk control department to the customer
manager according to the company’s determination; b is the percentage the customer manager
could get from the output of the transaction. Rent-seeking activities would directly impact on
the increase amount of the transaction profit, thus the earning of the customer manager; if the
customer manager allows rent-seeking activities which seek rent of U0, his earning would
reduce by bU0.
4) αis the monitoring probability of the Perceived Quality of Company Risk control
department in respect to the rent-seeking behavior conducted by the borrower to the customer
manager, β represents the probability of effective monitoring, and μ is the successful
occurrenceprob ability of rent-seeking activities of the borrower.
5) When the borrower doesn’t seek rent and the Perceived Quality of Company Risk
control department conducts monitoring, the extra profits for the Perceived Quality of
Company Risk control department, borrower and customer manager are respectively -Cs, 0
and 0;
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6) when the borrower seeks rent, but the customer manager is not involved in the rentseeking while the Perceived Quality of Company Risk control department conducts
monitoring, the extra earnings for the Perceived Quality of Company Risk control department,
borrower and customer manager are respectively -Cs, 0 and 0;
7) when rent seeking is successful, the company would suffer an extra loss, which is
mainly borne by the Perceived Quality of Company Risk control department; the loss is U0,
rent sought by the borrower; the rent-seeking profit of the borrower and the extra earning
gained by the customer manager who has allowed the rent seeking respectively are U  C
and C0  bU 0 .
0

0

8) When the borrower seeks rent while the customer manager is involved, and the
Perceived Quality of Company Risk control department doesn’t conduct monitoring, the extra
earnings of the Perceived Quality of Company Risk control department, borrower, and
customer manager are respectively -U , U  C , and C0  bU 0 .
0

0

0

9) When the borrower seeks rent while the customer manager is involved and the
Perceived Quality of Company Risk control department conducts the monitoring but fails to
discover it, the extra earnings of the Perceived Quality of Company Risk control department,
borrower, and customer manager are respectively -U -C , U  C , and C  bU .
0

S

0

0

0

0

10) If the successful rent seeking of the borrower is discovered by the Perceived Quality
of Company Risk control department by conducting monitoring, such department would give
punishment respectively to the borrower and the customer manager; the punishment is related
to the rent sought by the borrower and the rent-seeking cost. The illegal gains of them would
be taken, and the borrower and the customer manager would be respectively fined mU and
nC as penalties. In this case the extra utility of the Perceived Quality of Company Risk
control department, borrower, and customer manager is respectively mU 0 +(n  1)C0 -Cs ,
0

0

 mU 0  C0

, and -nC0 -bU 0 .

②Analysis on Game Balance
According to above assumptions, a game tree is produced as Fig 3-3.
First its’ the analysis on the rent-seeking activities conducted by the borrower to the customer
manager. The monitoring probability of the Perceived Quality of Company Risk control
department in respect to the borrower’s rent seeking is  , the probability of effective
monitoring is  , and the successful occurrence probability of rent seeking is  . There is no
pure strategy Nash equilibrium in such game, so finding mixed strategy Nash equilibrium is
the only choice. (Pu Yongjian, 2009).
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Fig 3-3 The Game Tree of Three Parties
Note: P: the Perceived Quality of Company Risk control department; C: the borrower; S:
the customer manager

1) The expected extra earnings when the Perceived Quality of Company Risk control
department conducts or doesn’t conduct monitoring are respectably:
E P   =   mU0 +(n  1)C0 -Cs  + 1-   -U0 -Cs  + 1-   -Cs 

（3.1）

E P 1    =  -U 0   （1-）.0 （3.2）

When it makes no difference whether the Perceived Quality of Company Risk control
department conducts monitoring, E   =E 1    , in which case the Perceived Quality of
Company Risk control department reaches game equilibrium, and the best probability of the
rent-seeking occurrence of the borrower is:
P

P
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 =

Cs
（3.3）
 (m  1) U0   n+1 C0 

In other word, when the occurrence probability of rent-seeking of the borrower together with
Cs
 =
 (m  1) U0   n+1 C0 
the involvement of the customer manager is less than
, the best
choice of the Perceived Quality of Company Risk control department is not to conduct
monitoring; if the occurrence probability of rent-seeking of the borrower together with the
Cs
 =
 (m  1) U0   n+1 C0 
involvement of the customer manager is above
, the best choice of
the Perceived Quality of Company Risk control department is to conduct monitoring.
2) When the Perceived Quality of Company Risk control department has the monitoring
conducted at the probability of  , according to the decision rule of a rational game player, if
the extra earning of the borrower gained from rent seeking is more than that when he doesn’t
seek rent, the customer manager would allow the rent seeking, thus the rent-seeking activities
occur successfully; if not, he would not be involved. The expected extra earnings of the
borrower with and without rent seeking are respectively:
E C    =    mU 0  C0  + 1-   U 0  C0   + 1-   U 0  C0 
E c 1    =    0+ 1-   0  + 1-   0

（3.4）

（3.5）

When it makes no difference whether the borrower seek rent,
finds:
1 =

U0 -C0

 (m  1) U0 

E C    =E C 1   

, and it

（3.6）

In other word, when the probability of the Perceived Quality of Company Risk control
U0 -C0
1 =
 (m  1) U0 
department conducting monitoring is less than
, the best choice of the
U0 -C0
1 =
 (m  1) U0 
borrower is to seek rent; if such probability is more than
, the best choice of
the borrower is not to seek rent.

3) When the Perceived Quality of Company Risk control department has the monitoring
conducted at the probability of  , according to the decision rule of a rational game player, if
the extra earning of the customer manager gained by being involving in the rent seeking is
more than that when he denies, the customer manager would allow the rent seeking, thus the
rent-seeking activities occur successfully; if not, he would not be involved. The expected
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extra earnings of the customer manager with and without being involved in the rent seeking
are respectively:
Es    =    -nC0 -bU 0  + 1-   C0  bU 0   + 1-   C0  bU 0  （3.7）
ES 1    =    0+ 1-   0  + 1-   0

（3.8）

When it makes no difference whether the customer manager is or is not involved in the
seek rent,

 2 =

ES    =ES 1   

C0  bU0
  n+1 C0

, and it finds:

（3.9）

In other word, when the probability of the Perceived Quality of Company Risk control
C  bU0
 2 = 0
  n+1 C0
department conducting monitoring is less than
, the best choice of the customer
manager is to allow or be involved in the rent seeking; if such probability is more than
C  bU0
 2 = 0
  n+1 C0
, the best choice of the customer manager is not to allow or be involved in the
rent seeking.

Therefore, the mixed strategy Nash equilibrium of such three parties is:


 ， ，  =   (m  1)U s  n+1 C  ， (m  1)0U
 






1


2

U0 -C

C
0

0

C0  bU0 

0

   n+1 C0 
，

（3.10）

Thus it shows that the Nash equilibrium of the Perceived Quality of Company Risk
control department’s monitoring game is related to C s , monitoring cost of the Perceived
Quality of Company Risk control department,  , probability of effective monitoring of the
Perceived Quality of Company Risk control department, U , rent amount sought by the
borrower, C , rent-seeking cost, m , punishment level for the borrower, and n , punishment
level for the customer manager. Among them,  would increase with the increase of C , the
0

0

s

rent-seeking cost, and would decrease with the increase of  , m , n , U 0 , and C0 . According
 =

Cs
 (m  1) U0   n+1 C0 

to
, it’s known that the more cost of the monitoring conducted by
the Perceived Quality of Company Risk control department, the higher probability of the rent
seeking of the borrower together with the customer manager’s involvement; when the
monitoring cost and probability of effective monitoring of the Perceived Quality of Company
Risk control department are fixed, the higher level of the punishment for the borrower and the
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customer manager, the lower probability of the rent seeking of the borrower together with the
customer manager’s involvement; when the monitoring cost of the Perceived Quality of
Company Risk control department is fixed, the higher probability of the effective monitoring
of the Perceived Quality of Company Risk control department  , lower probability of the
rent seeking of the borrower together with the customer manager’s involvement.
=

U0 -C0

 (m  1) U0 



According to
, is related to  , probability of effective monitoring of
the Perceived Quality of Company Risk control department, U , rent amount sought by the
1

1

0

borrower,

C0

, rent-seeking cost, and m , punishment level for the borrower. Among them, 


1

would increase with the increase of U , the rent sought, and would decrease with the increase
of  , m , and C0 . If the Perceived Quality of Company Risk control department has the
0

monitoring conducted at the probability
 




1

, the borrower would choose to seek rent; if


1

, the borrower would determine whether to seek rent by chance.
 2 =

C0  bU0
  n+1 C0

According to
,  2 is related to b , the percentage the customer manager
can get from the output of the transaction,  , probability of effective monitoring of the
Perceived Quality of Company Risk control department, U , rent amount sought by the
borrower, C , rent-seeking cost, and n , punishment level for the customer manager. Among

them,  2 would increase with the increase of C , rent-seeking cost, and would decrease with


0

0

0

the increase of b ,  , m , and U 0 . If the Perceived Quality of Company Risk control






 2

2
department has the monitoring conducted at the probability
, the customer manager
would choose to work dutifully; If the Perceived Quality of Company Risk control

department has the monitoring conducted at the probability
 

, the customer manager



would choose to be involved in the rent seeking; if
, the customer manager would
determine whether to be involved in the rent seeking by chance.
1

According to the rule of rational decision, rent seeking only happens when it’s accepted
both by the borrower and the customer manager. In such case, the Perceived Quality of
Company Risk control department shall determine the strength level of monitoring. In
U0 -C0
C  bU0
> 0


 (m  1) U0    n+1 C0
consequence, when 1 > 2 , that is, when 
, the best probability of
monitoring conducted by the Perceived Quality of Company Risk control department in
C  bU0
 2 = 0

  n+1 C0
respect to rent seeking is
; if the actual probability of the monitoring  > 2 , the


borrower will not seek rent; if  < 2 , the borrower will seek rent; when    2 , the rent
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U0 -C0
C  bU0
 0
 (m  1) U0    n+1 C0

seeking will be determined by chance. When  < , that is, when
,
the best probability of monitoring conducted by the Perceived Quality of Company Risk

1


2



control department in respect to rent seeking is   1 = 2 ; if the actual probability of the




monitoring   1 = 2 , the borrower will not seek rent; if   1 = 2 , the borrower will not


seek rent; if   1 = 2 , the rent seeking will be determined by chance.

Therefore, to effectively reduce rent seeking in respect to the borrower and the customer
manager,  , 1 , and  2 shall be reduced. For the Perceived Quality of Company Risk
control department,  , 1 , and  2 the factors it gives impact on, include controllable and
uncontrollable factors. Among them,

Cs

, monitoring cost of the Perceived Quality of

Company Risk control department,  , probability of effective monitoring of the Perceived
Quality of Company Risk control department, m , punishment level for the borrower, and n ,
punishment level for the customer manager, are under the control of such department, while
other factors are not controllable for the department. So, Perceived Quality of Company Risk
control departments shall dutifully work by increasing its own activeness, and, through
multiple measures such as lowering the monitoring cost, enhancing monitoring efficiency,
increasing strength level of punishment, effectively reduce and prevent the rent seeking in
respect to borrowers and customer managers to protect its own legal rights.
In a word, as the major inner stakeholders, Perceived Quality of Company Risk control
departments, borrowers, and customer managers are depending on others for profit as well as
interact and restrict others. Any party would impact on others’ profit when pursuing its own
maximum profit, and also would be impacted by others’ action. Thus, any stakeholder shall
not consider only its own profit narrowly when making decision or taking action, instead, it
shall, based on the consideration about all parties’ profit, think about the impact on others’
behavior of its own action before determining the best choice.
Indeed, it’s not enough to give punishment to the borrowers and customer managers who
has conducted or are involved in rent seeking as a preventive measure if microfinance
companies want to control credit risk and ensure their operation and profits, especially to stop
the rent seeking about borrowers and customer managers. A systematic mechanism involving
various cooperative measures for credit control is needed for such purpose, including the
improvement of market economic system, the establishment and enhancement of laws and
social credit system, and the increase of laws enforcement efficiency, in particular, the
identification and establishment of Perceived Quality of Company Risk control competence
factors of microfinance companies. Next chapter will give elaboration and analysis in terms of
the development of risk resistance.
3.4 Summary
The chapter first probed into the connotation and particularity of credit risk of
microfinance companies, and then made an analysis on the generative mechanism of credit
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risk causes based on microfinance companies’ defects, the defects outside of microfinance
companies, and external factors. Finally, in light of the asymmetric information and features
of microfinance parties, the analysis tool in respect to game theory was introduced into the
processes of microfinance companies’ loan origination by focusing on the theoretical analysis
on the game mechanism of the processes of major stakeholders such as Perceived Quality of
Company Risk control departments, borrowers, and customer managers’ seeking their own
maximum profits, including the qualitative analysis on the game happening in the period of
contract performance in respect to Perceived Quality of Company Risk control departments
and borrowers, the game in respect to Perceived Quality of Company Risk control
departments and customer managers, and the game in respect to borrowers and customer
managers. In addition, the game model involving such three parties has been established.
Based on the mixed strategy Nash equilibrium, it made an analysis on the connection of
results of such three parties’ game. According to the game results, it proposed some measures
and suggestions for preventing rent seeking.
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Chapter 4 The Research Method Design for Microfinance
Companies’ Credit Risk Management
Since system to sort out and clearly define the connotation and particularity of credit risk
and the interests of stakeholders based on the game analysis of microfinance companies’
credit risk have been found, the chapter will make an in-depth research about the factors
influencing the management strength of microfinance companies, level of influence, and
functions of these factors, so as to objectively discuss the credit risk management system of
microfinance companies in a scientific way.
4.1 Antecedent Variables Identification of Microfinance Companies’ Credit Risk
4.1.1 Research Method
A systematic analysis and research is needed for probing into and identifying the
resources of microfinance companies’ credit risk, because the risk includes complex parts as a
comprehensive system. To fully and objectively identify the factors influencing microfinance
companies’ credit risk, the research in the paper uses questionnaire and a face to face
interview. Taking the research items and research purpose into consideration, and through the
questionnaire, the general opinions of microfinance companies about credit risk resources
were obtained. Based on the opinions the in-depth research was processed by including an
expert interview.
4.1.2 Research Steps
The questionnaire of the research is processed according to following steps. First,
providing the definition of the credit risk of microfinance companies in the first part of the
questionnaire to make the respondents acquainted with the credit risk of microfinance
companies; in the second part, the questionnaire collects the factors of microfinance
companies’ credit risk management competence answered by the respondents. Taking the
research purpose and the actual conditions of the writer into consideration, the research has
selected 30 microfinance companies in Chongqing, Chengdu, and Guiyang as the respondents.
From October 2015 to December 2015, 162 questionnaires were distributed, and 153 were got
back, rate of effective returning reaching 87.65%. Respondents were asked to rank according
to the importance not less than 3 major factors influencing the credit risk of microfinance
companies. See the contents of the questionnaire in Appendix A.
The other way of survey of the research is interview. The writer interviewed 5
microfinance companies in Chongqing and Chengdu in December 2015. First, 2 microfinance
companies were selected for the interview with their senior officers to make a survey about
the factors influencing the credit Perceived Quality of Company Risk control competence of
microfinance companies: 1) Which factors influence credit risk? 2) What are the strength
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levels of the factors influencing credit risk? Because the rule of “saturation” is applied, the
interview would stop when the inquirer thinks that there will be no new information to collect.
After the questionnaire survey and the interview, an analysis was made on the collected
variables of microfinance companies’ credit risk competence, and the answers were calculated
by external and internal factors, so as to identify the major factors of microfinance companies’
credit risk management competence. See the results in Table 4-1.
Table 4-1 The Resources of Microfinance Companies’ Credit Risk Management
Competence Answered in the Survey
External Factors

Frequency

Internal Factors

Frequency

Supportive policy

126

Organizational Structure of 110
risk management

Philosophy and strategy of 102
risk management

Data and IT system

Customer demand

85

Human resources of risk 95
management

Strength of competition

50

Enterprise culture

53

Strategy and plan

38

Market positioning

30

108

Cultural difference

10

Coordination competence

16

Others

22

Others

29

To enhance the reasonability of the classification of credit risk management competence,
the research team made qualitative determination. First, 3 enterprise staffs in respect to
enterprise risk management in the research team independently read the items and ruled out
the items unclearly expressed, and then put the items be of similar connotation in the same
class, so that all items with the same connotation and nature were included in the same group.
Meanwhile, 3 risk management experts were invited to judge and correct the dimension
division according to their own understanding after the connotation of microfinance
companies’ credit risk and resources of the credit risk were explained to them.
For the sake of convenience, the research in the paper has taken the influence on risk
management competence caused by the supportive policy outside of microfinance companies
into consideration, and compared the differences of risk management competence between
domestic microfinance companies with their foreign counterparts which are well developed
and stand the test. And, Combined with domestic and foreign experts’ research results and
learn from the COSO theoretical framework on the commercial financial structure in respect
to internal factors are included for analysis（Credit Suisse, 1997）. The factors remained in
the final results of the survey with frequency higher than 50% of the total amount. Thus 6
factors, that is, supportive policy, philosophy of risk management, customer demand about
products, organizational structure of risk management, human resources of risk management,
data of risk management and IT system were selected for research. Among these factors,
supportive policy and philosophy of risk management guide the direction, so providing
momentum for the improvement of risk management competence. Such two factors, one from
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internal environment of microfinance companies while the other from external, both influence
customers’ product demand, organizational structure, the competence of risk management
staffs, and risk management data and IT system. According to the figures calculated, over 80%
of the questionnaire results were formed by these factors, so they represent the major factors
of microfinance companies’ risk management competence.
Table 4-2 Identification of Major Factors Influencing Microfinance Companies’ Risk
Management Competence
No.

Confirmed major factors influencing microfinance companies’
risk management competence

1

Supportive policy

2

Philosophy and strategy of risk management

3

Customer demand

4

Organizational structure of risk management

5

Human resources of risk management

6

Risk management data and IT system

4.2 Components and Connotation of Microfinance Companies’ Resistance against
Credit Risk
4.2.1 Theoretical Analysis on Credit Perceived Quality of Company Risk control
Mechanism Structure of Microfinance Companies
After determining the major factors influencing microfinance companies’ credit risk
management competence, it’s needed to make in-depth research about the meaning and
connections of the factors, the mechanism of these factors’ influencing microfinance
companies’ risk identification & assessment and Perceived Quality of Company Risk control,
two major risk management competence. Due to few documents and treatises about the
competence of microfinance companies’ credit risk, there are few research results which can
be drawn on. The writer tried to innovatively establish a simple frame, which only includes a
level, for researching the way the factors influence microfinance companies’ credit risk
management competence. The frame serves as general outline, but plays a foundational role
for finishing the final and detailed frame.
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Perception of Policy
Support

Major
influencing
factors of Risk
management
competence

Risk management
competence

Idea and strategy of risk
management

Fig 4-1 The mechanism of the major factors influencing microfinance companies’ credit
risk management competence
4.2.2 Connotation of Microfinance Companies’ Credit Risk Management Competence
1. Perception of Policy Support
National Perception of Policy Support is indispensable for enterprise development,
which needs government’s policy guidance. In the credit risk management processes of
microfinance companies, Perception of Policy Support is represented by the guidance and
support national macro-control, including political policy, financial policy and the support of
authorities.
The regulation by governments for market economy is primarily represented by the
correction of “market failure”. To prevent government failure and as the important
supplement to national financial organizations, microfinance companies are extremely
influenced by industrial policy, financial policy and taxation policy. Meanwhile, government,
a public authoritative organization of administration, not only provides service for economic
development, but also protects social stability. The sustainability and positioning of
microfinance companies are restricted by many factors, so local governments shall give more
clear guidance and instructions. And, microfinance companies shall increase connection and
communication with relevant authorities to provide political protection to its own Perceived
Quality of Company Risk control and sustainable development.
For this reason, microfinance companies shall pay immediate attention to national
industrial policy and financial policy, so as to remove external obstacles for its positioning
and Perceived Quality of Company Risk control improvement.
2. Philosophy and Strategy of Risk Management
According to the definition of COSO theory frame, an entity’s philosophy of risk
management includes beliefs and attitudes in common which determine the action the entity
would take, and the viewpoints about risk from strategy decision and implementation to daily
activities. The philosophy of risk management reflects the entity’s values and influences its
culture and operation style. An entity’s philosophy of risk management influences its taking
advantage of factors of risk management, including the way of risk identification, kinds of
risk taken, and management method. Such philosophy shall be well established and
understood, thus followed by staffs. Philosophy of risk management is the factors from
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internal environment in the frame of COSO enterprises’ comprehensive risk management. As
the first one mentioned factors in the internal environment, it’s very important.
According to the theory of enterprise strategic management, enterprise strategy
represents the stable direction and expected range for the organization. It helps the
organization obtain competitive advantage through adjusting resources allocation in
changeable environment, so as to satisfy the expectations of stakeholders.
3. Customer demand
Customer demand means the needs, expectations and desire about the provided products
or service under certain conditions. Customer demand is the core representation of the
consumption ideas and habits, which would change with the change of outer environment and
the customer’s self-values. The major change is reflected in the diversification, hierarchy and
dynamism.
(1) The diversification of customer demand. According to Morris’ ideas (1994),
customer’s expectations about products include both good quality and affordable price. In
addition to the two items, Parasuraman (2000) added the demand about service quality,
holding that customer demand is diversified in terms of product quality, service quality and
price. Studies indicate that with development of the connotation of customer value, customer
demand is diversified, changing from single demand to multiple demands.
(2) The hierarchy of customer demand. Maslow’s hierarchy of needs (1943) classifies
human’s demand as five sorts from bottom to top: physiological, safety, belongingness and
love, esteem, self-actualization, and self-transcendence. Generally, a man will desire higher
level need after his basic level of needs is met, showing a recycle of satisfaction and pursuit.
Afterwards, Woodruff established the model of customer value hierarchy based on cognitive
logic（2003）. According to the model, customers would firstly consider the nature and
function of products; in the purchase and using, customers would form their expectations
about the actual function; finally customers would, based on such result, form their
expectations about the product’s competence of realizing their purposes.
(3) Dynamism of customer demand. Customer demand would change with the time.
Thus, Zeithaml holds that customer demand is based on their objective expectations, and that
the expectations and needs about the same product or service are varied by customers (1988).
According to Ravald’s research (1996), external environment, through its influence on the
values, demand, preference and income of customers, influence the needs of customers.
4. Organizational Structure
Organizational structure is the relations in respect to responsibility and rights and
personnel arrangement designed according to certain rules for intended purposes, and such
structure is established to ensure effectively satisfied organization goals. Organization
operation necessarily results in the needs for management, and the management is the
processes of realizing the organization’s goals through allocation of human resources and
materials, especially the monitoring of executive officers. Credit risk management also needs
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the attention of officers, especially the powerful support and supervision provided by board of
directors and executive officers. The board of directors and executive officers of a
microfinance company shall fully consider the demand of new products and new service
when making the comprehensive strategy for the company. Before new business of a
microfinance company, the executive officers shall conduct completed demonstration and
assessment to make a clear decision. The executive officers shall include their development
plan of financing business into their strategic goals. Careful assessment and analysis on the
risk shall be done before microfinance companies initiate their credit business, to determine
whether it’s affordable by the company. Relevant mitigation measures also shall be developed
for risk. After the initiation of the financing business, continuous risk assessment shall be
conducted for the business, and supervision measures also shall be improved. Its resources
and property such as enterprise capital, technologies, natural resources and human resources
shall be integrated by organizational measures; dynamic control and regulation shall be
realized through management. In these ways, microfinance companies can remain dynamic
stable, and enhance their risk management competence.
Bertrand Moingeon believe that microfinance companies’ organizational structure would
be influenced by various factors such as industrial characters and regional layout, so dynamic
balance is requested in respect to their company structure (1998). Meanwhile, the credit risk
management of microfinance companies has to appropriately deal with two kinds of
relationship: the relationship between decision makers and Perceived Quality of Company
Risk control team, and the relationship between external cooperation and external
coordination. For the characters of organizational structure, Hage proposed complexity,
formalization, centralization and hierarchy (1999). Miller and Drage, as well as other
researchers afterwards improved the four organizational characters by proposing
centralization, hierarchy, formalization and professionalism （ 1999 ） , which are widely
accepted.
5. Human resources
Thomas Watson, founder of IBM said that capital is necessary for architecture, while
talents are needed for enterprises’ operation. Human resources are the decisive factor and
momentum for their operation and development. The number and quality of talents
determines the fitness of a company’s risk management. Many steps are involved in microfinance companies’ credit risk management, not only including steps such as survey,
underwriting, and follow-up, but also needing service of professional talents. During the
process of credit Perceived Quality of Company Risk control, microfinance companies face
complex challenges of the new filed, so it requires professional quality, learning ability and
innovation capabilities of the staffs, so as to ensure sustainable development and intelligent
resources. Meanwhile, microfinance companies should improve their human resources
management, increase the efficiency of human resources allocation and development,
strengthen psychological contract, and build a talent team suitable for enterprise sustainable
development.
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6. Data and IT System
According to COSO definition, related data and information is capable of ensuring
correct performance of obligations. The information, from both inside and outside, is
quantitative or qualitative in form, so that appropriate respond and measures can be done
according to changeable conditions. Executive officers shall deal with a great amount of data
to pick up the parts which are helpful or instructive to making decisions; in such process, an
information system can be established to track, obtain, deal with and report relevant
information. The information system uses data from inside and information from outside to
provide useful information for Perceived Quality of Company Risk control and decision
making in respect to goals.
COSO frame has following provision for information system and data as following:
information system generally is fully integrated into many aspects of business operation. Net
and systems based on net are popular, and many companies are using information systems in
the range of their business, such as ERP. Their application is useful for obtaining the
information which was remained by authorities before, so that it can be widely used for
management. When information about transaction is recorded and traceable, the information
about finance and operation would be effective obtained by management for operation control.
For effective credit risk management, microfinance companies obtain and use current data and
record. Records help microfinance companies track transaction profit according to their plan
and expectations. Records provide information about microfinance companies in various
conditions to decision makers so that they identity the connections and trend, as well as
predict the performance. Records also provide early warnings to decision makers in respect to
potential risk.
Current or new data help a microfinance company determine whether the risk is tolerable.
These data help decision makers immediately develop their judgment about the risk occurring
in certain step, function or range, and then determine the difference between expectation and
actual fact. Information system strengthens a microfinance company’s performance
calculation, performance monitoring and information analysis. With the development of new
technologies, organizations have better skills of using new technologies. The complexity and
integration of information system are remained, so management shall pay close attention to it.
4.3 Scale Development
4.3.1 Development of Measurement Items
To ensure the validity and reliability of the measuring tool, the paper took advantage of
the scales in the available documents published home or abroad by appropriately modifying
them according to the research purpose. For the design of questionnaire, except for the basic
situation of the respondents and a very small amount of open fill in the blank, the other
investigative content are applied with Likert five design form.Reference to the Ganesh (2005)
study results, in the questionnaire, the attitude of the survey described by the attitude
measurement with a five-level scale.In this questionnaire, 5 represents "recognized", 4 stands
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for "comparative approval", 3 stands for "neutral", 2 stands for "relatively unrecognized", and
1 is "very recognized".
The reason for this is that the 5-scale scale of the scale because it is time-consuming to
fill, concise, it is widely used. According to Bedre's research experience, the 5-level scale is
the most reliable, the option is more than 5, most people are difficult enough to identify.
1. Scale of Perception of Policy Support
In terms of the management of credit risk of microfinance companies, Perception of
Policy Support includes the instructions and positioning requirements provided by the
government to microfinance companies, and the support and supervision offered by national
financial policy to microfinance companies’ capital, so microfinance companies can better
understand and take advantage of the policy. In addition, the government also develops a
social environment of good credit. So, the paper selected 4 items: explicitness of current
policy positioning and instruction for microfinance companies, good supportiveness of
current financial policy for microfinance, effectiveness of authorities’ credit risk supervision,
governmental promotion of good social credit
Table 4-3 Scale of Perception of Policy Support
Code

Measurement items

Origin

Explicitness of current policy positioning and instruction for
microfinance companies
Perception

of
Good supportiveness of current financial policy for

Policy Support

The paper
microfinance

(Code:PS)

effectiveness of authorities’ credit risk supervision
governmental promotion of good social credit

2. Philosophy and strategy of credit management
Overall Credit Management Instructions for State-Owned Enterprises said: all staffs of
enterprises, especially management staffs of levels and transaction-handling staffs shall bear
in mind that risk exists everywhere and anytime, and attach importance to strict control and
prevention against pure risk, prudent dealing with opportunity risk, and risk management
responsibilities in respect to position.
Comprehensive risk management is required to microfinance companies, so Perceived
Quality of Company Risk control is included the jobs of all staffs of microfinance companies,
not just executive officers and risk management departments. Risk management information
shall be fully shared in microfinance companies and thorough processes of risk management
and business transaction. Each staff should build the awareness of risk management, and
individual income shall be connected to transaction profit, so as to control the risk as soon as
it appears. For management staffs, unified ideas about risk management shall be developed,
and all staffs shall increase Perceived Quality of Company Risk control competence through
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training. The credit risk management strategy, risk preference and Perceived Quality of
Company Risk control policy shall be informed of all staffs by the microfinance company.
Risk management information shall not be withheld in certain departments, if so, poor spread
of risk information would encumber the improvement of risk management.
So, the scale of risk management idea and strategy is developed as following:
Table 4-4 Table of Risk Management Idea
Code

Measurement items

Origin

Executive officers’ continuous improving the risk awareness of all
staffs
Executive officers’ attention to risk management
Idea

of

Risk
Encouraging staffs taking part in risk management

Management

The paper
Executive officers personally promoting the building of unified idea

(code: PST)
of risk management
Fully spread and shared information of risk management within the
enterprise

3. Scale of Knowledge of customer demand
Because there are very few scales of customer demand available in existing research, 6
measurement items were selected by considering the results of the questionnaire and
interview as well as the loan demand nature of customers mentioned in last section, that is,
complexity, dynamism and hierarchy. The 6 items include: increasing individuation of
customers’ demand for loans, increasing transparency of customers’ credit, customers’
increasing attention to their own credit, credit clerks’ quick respond to customers’
requirements, credit clerks’ increasing understanding about customers’ business and industries,
and credit clerks’ increasing dependence on social connections.
Table 4-5 Scale of Knowledge of Customers’ Demand about Products
Code

Measurement items

Origin

increasing individuation of customers’ demand for loans
increasing transparency of customers’ credit
Knowledge

of

Customer
demand

customers’ increasing attention to their own credit
credit clerks’ quick respond to customers’ requirements
credit clerks’ increasing understanding about customers’

(code: KCDE)

Morris(1994),
Parasuraman(2000),
Maslow(1943),
Woodruff(2003)

business and industries
credit clerks’ increasing dependence on social connections
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4. Scale of Quality of the Management and Organization for Risk Management
Foreigner scholars such as D. S. Pugh, Massimo .0 (1998), W. Jack Duncan (1998), and
Peter M. Ginter (1998) did research on the scale of organizational structure in terms of
regularization, centralization, complexity etc. Khandwalla (1977) selected 8 items for the
measure of organizational structure. The items were the respondents’ communicative means
and the way of obtaining major information of operation, diversification levels of
management style, acceptance level of decision, level of adjustment done according to
condition change, and staffs’ compliance with formal job description.
The paper selected the items of its scale of organizational structure based on appropriate
modification to the items of D. S. Pugh et al (1998), Qi Xugao (2013) and Khandwalla (1977).
These items include completed risk management organization in the enterprise, clear job
allocation and cooperation between risk management department and business department,
quick respond of executive officers to credit risk, necessary supervision for risk management
department (a third party without connection to risk management department and the
department founder supervises and assesses the performance of risk management department).
Table 4-6 Scale of Quality of the Management and Organization for Risk Management
Code

Measurement items

Quality

of

Origin

the
completed risk management organization in the enterprise

Management and
clear

job

allocation

and

cooperation

between

risk

D. S. Pugh et al (1998),

Organization for
management department and business department

Qi Xugao (2013) ,

quick respond of executive officers to credit risk

Khandwalla (1977)

Risk
Management
necessary supervision for risk management department
(Code: MOS)

5. Scale of human resources
The human resources index is used to analyze the actual facts about human resources.
Schuler et al prepared 15 human resources indexes (1997), based on which Zhao Shuming, by
considering Chinese facts, prepared a new assessment system of human resources
management, including 15 factors and 75 questions, and it is the universal assessment
standard for domestic enterprise human resources.
The paper selected 6 items based on human resources indexes and by considering the
research purpose. They include: the shared goal of organization, individual job and
individuals, clear appraisal system for credit risk management staffs, good psychological
contract between company and staffs, employment and appointment helpful for Perceived
Quality of Company Risk control, supportive technological training and specific training, and
workers’ strong momentum for work and pride for the company
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Table 4-7 Scale of Human Resources
Code

Measurement items

Origin

shared goal of organization, individual job and individuals
clear appraisal system for credit risk management staffs
good psychological contract between company and staffs
Human resources

Zhao

Shuming

employment and appointment helpful for Perceived Quality of
(code: HR)

(2001)
Company Risk control
supportive technological training and specific training
workers’ strong momentum for work and pride for the company

6. Data and IT system
Risk quantization is a major part of risk management. Quantified risk can be recovered
by certain amount of capital, or solved by other measures for Perceived Quality of Company
Risk control. Before the quantization, adequate loss data is needed. Shortage of risk loss data
is the major obstacle for microfinance industry to promote the technology of risk quantization.
The methods of risk quantization recommended by Basel Accord set a demanding
requirement for data quality. For example, in respect to the external appraisal of credit risk
quantization, the low-level method requires 5-year data record of commercial banks, while the
high-level method requires at least 7-year data record. Good quality and completeness of
recorded data are essential for the quantization system. According to the accord, a
microfinance company should have a unified standard for data management when building its
IT system of credit risk management, and set unified requirements respectively for the range,
standard and period of the data to be recorded. And, the shortage of risk loss data is the major
obstacle to microfinance companies’ development of risk quantization technology. Now the
trend of risk management is risk quantization and post-quantization measures against risk.
According to New Basel Capital Accord, the risk management information system of
microfinance companies shall be of comprehensive competence of risk management as the
combination of management of credit, market and risk. The system is capable of supporting
microfinance companies’ major risk calculation as well as verification and pressure test
afterwards. Furthermore, it can check the compliance of risk limits and provide relevant
information in respect to risk report. As seen from foreign experience, to realize quantitative
assessment and portfolio management of microfinance companies’ credit risk, at least data
collection system, data filtering system, best risk model analysis system, quantitative risk
management system integrating management’s opinions, and portfolio management system
are needed. Finally, the major purpose of the establishment of risk management system is to
provide helpful support to risk management. The scale of credit risk data and IT system is
designed as following:
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Table 4-8 Scale of Data and IT System
Code

Measurement items

Origin

Unified management standard for data quality

Data

and Unified risk management data bank

information

Introduction and development of positive risk management IT

system

system

(code: DI)

Support to risk management provided by risk management IT

The paper

system

With the initial design, 6 measurement items of microfinance companies’ credit risk
resistance are designed as table 4-9. Based on this design, a questionnaire of pre-test was
made, including 30 items, among which there are 4 items about Perception of Policy Support,
5 items about credit management idea and strategy, 6 items about Knowledge of Customer
demand, 5 about Quality of the Management and Organization for Risk Management , 6 about
human resources, and 4 about data and IT system.
Table 4-9 Scale of Microfinance Companies’ Credit Risk Resistance
Code

Measurement items

Origin

Explicitness of current policy positioning and instruction
for microfinance companies
Perception

of
Good supportiveness of current financial policy for

Policy Support

The paper
microfinance

(Code:PS)

effectiveness of authorities’ credit risk supervision
governmental promotion of good social credit
Executive

officers’

continuous

improving

the

risk

awareness of all staffs
Executive officers’ attention to risk management
Idea

of

Risk
Encouraging staffs taking part in risk management

Management

The paper
Executive officers personally promoting the building of

(code: PST)
unified idea of risk management
Fully spread and shared information of risk management
within the enterprise
increasing individuation of customers’ demand for loans
Knowledge

of

Customer demand
(code: KCDE)

increasing transparency of customers’ credit
customers’ increasing attention to their own credit
credit clerks’ quick respond to customers’ requirements
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credit clerks’ increasing understanding about customers’
business and industries
credit clerks’ increasing dependence on social connections

Quality

of

the

completed risk management organization in the enterprise
D. S. Pugh et al

Management and

clear job allocation and cooperation between risk management

Organization

department and business department

(1998), Qi Xugao
for

(2013)
Risk Management

quick respond of executive officers to credit risk

(Code: MOS)

necessary supervision for risk management department

and

Khandwalla (1977)
shared goal of organization, individual job and individuals
clear appraisal system for credit risk management staffs
good psychological contract between company and staffs
Human resources

employment and appointment helpful for Perceived Quality of

Zhao

(code: HR)

Company Risk control

(2001)

Shuming

supportive technological training and specific training
workers’ strong momentum for work and pride for the
company
Unified management standard for data quality

Data

and Unified risk management data bank

information

Introduction and development of positive risk management

system

IT system

(code: DI)

Support to risk management provided by risk management

The paper

IT system

4.3.2 Scale Pretest
The purpose of scale pretest is to refine the initial questionnaire items, so that the scale
for formal research can be developed. CITC is used to purify the measurement items for
pretest questionnaire’s reliability analysis, and Cronbach’s Alpha is used to assess the
reliability of the scale; the reasonability and veracity of the scale dimension division is
checked through exploratory factor analysis for validity.
1. Descriptive analysis of samples
Considering the location conditions of the research team, 30 microfinance companies in
Chinese western part were selected for scale pretest. Each microfinance company was given 5
to 8 copies of questionnaire according to its size and strength. To getting accurate and
constructive answers, 85% respondents were from middle or senior management. 162 copies
of the questionnaire were given out and 153 returned. 11 returned copies were cancelled for
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information incompleteness or invalidity, so 142 valid copies of the questionnaire were got
back. In terms of the companies which have returned the copies, the return rate was 100%; in
terms of the number of respondents, the return rate of valid copies was 87.65%. It met the
requirements about validity and reliability of limited samples’ pretest.
Basic information of valid samples. For the 142 valid returned copies, a detailed
calculation for the company ownership, capital amount, level in organizational structure, and
position of respondent as stated in table 4-10:
Table 4-10 Calculation about Sample Basic Characters
Basic characters

Sample number

Percentage

State-owned enterprise
Private enterprise
Joint venture
joint-stock enterprise

4
15
8
3

13.33
50.00
26.67
10.00

large-size microfinance company
(capital > 100 million yuan)
Middle
and
small-size
microfinance company (capital <
100 million yuan)

17

56.67

13

43.33

heardquaters
Provincial branch
Sub-branch in county

6
16
8

20.00
53.33
26.67

Location

Sichuan
Chongqing
Guizhou

10
13
7

33.33
43.33
23.33

Position of respondent

Senior management
Middle management
Ordinary staff

35
86
21

24.65
60.56
14.79

Ownership

Capital amount

Level
organizational
structure

in

According to the data, the samples indicate good representativeness when classified by
ownership, capital amount, level in organizational structure, and location. The positions of the
respondents have included staffs from senior management, middle management in respect to
risk, Perceived Quality of Company Risk control department and ordinary worker, indicating
an appropriate distribution and representing the basic information of microfinance companies’
credit risk.
After validity confirmation and the establishment of data bank with statistics analysis
soft, the data of all valid copies were put into base bank for data processing and analysis.
According to the requirements of research purpose and test assumptions, the research of the
paper used SPSS and AMOS to analyze the data. The major methods used were the reliability
validity analysis on the data, descriptive statistics, correlation analysis, and structural equation
modeling.
2. Descriptive analysis of measurement items
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In Table 4-11, the statistical results of measurement items of microfinance companies’
credit Perceived Quality of Company Risk control competence resources include mean value,
standard deviation, skewness, and kurtosis, so that it can check if the data obtained from the
research follow a normal distribution. Kline (1998) believed that when the absolute value of
skewness was less than 3 while the absolute value of kurtosis was under 10, the sample would
generally follow a normal distribution. The statistical results in the table indicate that the
mean values of all the items are between 3.47 and 4.22, while standard deviations between
0.492 and 1.122. Thus, the variables of microfinance companies’ credit risk resistance follow
a normal distribution, ready for the analysis of reliability and validity.
Table 4-11 Descriptive Analysis of Item Data
Standard
Mean
Dimension

Skewness

Kurtosis

deviation

Item

Statistics

Statistics

Statistics

Statistics

PS1

3.05

0.826

0.388

2.023

PS2

3.29

0.843

0.426

1.079

PS3

3.12

0.791

-0.322

1.319

PS4

3.36

0.858

-0.939

1.199

PST1

4.02

0.771

-1.112

2.352

PST2

3.38

0.808

0.020

0.589

PST3

3.29

0.885

-0.041

0.958

PST4

3.62

1.007

-0.837

0.400

PST5

3.42

1.257

0.228

-0.817

KCDE1

3.48

0.870

-0.697

0.495

KCDE2

3.74

1.046

-0.230

-0.781

KCDE3

3.60

0.972

-0.552

0.255

KCDE4

3.47

0.939

-0.087

-0.288

KCDE5

3.26

1.145

0.245

-0.733

KCDE6

3.88

0.888

-1.184

1.937

MOS1

3.71

1.061

-0.603

0.033

MOS2

3.93

1.046

-1.202

1.140

MOS3

3.44

0.966

-0.308

-0.253

MOS4

3.68

0.970

-0.639

0.445

MOS5

3.65

1.387

0.796

-0.645

HR1

2.93

0.937

0.613

0.209

PS

PST

KCDE

MOS

HR
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HR2

3.79

1.196

-0.894

0.098

HR3

3.36

1.200

-0.150

-0.904

HR4

3.25

1.018

-0.678

-0.740

HR5

3.51

1.065

-0.547

-1.141

HR6

3.79

0.892

-0.513

0.374

DI1

3.70

1.169

-0.487

-1.014

DI2

3.28

1.179

0.114

-1.212

DI3

3.39

1.188

-0.085

-1.010

DI4

2.88

1.161

-0.157

-1.099

3. Analysis of internal consistency
To check if the scale satisfies consistency and stability when measuring relevant
variables, the paper used CITC and Cronbach’s alpha for the check. Cronbach’s alpha
indicated the correlation of different items for the same variable of the survey, and shall be
between 0 and 1. The larger the number, the better the correlation and the internal consistency
reliability. Number over 0.6 indicates good correlation.
Table 4-12 Analysis Results of Internal Consistency Reliability
Dimension

Item

CITC

Alpha if Item Deleteded

PS1

0.886

0.935

PS2

0.887

0.935

PS3

0.942

0.919

PS4

0.818

0.956

PST1

0.904

0.950

PST2

0.906

0.948

PST3

0.918

0.944

PST4

0.885

0.949

PST5

0.921

0.953

KCDE1

0.909

0.970

KCDE2

0.925

0.968

KCDE3

0.952

0.965

KCDE4

0.937

0.967

KCDE5

0.898

0.972

KCDE6

0.896

0.971

MOS1

0.949

0.959

PS

PST

0951

KCDE

MOS

Cronbach ɑ

0.959

0.974
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0.971

MOS2

0.932

0.962

MOS3

0.913

0.966

MOS4

0.933

0.963

MOS5

0.925

0.971

HR1

0.877

0.975

HR2

0.925

0.971

HR3

0.944

0.969

HR4

0.909

0.971

HR5

0.949

0.967

HR6

0.949

0.969

DI1

0.939

0.973

DI2

0.952

0.970

DI3

0.956

0.968

DI4

0.933

0.975

HR

0.975

DI

0.979

As stated in Table 4-12, the Cronbach’s alpha of each of the 6 measurement items about
microfinance companies’ credit risk resistance is over the decision value, 0.90, indicating
good reliability of the 6 items. In respect to CITC, most of items are over the decision value,
0.80. As a result, the scale of microfinance companies’ credit risk resistance has good internal
consistency and stability.
4. Exploratory factor analysis
Exploratory factor analysis can verify the conformity of conceptual dimension and
empirical dimension. The research first used KMO (Kaiser-Meyer-Olkin) and Bartlett's test of
sphericity. When KMO>0.9, it’s suitable for factor analysis; if KMO<0.5, it’s not suitable for
exploratory factor analysis[39]. Table 4.13 shows that KMO is 0.955 while Bartlett's test of
sphericity is 8316.099, and P<0.000, reaching significance level, indicating the common
factor in the matrix related to the population, and suitable for factor analysis.
Table 4-13 KMOand Bartlett Verification
Kaiser-Meyer-olkin

Kaiser-Meyer-Olkin
Bartlett's test of sphericity

Values of sampling adequacy

0.955

Approximate Chi-Square Distribution 8316.099
Degrees of freedom
435
significance
0.000

The varimax rotation was used, and then the data were got according to eigenvalue of 1.
The results are shown in Table 4-14.
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Table 4-14 Exploratory Factor Analysis of Antecedent Variables of Microfinance
Companies’ Credit Risk
Item

PS

PST

KCDE

MOS

HR

DI

Factor 1

Factor 2

PS1
PS2
PS3
PS4

0.360
0.375
0.528
0.733

0.873
0.894
0.792
0.556

PST1

0.564

0.746

PST2

0.574

0.729

PST3

0.486

0.831

PST4

0.740

0.591

PST5

0.764

0.572

KCDE1

0.763

0.539

KCDE2

0.7882

0.532

KCDE3

0.732

0.620

KCDE4

0.682

0.054

KCDE5

0.654

0.082

KCDE6

0.631

0.684

MOS1

0.766

0.588

MOS2

0.723

0.593

MOS3

0.725

0.614

MOS4

0.731

0.620

MOS5

0.881

0.400

HR1

0.600

0.687

HR2

0.829

0.493

HR3

0.780

0.566

HR4

0.890

0.343

HR5

0.762

0.591

HR6

0.734

0.601

DI1

0.869

0.421

DI2

0.780

0.528

DI3

0.779

0.559

DI4

0.840

0.460

As shown in Table 4-14, the 2 factors with eigenvalue over 1 were selected, and
accumulative explained variance was 86.791%. Each item has a factor loading over 0.8 in
single dimension without cross-factor loadings. The result indicated that the scale had good
single dimension and convergent validity, and it also indicated the appropriateness of the
paper’s 6 dimensions used for microfinance companies’ credit risk antecedents.
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After ruling out the items not meeting the requirements based on the reliability and
validity analysis on the scale, a questionnaire of competence variable measurement including
6 dimensions and 30 items was developed. The final questionnaire used for the large-scale
and formal survey was developed through the research based on the 30 items and the relevant
items of enterprises statistical variables.
5. Analysis on reliability and of scale
Reliability represents the consistency or stability of a measuring tool, and convergent
validity is used to measure the correlation of items. The paper used composite reliability (CR)
and average variance extracted (AVE) to check the internal consistency and reliability of
latent variables. The formula of CR is stated as following. Generally, it’s believed that CR
over 0.6 is good.

The formula of AVE is stated as above. AVE assesses the total variance revealed by latent
variables compared with measuring errors, and is used to calculate the average explanatory
power of items for latent variables. AVE changes between 0 and 1. AVE over 0.5 indicates
good credibility of both the entire scale and single variable.
The CR and AVE of scale items are shown in Table 4-15. All CR values of each
dimension of the 30 items in respect to microfinance companies’ credit risk resistance factors
are over 0.80; all AVE values of each dimension are over 0.60; the standard loading factor of
each item’s latent variable is between 0.71 and 0.85, larger than 0.70, a lowest critical value
suggested by Hair et al. (1995) [43] and Barclay et al (1995). Additionally, strong statistical
significance is produced when P<0.001. Therefore, that proves good reliability and
convergent validity of the antecedents scale in the paper.
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Table 4-15 Reliability and Convergent Validity Analysis of Antecedents Scale of
Microfinance Companies’ Credit Risk
Name of
latent
variable

Observed
variable
code

Standard
factor
loading

Standard
error

T value

Composite
reliability
（CR）

AVE index

PS1
PS

PS2
PS3
PS4

PST

KCDE

MOS

HR

DI

PST1

0.564

0.746

PST2

0.574

0.729

PST3

0.486

0.831

PST4

0.740

0.591

PST5

0.764

0.572

KCDE1

0.763

0.539

KCDE2

0.7882

0.532

KCDE3

0.732

0.620

KCDE4

0.682

0.054

KCDE5

0.654

0.082

KCDE6

0.631

0.684

MOS1

0.766

0.588

MOS2

0.723

0.593

MOS3

0.725

0.614

MOS4

0.731

0.620

MOS5

0.881

0.400

HR1

0.600

0.687

HR2

0.829

0.493

HR3

0.780

0.566

HR4

0.890

0.343

HR5

0.762

0.591

HR6

0.734

0.601

DI1

0.869

0.421

DI2

0.780

0.528

DI3

0.779

0.559

DI4

0.840

0.460
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To assess the fitness of the presumptive model for the theoretical model, the paper’s
research checked the absolute fit indexes and comparative fit indexes of the
measurement model. In the absolute fit indexes, x2 represents the closeness of the estimative
covariance matrix E and sample covariance matrix S. generally, the smaller the x2 is, the
higher fitness degree of the presumptive model and the perfect model. Degree of freedom
reflects model complexity; the simpler the model is, the higher the degree of freedom is; the
more complex the model, the lower the degree of freedom. Absolute fit indexes also include
GFI, AGFI, RMSEA and RMR, among which GFI and AGFI are goodness fit indexes. When
GFI or AGFI is approaching or reach 0.9, the model has good fitness degree; RMSEA is root
mean square error of approximation, and generally the fitness degree is acceptable when
RMSEA is under 0.08; RMR is root mean square residual, and generally it’s believed that the
fitness degree is good when RMR is under 0.05. Comparative fit indexes include x2/df, NFI
and CFI, among which x2/df is used to measure the fit degree relative efficiency of different
models. Researchers proposed that x2/df between 2.0 and 5.0 indicated reasonable fit degree
of a model. The fitness of the variable model of the paper in respect to microfinance
companies’ credit risk management mechanism is stated as Table 4-16.
Table 4-16 Fit Indexes of Factor Analysis
x2

df

x2/df

GFI

AGFI

NFI

CFI

RMSEA

RMR

1081.86

374

2.89

0.96

0.92

0.97

0.91

0.068

0.031

According to the results of confirmatory factor analysis, the x2 of measurement model is
1081.86, df is 374, and x2/df is 2.89, between 2.0 and 5.0; GFI and AGFI are respectively
0.96 and 0.92, reaching 0.90; NFI and CFI are respectively 0.97 and 0.91, both topping 0.90;
RMSEA is 0.068, satisfying the optimization standard of 0.08 proposed by Gundersen; RMR
is 0.031, satisfying the optimization standard of 0.05 proposed by Reisinger. All the indexes
proved good fitness of variable simulation and data.
6. Discriminant validity analysis
Discriminant validity is the difference of certain measurement dimension and another one
in terms of character. Fomell and Larcker (1981) measured the difference through checking
each dimension’s AVE value. For the way, if the AVE is over the square of the correlation
coefficient of two dimensions, or if the square root of the AVE is under such correlation
coefficient, it indicates the discriminant validity of the two dimensions.
As shown in Table 4.17, the paper has gathered the square of AVE values of each
dimension in microfinance companies’ credit risk resistance factors scale and the correlation
coefficient of such dimension and others. The figures along the diagonal are the square of
AVE of each dimension.
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Table 4-17 Analysis Results of Discriminant Validity
PS

PST

KCDE

MOS

HR

PS

0.75

PST

0.45

0.78

KCDE

0.54

0.48

0.85

MOS

0.44

0.56

0.45

0.79

HR

0.49

0.48

0.54

0.43

0.83

DI

0.42

0.16

0.26

0.47

0.30

DI

0.76

The square of AVE value of each dimension of microfinance companies’ credit risk
resistance variables is between 0.75 and 0.86, and each correlation coefficient of dimensions
is between 0.16 and 0.54. The square of AVE value of each dimension is obviously larger than
the correlation coefficient of such dimension and another, proving good discriminant validity
among dimensions of microfinance companies’ credit risk resistance factors.
4.4 Summary
Based on the qualitative analysis in previous chapters, the chapter has developed the
variable measurement scales in related to model empirical research. Additionally, the
questionnaire, sampling methods, and data analysis methods used in the research are further
designed. Description and summary have been made about the research process, questionnaire
return, data compiling and valid sample distribution.
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Chapter 5 An Empirical Study on the Improvement of Credit
Risk Management Ability of Microfinance Companies
5.1 Theoretical Basis of Model
5.1.1 Relational model of credit risk and enterprise risk management of microfinance
companies
On the basis of the mechanism research above and the analysis of the connotation and
dimensions of risk management ability in Chapter III, let's rearrange the content of
mechanism model of the key factors affecting risk management of microfinance companies to
show a complete mechanism model diagram. The mechanism model diagram of key factors
affecting the credit risk management ability of microfinance companies after expansion is as
follows. On the left are two sources of impetus to the improvement of credit risk management
ability of microfinance companies, namely external Perception of Policy Support and internal
risk management concept and strategy; in the middle are mediator variables to be analysis,
namely four key factors affecting the credit risk management ability of microfinance
companies (Knowledge of Customer demand, management and organization structure, human
resources ability, data and IT system); on the right are credit risk identification and control
abilities (Fig. 5-1). At this point, the mechanism modeling of key factors affecting the credit
risk management ability of microfinance companies is completed.
Knowledge of
Customer demand
Perception of
Policy Support

Perceived Quality of
Risk Identification
and Evaluation

management and
organization structure

Credit risk
management
concept

human resources
management

Perceived Quality
of Risk control;

H1-H4

Data and IT system

H5-H6

Fig. 5-1 Mechanism of action of key factors affecting the credit risk management ability of
microfinance companies
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The sources of the credit risks of microfinance companies have been analyzed in Chapter
III. In this chapter, the concept of credit risk management of microfinance companies is
analyzed and the relationship between "credit risk identification and credit Perceived Quality
of Company Risk control of microfinance companies" is studied.
5.1.2 Dimensions of credit risk management ability of microfinance companies
According to the specific indicators of the above method, the scale of credit risks of
microfinance companies is designed as follows:
Table 5-1 Measurement scale of Perceived Quality of Risk identification and evaluation
Dimension

Content

Perceived Quality of
Risk identification and
evaluation

Reference

Companies have the ability of identifying and
quantifying business credit risks

Measurement

The BOD or senior management can determine whether

scale of credit risk

the corresponding risk is acceptable. The company has management

（PQRIE）

the systematic detection and monitoring abilities

The specific meaning of corresponding measures:
1. Risk identification and quantification. Risk identification and evaluation is an ongoing
process, and risk identification and quantification includes the following step: microfinance
companies have a strict analysis process to identify credit risk and identify it as far as possible.
If it is unable to quantify the risk, managers can still determine how the potential credit risk
appears and the countermeasures.
2. The BOD and senior management judge whether the corresponding credit risk is
within their affordability. Considering the risk preference of microfinance companies and
based on the evaluation of the bearable losses, the BOD and senior management determines
the company's risk affordability and judge whether to accept the risk accordingly.
3. System detection and monitoring. The monitoring system can detect abnormal activity
model during operation and
Table 5-2 Measurement scale of Perceived Quality of Company Risk control
Dimension

Content

Reference

The company can implement the necessary security policies
and measures
Perceived Quality

The company can have good internal communication.

of Company Risk
control
（PQCRC）

The company can make reasonable use of external resources.
The company can achieve full disclosure of information.
The company has established emergency plans.
The company has established the independent external and
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internal review mechanism.

The specific meaning of corresponding measures:
1. Implementation of the necessary security policies and measures. One risk prevention
measure should include security-related system and mechanism, guidelines, responsibilities
and compliance as well as reporting breaches of security.
2. Provision of good internal communication and training. Make it clear to core
personnel through good communication how a microfinance company support the overall
goal of enterprise; all policies and procedures must be documented; the necessary training
should be provided for employees in view of the rapid technological innovation in lending
business.
3. Reasonable use of external resources. For the acquisition of some complex credit
information in credit loan business, for which microfinance companies have no professional
ability, they need to draw support from data of the system of the People's Bank of China or
other big data systems for analysis and reference. Therefore, it is unnecessary for the
enterprise itself to control everything with its own professional technologies and using a lot of
information. But microfinance companies should bear the reliability risk of borrowed
information by themself. This requires microfinance companies to make full and rational use
of external resources in credit risk management.
4. Sufficient information disclosure and customer training. Microfinance companies
should display their products and related information on their website as much as possible.
This will help customers to gain a better understanding of the companies and enhance
customers' understanding of and trust for the companies. In addition, microfinance companies
should provide good training for customers by various means, for example, providing a
special "security zone" on their websites for customers to check.
5. Emergency plan and scheme. Emergency plan is critical for microfinance companies.
A perfect emergency plan can prevent microfinance companies from falling into a passive
position and reduce legal risk in case of an emergency. The plan should include data recovery,
interactive data processing capacity, emergency personnel and customer service, etc.
6. Establishment of independent external and internal auditing system. Internal and
external audit is an important independent mechanism for detecting the defects in
microfinance companies' loan business and minimize the credit risk.
By sorting and simplification, the measurement variables and their indicators in this study are
summarized in Table 5-3. The next is to verify the hypothesized relationship between the
corresponding variables with empirical analysis.
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Table 5-3 Measurement scale of credit risk management of microfinance companies
Dimension

Content

Reference

Perceived Quality
Companies have the ability of identifying and quantifying
of

Risk
business credit risks

Identification and
The BOD or senior management can determine whether the
Evaluation

the
company has the ability to systematically detect and control

Management
（PQRIE）

the corresponding risks.
The company can implement the necessary security policies

Designed

by

this paper

and measures
Perceived Quality

The company can have good internal communication.

of Company Risk

The company can make reasonable use of external resources.

control

The company can achieve full disclosure of information.

（PQCRC））

The company has established emergency plans.
The company has established the independent external and
internal review mechanism.

5.2 Hypothesis and Modeling
5.2.1 Influence of microfinance companies' credit risk management ability on enterprise
Perceived Quality of Company Perceived Quality of Company Risk control
1. Influence of Perception of Policy Support on the credit risk management of
microfinance companies
National macroeconomic regulation and control influences the credit risk management of
microfinance companies from the system level. (1) Fiscal policy. In terms of fiscal revenue
policies, the relation of distribution between the state, enterprises and individuals is regulated
mainly through tax rate adjustment. Fiscal spending policies are mainly to determine the total
amount of national budgetary expenditures and expenditure structure. The financial support
for microfinance industry is determined on the whole through fiscal policies. (2) Monetary
policy. The state regulates the loan market with interest rates and guides the credit direction
and credit scale of microfinance companies with the regulations and requirements for their
capital fund. (3) Industrial policy. Governments set the business orientation of microfinance
companies by using such tools as supply structure regulation, policy capital control, listing
policies and foreign investment guidance, as well as developing plans and industrial
investment guidance catalogue and other administrative intervention means. This is crucial to
the early development of microfinance industry. (4) Regional development policy.
Microfinance companies can conduct business activities only in specific regions, but the
economic development and demand for loans are not completely the same in different regions.
Governments tend to give preferential policies for the economic development of different
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regions to stimulate the advanced development and hyper-growth of some regions, which will
inevitably have a huge impact on the development of microfinance industry in these regions.
Therefore, this study puts forwards:
H1: Perception of Policy Support has significant positive influence on the credit risk
management of microfinance companies.
H1a: Perception of Policy Support has significant positive influence on Knowledge of
Customer demand;
H1b: Perception of Policy Support has significant positive influence on the management
and organization structure;
H1c: Perception of Policy Support has significant positive influence on the improvement
of human resources management;
H1d: Perception of Policy Support has significant positive influence on the perfection
and improvement and data and IT system.
2. Influence of credit risk management concept on the credit risk management of
microfinance companies
H2: Credit risk management concept has significant positive influence on the credit risk
management of microfinance companies.
H2a: Credit risk management concept has significant positive influence on customers'
product demand;
H2b: Credit risk management concept has significant positive influence on management
and organization structure;
H2c: Credit risk management concept has significant positive influence on the
improvement of human resources management;
H2d: Credit risk management concept has significant positive influence on the perfection
and improvement of data and IT system.
3. Influence of Knowledge of Customer demand on the credit risk management of
microfinance companies
H3: Knowledge of Customer demand has significant negative influence on the credit risk
management of microfinance companies.
H3a: Knowledge of Customer demand has significant positive influence on credit
Perceived Quality of Risk Identification and Evaluation the Management;
H3b: Knowledge of Customer demand has significant positive influence on credit
Perceived Quality of Company Perceived Quality of Company Risk control;
4. Influence of management and organization structure on the credit risk management of
microfinance companies
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WilHamson (1975) holds that an internal organization structure with efficient and
reasonable design can guarantee the smooth process of enterprise production, stimulate the
staff's creativity and ensure enterprise's quick response to Customer demand. In addition, a
rational organizational structure is conducive to reducing operating costs and promoting
enterprise performance improvement. Armour and Aniina (2008) hold that the standardization
and professionalization of organizational structure ensures the quality of enterprise value
creation process enterprise value creation process and is also the embodiment of enterprise's
core competitiveness. The decentralization of management and organization can improve the
organization's decision making efficiency, arouse employees' innovation awareness and
provide impetus for enterprise's value creation. Vijay Kannan (2010) holds that a flexible
organization should be built by breaking departmental boundaries and fixed teams as well as
job rotation, etc. so as to make timely response to environment and market demand changes
and enhance the flexibility and adaptability of organization.
Therefore, this study puts forwards:
H4: Management and organization structure has significant positive influence on the
credit risk management of microfinance companies.
H4a: Management and organization structure has significant positive influence on credit
Perceived Quality of Risk Identification and Evaluation the Management;
H4b: Management and organization structure has significant positive influence on credit
Perceived Quality of Company Perceived Quality of Company Risk control;
5. Influence of human resources on the credit risk management of microfinance
companies
Organization structure is the skeleton and human resources is the flowing blood of an
enterprise. The quantity and quality of human resources constitute its overall connotation and
play a leading rule in the operation and management of enterprise. Employees are the basic
units involved in the credit risk management of microfinance companies. In credit risk
management, microfinance companies should first provide sufficient employees for Perceived
Quality of Company Perceived Quality of Company Risk control department to ensure the
standardized completion of all work. With the increase of corporate business types and
environmental changes, employees are required to quickly learn and grasp new business
knowledge on the basis of the original knowledge, and psychologically have the desire for
knowledge and active innovation to cope with the difficulties and challenges in risk
management in the fragile credit environment of the new era.
H5: Human resources have significant positive influence on the credit risk management
of microfinance companies.
H5a: Human resources have significant positive influence on credit Perceived Quality of
Risk Identification and Evaluation the Management;
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H5b: Human resources have significant positive influence on credit Perceived Quality of
Company Perceived Quality of Company Risk control;
6. Influence of data and IT system on the credit risk management of microfinance
companies Therefore, this study puts forwards:
H6: Data and IT system has significant positive influence on the credit risk management
of microfinance companies.
H6a: Data and IT system has significant positive influence on credit Perceived Quality of
Risk Identification and Evaluation the Management;
H6b: Data and IT system has significant positive influence on credit Perceived Quality of
Company Perceived Quality of Company Risk control;
5.2.2 Building of research model
The internal and external factors affecting the credit risk management ability of
microfinance companies respectively act on different processes of value transformation. The
influence of external factors is mainly manifested in the objective nature determination and
clear guidance for microfinance companies by state policies as well as the development of
Perceived Quality of Company Perceived Quality of Company Risk control management
concept of the entire industry; the influence of internal factors is mainly manifested in how to
develop valuable Knowledge of Customer demand, build normative and efficient internal
Perceived Quality of Company Perceived Quality of Company Risk control management and
organization management institution, build an efficient human resources team and improve
the internal data and IT system, so as to continuously enhance the core competitiveness of
microfinance companies. In addition, credit risk identification and quantitative evaluation
ability and credit Perceived Quality of Company Perceived Quality of Company Risk control
ability, as two dimensions of the credit risk management of microfinance companies,
respectively have influence on the overall Perceived Quality of Company Perceived Quality
of Company Risk control effect of microfinance companies. According to above analysis, the
hypothesis is summarized as in Table 5-4.
Table 5-4 Summary of the research hypotheses in this chapter
Item

hypotheses
H1: Perception of Policy Support has significant positive influence on the credit risk
management of microfinance companies.
H1a: Perception of Policy Support has significant positive influence on Knowledge of

H1a
H1b

Customer demand;
H1b: Perception of Policy Support has significant positive influence on the management and
organization structure;

H1c
H1c: Perception of Policy Support has significant positive influence on the improvement of
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human resources management;
H1d

H1d: Perception of Policy Support has significant positive influence on the perfection and
improvement and data and IT system.
H2: Credit risk management concept has significant positive influence on the credit
risk management of microfinance companies.

H2a

H2a: Credit risk management concept has significant positive influence on customers'
product demand;

H2b
H2b: Credit risk management concept has significant positive influence on management and
H2c

organization structure;
H2c: Credit risk management concept has significant positive influence on the improvement

H2d

of human resources management;
H2d: Credit risk management concept has significant positive influence on the perfection and
improvement of data and IT system.
H3: Knowledge of Customer demand has significant negative influence on the

H3a

credit risk management of microfinance companies.
H3a: Knowledge of Customer demand has significant positive influence on credit

H3b

Perceived Quality of Risk Identification and Evaluation the Management;
H3b: Knowledge of Customer demand has significant positive influence on credit
Perceived Quality of Company Perceived Quality of Company Risk control;

H4a

H4: Management and organization structure has significant positive influence on
the credit risk management of microfinance companies.

H4b

H4a: Management and organization structure has significant positive influence on credit
Perceived Quality of Risk Identification and Evaluation the Management;
H4b: Management and organization structure has significant positive influence on
credit Perceived Quality of Company Perceived Quality of Company Risk control ;

H5a

H5: Human resources have significant positive influence on the credit risk management
of microfinance companies.

H5b

H5a: Human resources have significant positive influence on credit Perceived Quality of Risk
Identification and Evaluation the Management;
H5b: Human resources have significant positive influence on credit Perceived Quality of

H6a

Company Perceived Quality of Company Risk control;
H6: Data and IT system has significant positive influence on the credit risk

H6b

management of microfinance companies.
77

H6a: Data and IT system has significant positive influence on credit Perceived Quality
of Risk Identification and Evaluation the Management;
H6b: Data and IT system has significant positive influence on credit Perceived Quality
of Company Perceived Quality of Company Risk control;

5.3 Mechanism of Action Analysis and Model Validation
5.3.1 Sample description
Between September 15 and November 20, 2015, this research team sent a total of 162
questionnaires to 30 microfinance companies in Chongqing, Chengdu and Guiyang by mail,
email, telephone and commissioning friends and relatives, etc., and recovered 142 valid ones,
with a valid questionnaire recovery rate of 87.65%. The descriptive statistics of samples is
consistent with that in Chapter III. The scale testing of Perceived Quality of Company
Perceived Quality of Company Risk control variables in the model has been introduced in
Chapter III, so it is not repeated in this chapter.
Table 5-5 Descriptive analysis of the items of credit risk management ability of
microfinance companies
Skewness
Sample

Mean

Standard

size

value

deviation

Code

Kurtosis

Standard
Statistics
deviation

Standard
Statistics
deviation

PQRIE1

142

3.33

1.150

-0.172

0.228

-0.716

0.453

PQRIE2

142

3.18

1.033

-0.017

0.228

-0.738

0.453

PQRIE3

142

3.54

1.030

-0.198

0.228

-0.491

0.453

PQCRC1

142

3.33

0.904

-0.172

0.228

-0.716

0.453

PQCRC2

142

3.18

0.864

0.017

0.228

-0.738

0.453

PQCRC3

142

3.54

0.943

-0.198

0.228

-0.491

0.453

PQCRC4

142

3.79

1.067

-0.712

0.228

0.161

0.453

PQCRC5

142

3.64

1.039

-0.120

0.228

-0.764

0.453

PQCRC6

142

3.64

1.039

-0.120

0.228

-0.764

0.453

The descriptive statistical analysis of credit risk management ability scale of
microfinance companies is shown in the table. The mean values of all items in the scale are all
between 3.18 and 3.79; the standard deviations are between 0.864 and 1.150; the absolute
value of skewness is smaller than 3 and the absolute value of kurtosis is smaller than 10. It
indicates that the data of all measured items of the credit risk management ability of
microfinance companies are subject to normal distribution.
78

5.3.2 Reliability and validity test
Table 5-6 Internal consistency analysis of the credit risk management ability scale of
microfinance companies
Dimension

Item

Alpha if Item

Cronbach ɑ

CITC
Deleteded

PQRIE

PQCRC

PQRIE 1

0.967

0.989

PQRIE 2

0.942

0.990

PQRIE 3

0.967

0.989

PQCRC 1

0.967

0.989

PQCRC 2

0.942

0.990

PQCRC 3

0.967

0.989

PQCRC 4

0.929

0.990

PQCRC 5

0.962

0.989

PQCRC 6

0.962

0.989

0.970

0.985

Cronbach ɑ and CITC are adopted to measure the internal consistency in testing the
credit risk management capacity of the internal composition of scale of microfinance
companies. As can be seen in the analysis result of Table 5.6, the CITC value of related items
in credit risk management capacity measurement scale of microfinance companies is 0.942,
0.5 higher than the minimum standard; the smallest Cronbach ɑ value of all dimensions is
0.970, 0.7 higher than the standard value. And deletion of any item will result in the reduction
of Cronbach ɑ value, which indicates that this measurement scale has good reliability.
2. Exploratory factor analysis
After the analysis of the reliability of the internal consistency of all variables, the
calculation result is shown in Table 5-7. The KMO value of credit risk management capacity
scale is 0.901, which is suitable for factor analysis.
Table 5-7 KMO and Bartlett test of credit risk management capacity scale of
microfinance companies
Kaiser-Meyer-olkin

Bartlett's test of sphericity

Sampling adequacy measurement

0.936

Approximate chi-square distribution

2510.326

DOF

81

Significance

0.000
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Table 5-8 Exploratory factor analysis result of the credit risk management capacity of
microfinance companies
Dimension

PS

PQCRC

Item code

Factor 1

PQRIE1

0.947

PQRIE 2

0.909

PQRIE 3

0.950

PQCRC 1

0.947

PQCRC 2

0.909

PQCRC 3

0.950

PQCRC 4

0.890

PQCRC 5

0.942

PQCRC 6

0.942

Table 5-8 shows that, according to the standard of eigenvalue larger than 1, one common
factor can be extracted from the items of credit risk management ability scale of microfinance
companies, with a cumulative proportion of variance change explained of 73.45%. The load
of every item in its factor is greater than 0.5, and the items have no cross load between
different factors, indicating good convergent validity and discriminant validity of the credit
risk management ability scale of microfinance companies. Through exploratory factor
analysis, the structure validity of the questionnaire designed by this paper is validated and all
items can be kept for follow-up work.
5.3.3 Model analysis and hypothesis testing
1. Correlation analysis
Correlation analysis refers to the analysis of two or more correlated variables to measure
the degree of correlation between every two variables. Before structural equation model
analysis, it is necessary to first test the correlation between variables in the research model.
Only after correlation test can the relationship between variables in the research model be
studied. Therefore, the correlation analysis is the basis of model testing. Table 5-9 shows that
the key factors of credit risk management capacity of microfinance companies have a good
correlation with their influencing factors.
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Table 5-9 Correlation analysis on the variables in the research model
PS

PST

KCDE

MOS

HR

DI

PQRIE

PS

1

PST

0.61**

1

KCDE

0.31**

0.43**

1

MOS

0.35**

0.73**

0.42**

1

HR

0.33**

0.35**

0.41**

0.51**

1

DI

0.36**

0.39**

0.47**

0.53**

0.41**

1

PQRIE

0.43**

0.41**

051**

0.85**

0.59**

0.68**

1

PQCRC

0.34**

0.33**

0.53**

0.78**

0.69**

0.65**

0.61**

PQCRC

1

2. Structural equation modeling and analysis
Structural Equation Modeling (SME) is a statistical data analysis tool by integrated use
of maintaining path analysis, multiple regression analysis and confirmed factor analysis, for
analyzing the complicated relationship between multiple dependent variables and multiple
independent variables. In structural equation analysis, sample data covariance matrix is
generally used for theoretical model fitting, and the optimal model with the smallest fitting
deviation is obtained through the initial model evaluation and correction. Especially after the
use of professional software, such as LISREL and AMOS, structural equation analysis has
become a powerful tool for solving complicated multiple relations in social science data.
SEM is composed of measurement model and structure model. The former describes the
correlation between manifest variables and latent variables to show by which observed
variables a latent variable is measured. The latter describes the correlation between latent
variables and is a model describing the quantitative relationship between exogenous variables
and endogenous variables in multiple regressions. Measurement model and structure model
are logically inseparable. The following equation is a general form of structural equation:

(1) Result analysis of initial structure model
The analysis above shows that the measurement model of all variables of model has
good reliability and validity and has passed the related analytical testing. In order to conduct
an in-depth study of the relationship between variables, L1SREL8.7 is used for analyzing the
initial structure model.
Table 5-10 Fitting indicators of initial structure model (M1)
x2

df

x2/df

GFI

AGFI

NFI

IFI

CFI

RMSEA

2267.23

642

2.848

0.897

0.894

0.941

0.932

0.946

0.071
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Table 5-10 shows that the fitting result of initial structure model M1. x2/df is 2.848,
within the recommended range of 2-5; RMSEA is smaller than the upper limit 0.08; both NFI
and CFI value are close to the ideal standard of 0.95, It indicates that the fitting result of the
initial model (M1) in this study is better. And because GF1 and AGFl indicators value are
close to 0.9 minimum standards, said the model is acceptable.The results of structural
equation model analysis show that the overall fitting degree of the model is better, and the
relationship between the research variables revealed by the model is finally confirmed.
In Section 5-3, STATA12 is used to validate the 16 research hypotheses proposed
previously and the result shows that all of them are true. Knowledge of Customer demand,
risk management concept, human resources, data and IT system have significant positive
influence on the credit risk management of microfinance companies, but the factors have
different influence on the specific content of credit risk management (See Figure 5-3 below) .

0.35**

0.85**
0.78** . 59
0

human resources
management

H1-H4

**

0.69**
*

5*
0.6

0.39**

Data and IT system

Perceived Quality of
Risk Identification
and Evaluation

*

management and
organization structure

0.73**

*
**
3* 0.36

0.3

Credit risk
management
concept

053**

8*

0.35
**

051**

0.6

Perception of
Policy Support

1**
0.3 0.43**

Knowledge of
Customer demand

Perceived Quality
of Risk control;

H5-H6

Fig5-3 Path analysis on initial research model M1
Table 5-11 summarizes the research hypotheses, and the 16 hypotheses in the original
hypothesis model are supported.
Table 5-11 Summary of the research hypotheses in this chapter
Item

hypotheses

Hypothesis
test result

H1a

H1a:

Perception of Policy Support has significant positive influence on

Support

Knowledge of Customer demand;
H1b

H1b: Perception of Policy Support has significant positive influence on the

Support

management and organization structure;
H1c

H1c: Perception of Policy Support has significant positive influence on the

Support

improvement of human resources management;
H1d

H1d: Perception of Policy Support has significant positive influence on the
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Support

perfection and improvement and data and IT system.
H2a

H2a: Credit risk management concept has significant positive influence on

Support

customers' product demand;
H2b

H2b: Credit risk management concept has significant positive influence on

Support

management and organization structure;
H2c

H2c: Credit risk management concept has significant positive influence on the

Support

improvement of human resources management;
H2d

H2d: Credit risk management concept has significant positive influence on the

Support

perfection and improvement of data and IT system.
H3a

H3a: Knowledge of Customer demand has significant positive influence on

Support

credit Perceived Quality of Risk Identification and Evaluation the
Management;
H3b

H3b: Knowledge of Customer demand has significant positive influence on

Support

credit Perceived Quality of Company Perceived Quality of Company Risk
control;
H4a

H4a: Management and organization structure has significant positive influence

Support

on credit Perceived Quality of Risk Identification and Evaluation the
Management;
H4b

H4b: Management and organization structure has significant positive influence

Support

on credit Perceived Quality of Company Perceived Quality of Company Risk
control;
H5a

H5a: Human resources have significant positive influence on credit Perceived

Support

Quality of Risk Identification and Evaluation the Management;
H5b: Human resources have significant positive influence on credit Perceived
H5b

Quality of Company Perceived Quality of Company Risk control;

Support

H6a: Data and IT system has significant positive influence on credit Perceived
Quality of Risk Identification and Evaluation the Management;
H6a

H6b: Data and IT system has significant positive influence on credit Perceived

Support

Quality of Company Perceived Quality of Company Risk control;

H6b

Support

The following brief analysis of the above assumptions on the micro-credit company
credit risk management capacity of the relationship.

83

(1)Influence of key competence on the credit Perceived Quality of Risk Identification
and Evaluation the Management mechanism of microfinance companies
The factors in descending order in terms of their influence on credit Perceived Quality of
Risk Identification and Evaluation the Management of microfinance companies are
management and organization structure (correlation coefficient is 0.8523), data and IT system
control (correlation coefficient is 0.6812) human resources(correlation coefficient is 0.5936),
and Knowledge of Customer demand (correlation coefficient is 0.4716),Perception of Policy
Support(correlation coefficient is 0.4356), Credit risk management concept(correlation
coefficient is 0.4105).
(2)Influence of key competence on the Perceived Quality of Company Perceived Quality
of Company Risk control capacity of microfinance companies
The factors in descending order in terms of their influence on the credit Perceived
Quality of Company Perceived Quality of Company Risk control capacity of microfinance
companies are management and organization structure, human resources, data and IT system
control and Knowledge of Customer demands, Perception of Policy Support, Credit risk
management concept and the correlation coefficients are respectively 0. 7832、0. 6915、0.
0.6128、0.5336、0.3446 and0.3319.
As can be seen from the analysis above, management and organization structure has the
most significant influence on the credit Perceived Quality of Risk Identification and
Evaluation the Management and Perceived Quality of Company Perceived Quality of
Company Risk control of microfinance companies, which has a lot to do with the unique
technical security risk in the credit risk management of microfinance companies. Followed by
the level of micro-credit company's information construction level to a certain extent
determine the size of its risk control capabilities. It is true that the human resource
construction and development of microfinance companies has a significant impact on their
risk control capabilities, especially the small credit companies' own weak human resource
system construction will make it a higher security risk.
Once again,Microfinance companies provide funds for customer by means of credit,
which puts forward a higher demand for the technical advancement.Based on specific
management concepts and policies determine, Microfinance companies must take the
necessary security control measures,these measures are mainly manifested in the enhancement
of management of various risks faced by microfinance companies, especially credit risk, from
the perspective of organization construction.
5.4 Summary
In this Chapter, data testing and analysis is conducted using normative empirical research
method and the mechanism of action of relations between variables is also studied. Firstly, the
specific conditions of sample issuing and collection were introduced and the scale credibility
and validity were validated, the items not meeting the testing requirements deleted; then, the
basic information of variables studied was analyzed and the sources of impetus to the credit
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risk management mechanism of microfinance companies (two factors from outside), factors
affecting key competence (four mediator variables) and the overall situation of dependent
variables of credit risk management of microfinance companies were analyzed; then 16
hypotheses proposed previously were tested with STATA and results were obtained; finally,
the relationship between variables (mechanism of action) was analyzed by employing
structural equation model and discussed with the result of the model. It possible that these
problems come from biased answers to the questionnaires or to problems in the choice of
scales to measure the variables. In all cases, this is a weakness in the thesis".
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Chapter 6 Conclusion and Prospect
6.1 Main Conclusions and Innovation
The theoretical logic of this study is as follows: First elaborate the background and
significance of domestic and foreign studies on the credit risk management of microfinance
companies, research contents and purpose, method and technology route; then learn about the
current situation of domestic and foreign studies on credit risk through literature review and
retrospect, and introduce the theory and methods of microfinance companies in detail; then
describe and analyze the nature of microfinance companies and the fragile credit environment
conditions, and the elaborate causes of microfinance companies' credit risk from the
perspectives of subjective limitation, objective limitation and external factors. From the
stakeholder perspective, build the model of an interest game between stakeholders like
microfinance companies, borrower, lender and regulator, and discuss the mechanism of credit
risk formation based on the asymmetric information theory. Finally, find out the key factors
affecting credit risk management ability of microfinance companies through empirical study
and build the mechanism model of these key factors acting on the credit risk management of
microfinance companies to obtain the influence coefficient; finally, based on the conclusion,
put forward the measures and suggestions for improving the credit risk management of
microfinance companies.
1. The fragile credit environmental conditions that face microfinance companies are
systematically summarized, and domestic microfinance companies are faced with both
internal and external challenges in their survival and development. It is pointed out that the
credit risk from borrower's default is the biggest risk facing microfinance companies and it is
made clear that the credit risk management mechanism of microfinance companies requires
innovation. The research suggests that microfinance risk management is a completed system
involving numerous participants, unbalanced strengths and relative asymmetric information.
There is no complete information or complete competition in fragile credit environment, and
the traditional contract design of microfinance companies aiming at overcoming adverse
selection and ethical risk is unable to effectively mitigate the problem of market asymmetric
information in microfinance companies. Based on the stakeholder perspective, the model of
an interest game between stakeholders like microfinance companies, borrower, lender and
regulator is built to discuss the mechanism of credit risk formation, thereby theoretically
enriching and perfecting the microfinance company risk identification mechanism and
regulatory theory system with Chinese characteristic.
2. The connotation and particularity of credit risk of microfinance companies is
elaborated, and the causes of credit risks and credit risk particularity are analyzed from the
perspectives of subjective limitation, objective limitation and external factors. The interest
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game model in respect to such stakeholders as microfinance companies, borrowers, lenders
and regulators is built from the stakeholder perspective. The generation mechanism of credit
risks is explored on the basis on asymmetric information theory. It’s believed that the validity
of credit risk management of microfinance companies depends on the information control and
choice of action of stakeholders, particularly the control of loan customer information. The
more they know about the loan customers, the more information they have and the more they
can lower pre-loan adverse selection and post-loan moral risks. On one hand, therefore, it’s
necessary to establish exclusive customer relationships based on long-term exchanges,
identify and collect loan customer information, so as to effectively lower the degree of
information asymmetry and prevent credit risks caused by trust deviation; on the other hand,
stakeholders shall take overall interests into consideration, and further consider how their
actions may affect the overall interests and the behaviors of other stakeholders, so as to work
out the optimal action plan and prevent the “prisoner’s dilemma.”
3. The variables affecting the credit risk management ability of microfinance companies
are identified; the key factors affecting credit risk management ability and the measurement
scale are developed, and the reliability and validity of the scale are verified through empirical
analysis. Through theory literature review and comparison of risk management between
microfinance companies and other microfinance, the key factors affecting the credit risk
management ability of commercial microfinance companies are identified from the resources
perspective of enterprise competence theory; through questionnaire survey and interview, six
key factors affecting the credit risk management ability of microfinance companies are
confirmed, namely the six dimensions of Perception of Policy Support, risk management
concept, Knowledge of Customer demand, management organization structure, human
resources, data and IT system. In terms of scale reliability, all Cronbaeh a coefficients are
larger than the standard of 0.7, and the reliabilities of all components are larger than the
standard of 0.50, showing good reliability of the scale; in terms of scale validity, the tests of
convergent validity, discriminant validity, AVE and cross validity are passed, showing good
validity.
4. The conceptual model of key factors affecting the credit risk management ability of
microfinance companies and their mechanism of action is built and empirical test is
conducted on this theoretical model. This model comprises the sources of impetus to the
improvement of risk management ability of microfinance companies (Perception of Policy
Support and risk management concept), key factors affecting risk management ability and the
two major risk management abilities of microfinance companies, namely risk identification
and control. Based on the qualitative analysis of credit risk management of microfinance
companies, this study has built a detailed diagram of the mechanism of action of the key
factors affecting credit risk management of microfinance companies and proposed 16
hypotheses. On this basis, by using empirical data, empirical analysis is conducted on the
mechanism of action of the key factors affecting the risk management ability of microfinance
companies, which verified the hypotheses. Then structural equation model is used to validate
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the mechanism of action diagram built, which indicates that consistent conclusions were
drawn from the two methods.
5. Finally, in view of the current fragile credit environment, measures and suggestions
for the credit risk management of microfinance companies are put forward, including building
an all-round three-dimensional system by starting with building a system architecture of credit
risk management of microfinance companies with internal and external coordination. In terms
of external construction of credit risk management system of microfinance companies, a
three-dimensional risk supervision system framework should be built from the state level and
industry level, and the specific content is elaborated. In terms of the internal construction of
credit risk management system of microfinance companies, this study recommends
strengthening and improvement by all means, including management, technical means and
legal (reputation) Perceived Quality of Company Perceived Quality of Company Risk control
means. Previous study suggests that human resources and data and IT system are two factors
with the greatest influence on credit risk management of microfinance companies among all
key factors. So it is elaborated how to build credit Perceived Quality of Company Perceived
Quality of Company Risk control mechanism of microfinance companies by talent team
building, big data system adoption and other means of management. The major measures for
credit Perceived Quality of Company Perceived Quality of Company Risk control include
advocating good atmosphere of law-abidingness and trustworthiness in the whole society and
improving credit identification and evaluation mode. This study also summarized the
relationship between the security factors in the process of credit Perceived Quality of
Company Perceived Quality of Company Risk control.
6.2 Enlightenment on Management
In this chapter, a series of supporting measures that microfinance companies should take
to strengthen the credit risk management are discussed from both internal and external
perspectives. Based on soft information characteristics, the internal measures for credit risk
management are studied. Based on the external environmental factors focused by
microfinance companies in on-the-spot investigation process, the external measures for
strengthening credit risk management are studied.
6.2.1 Internal supporting measures for strengthening credit Perceived Quality of
Company Perceived Quality of Company Risk control
1. Setting up risk management organization system with clear power and responsibility
and steady operation
Risk management organizational structure is the carrier of risk management activities.
Due to its characteristics, soft information is easily controlled by the agency responsibility
system that produces and handles information, and a special organizational structure must be
implemented accordingly to support it (Allen & Gregory, 2002). Therefore, microfinance
companies should build an independent credit risk management organization structure with
fewer level and efficient coordination authorized by major corporate leaders. That is to say,
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according to the scale of loan business, it can be considered to set up a risk management
organization structure directly led by the board of directors or general manager, with an
evaluation committee as the core as well as an independent risk management department in
close connection and coordination with business department. The evaluation committee is
composed of 6-8 members including president, vice president, general manager, heads of
business department, risk department and finance department as well as consultant lawyer.
The levels between risk evaluation unit and decision-making unit is as fewer as possible to
shorten the credit approval chain, so as to form an organizational structure with fewer levels
and relatively centralized, flexible and efficient decision making power to facilitate the
effective collection, identification processing and transfer of various soft information. All
departments have accurately designated and clearly defined risk management responsibilities
and coordinate with each other. Guided by uniform ideology, all members correctly earnestly
perform their duties according to the scope of duties and rules of procedure. Complying with
lending decision making, namely the characteristic of soft information, such organizational
structure can not only effectively control ethical risk in loan operation process but also have
positive effect on soft information collection and judgment. It is of great importance for
overcoming asymmetric information in operation, reducing credit risk and achieving
sustainable development.
2. Establishing a credit business process highly conforming with loan business
characteristics
Generally, due to the oneness of business and the customer fund demand's main
characteristic of "small amount, rapidity, short term and frequentness", the credit process of
microfinance companies must fully embody the characteristics of "short term, frequentness
and rapidity" and simplify the lengthy credit procedure to establish a flexible and efficient
loan approval mechanism, so as to improve the loan approval speed and efficiency, ensure to
complete the work from loan application to loan decision making within a short period of
time (usually three working days), bring the timeliness of soft information collected into full
play and effectively control the credit risk. By reference to the process of commercial bank
lending together with their own operating characteristics, microfinance companies generally
have the loan process of "customer application - pre-loan investigation - credit ascertainment
and approval - post-loan monitoring". The credit process of microfinance companies should
be highly conforming with local economic and social development, the financial environment
and their business characteristics and features easy and rapid operation to ensure the
synchronicity between loan release and Knowledge of Customer demand, effectively reduce
loan transaction cost and improve loan approval efficiency. Since it is unable to get the same
state preferential credit Perception of Policy Support as that of other new-type rural financial
institutions, this is of great significance for microfinance companies to get competitive
advantage for sustainable development in microfinance market.
3. Consolidating the data base, developing and applying risk management IT system
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Microfinance companies should use commercial banks' management experience for
reference, speed up the preparation of credit risk data and the development and establishment
of risk management IT system. Firstly, they should enhance customer credit investigation,
continuously improve their customer credit files system, establish permanent credit files for
loan customers and gradually build their rigid credit system. Credit file covers the related
information of customers in the business area, such as economic source, per capita income,
operating items, profit forecast, credit line, credit history and debt situation, etc. and is the
loan customer economic information database with the richest content and widest coverage
within this area. Meanwhile, data standardization, systematicness, intelligentization,
integration extendibility and safety should be guaranteed to better control credit risks. It can
provide current microfinance companies with adequately valid credit information of
customers, improve the credit identification, measurement and evaluation technology of the
companies and try to reduce the credit risk caused by asymmetric information. Secondly, a
unified credit risk and market risk quantitative model suitable for local microfinance
companies should be developed as soon as possible. Microfinance companies should be
encouraged to strengthen communication on model application and system development
attainment, so as to improve local credit risk quantification level on the whole. Thirdly,the
information richness and transparency between financial institutions within the area should be
enhanced with big data technology to achieve the sharing of customer information resources.
The social cost of default of borrowers should be increased through punishment against acts
of dishonesty, so as to impel and restrict borrowers to actively perform their loan repayment
obligations, improve regional financial ecology environment and the credit environment of
the whole economy and society, thereby improving the credit risk management ability of
microfinance companies. Lastly, information system should be continuously innovated in line
with the development of times to guide and promote better business development. Future
information system development of microfinance business should focus on more mobile
terminal devices, geographical information system and positioning system. The social
network should be fully used as front-end channel and a diversified cloud computing
environment established in the back-end to enhance big data collection and processing ability.
4. Creating innovative design of loan products according to borrowers' needs
Only through constant credit innovation can microfinance institutions achieve
sustainable development. Only through making constant innovation in credit products and
related Perceived Quality of Company Perceived Quality of Company Risk control means can
microfinance companies achieve the dual objectives of increasing target customer service rate
in the provision of financial services and realizing profitability while guaranteeing loan
quality. Microfinance companies must strive a balance between the dual objectives that
constitute the core strength of sustainable development and continuous improvement, and
substantially realize the win-win of social value and commercial value. Microfinance
companies should establish business philosophy centering on loan customers, take local
economic characteristics, industrial advantages and other factors into consideration,
reorganize various price and technical factors to design credit products different from that of
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traditional financial institutions and other new-type rural financial institutions according to
the fund demand characteristic and risk characteristic within the region, avoiding
homogeneity competition between loan products. In product design, pricing (rate), limit and
timeliness (convenience) should be taken into account. Competitive and mostly recognized
products and services that meet Knowledge of Customer demand and balance customer
experience and risk management should be designed to ensure customer’s income increase,
livelihood improvement and value creation through microfinance. Subsequently, the
customer’s loan repayment ability can be ensured, overall credit risks of institutions reduced,
and the foundation of sustainable credit service maintained. Actively introducing innovation
in Perceived Quality of Company Perceived Quality of Company Risk control and transfer as
well as decentralized credit products is the best way for microfinance companies' risk
diversification.
5. Making efforts to improve the ability of microfinance companies' risk management
personnel
High risk feature of microfinance requires a high-quality risk management team. Risk
management personnel are the core for microfinance companies' loan business development
and the decisive factors in the improvement of credit risk management ability. They need to
establish a risk manager team selected on the basis of credit Perceived Quality of Company
Perceived Quality of Company Risk control competency model for credit risk management
and also build this team into senior risk management specialists that are proficient in
microfinance risk management theory and the use of financial regulations, risk quantification
tools and risk management IT tools through practice. Therefore, stress should be laid on the
building and training of risk management team to improve the professionalism of Perceived
Quality of Company Perceived Quality of Company Risk control team. In addition, incentivecompatible principal-agent mechanism is the key factor affecting credit risk management of
microfinance. In order to fully arouse the initiative of risk management team in soft
information collection, microfinance companies should take a series of effective positive
incentive measures of restraint to bring the cost advantage of loan officer's information
collection into play. According to the steady development of microfinance companies, equity
or options incentive can be provided for employees that have made significant contribution to
the company based on specific contribution enhance their sense of ownership, sense of
responsibility and work enthusiasm. Accordingly ethical risk in loan release can be reduced
and the effective implementation of post-loan monitoring of borrower's credit risks can be
ensured. Microfinance companies should dare to implement the bi-directional talent flow
strategy of "going out and introduction", send risk management personnel outside for highlevel risk management training and learning of new management ideas and methods on a
regular basis. The goal is to improve the theoretical level and practical ability of risk
management. At the same time, risk management experts should be introduced to the
company's risk management practice, so as to complement shortcomings and bring their
advantage as late-starters into full play and quickly improve the whole staff's risk
management ability and level on the shoulders of giants.
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6. Establishing goal-oriented credit risk performance management system
The goal of business credit risk management is to generate high performance. No
assessment equals no management. Therefore, microfinance companies should establish a
systematic risk management system. Firstly, actual business and market conditions should be
based to set credit Perceived Quality of Company Perceived Quality of Company Risk control
goals and limit credit risks within an acceptable scope. Secondly, the general objectives
should be decomposed and assigned to corresponding Perceived Quality of Company
Perceived Quality of Company Risk control personnel, detailized and defined based on the
SMART principles. Thirdly, the guidance and implementation feedback in performance
management should be strengthened to achieve credit risk management performance and
realize the objectives. Lastly, good corporate culture in respect of credit risk management
should be developed and interiorized. A positive and responsible atmosphere should be
established to give full play to the cohering, guiding, incentivizing and restraining role of
corporate culture in credit risk management performance.
6.2.2 External supporting measures for strengthening credit Perceived Quality of
Company Perceived Quality of Company Risk control
1. Improving and perfecting the related policies, laws and regulations
Study suggests that microfinance companies should be given clearer positioning and
policy guidance from the macropolicy level in the new normal state of economy, so as to
clearly define their roles in the market, build a fair external environment with full information
security, and create an adequate competition environment with legislative means. Aiming at
their characteristic of "only loan, no deposit", the dual restrictions of financing amount and
number of financing institutions should be relaxed and certain preferential tax policies should
be implemented to improve the profitability of microfinance companies. At the same time,
microfinance companies' right to use private capital should be clarified from the legal
perspective and they should be given the legitimate status and role of similar financial
institutions socially and economically. Meanwhile, appropriate local regulations and
implementation rules should be adopted to standardize and guide the healthy development of
microfinance companies in China. In addition, the consistency between laws and regulations
should be fully coordinated to avoid the adverse impact on the specific business activities of
microfinance companies from their poorly-defined legal status by the policies. The role of
microfinance in promoting economic development can be thereby maximized, effectively
promoting the stable, prosperous, and sound development of microfinance companies with
well-defined policies and legislative regulations.
2. Improving and perfecting the credit and financial service system of the whole society
In light of China’s current fragile credit conditions, the credit system of the whole
society should be improved and perfected and the current fragile financial ecology
environment should be continuously improved. Firstly, a complete social credit system should
be established to deal with the credit deficiency of microfinance customers. Secondly, the
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industry and commerce authority, tax authority and banks should work together to launch
activities to popularize legal knowledge, financial knowledge and credit investigation. The
goals are to enhance the overall credit awareness of macroeconomic entities in the credit
market, effectively enhance the loan success rate of potential customers, and create a
favorable regional social credit environment. This is good for reducing the default rate,
improving the quality of loan assets and promoting the rapid development of microfinance
companies and specific economy. Thirdly, a sharing, compensation and aversion mechanism
for microfinance credit risks should be established. Differentiated and specific
countermeasures of national economic development policies should be adopted based on the
features of microfinance customers. In respect of rural loan customers, for instance, the
incomplete rural infrastructure, lack of price, supply and demand information of agricultural
products, and low business capacity of small and disperse rural businesses have certainly
brought huge systematic risks to rural loans. For risk reduction and realization of financing
environment improvement objectives in the incomplete competition market, a risk
compensation mechanism must be established for microfinance companies. Only in this way
can credit risks be averted, risk tolerance ability of microfinance companies improved, and
financing ability of loan customers improved. Policy-supported agricultural insurance should
be developed, agricultural insurance system established or credit models in cooperation with
external insurance and guarantee agencies established. Subsequently, a credit risk aversion
mechanism or risk compensation mechanism in respect of major agricultural natural disasters
can be established. The sound and sustainable development of microfinance companies and
specific economy can be promoted.
3. Establishing an external regulation system based on non-prudential regulation and
supplemented by industry self-discipline
At present, microfinance companies' business is generally outside the financial
regulation system and completely depends on self-discipline, which is not conducive to the
sustainable development of microfinance companies. Therefore, effective regulation is very
important to the sustainable development of microfinance companies. According to the
structural features and business operation characteristics of microfinance companies, this
study suggests that we should make clear the regulatory subject and establish an external
regulation system based on non-prudential regulation and supplemented by industry selfdiscipline. In view of the present objective situation of multiple regulation and absence of
regulation, the regulatory subject and its regulatory responsibilities should be clarified. For
new phenomena of microfinance companies, all regulators should earnestly perform their
duties, establish a regulation coordination mechanism, hold meetings of department heads on
a regular or irregular basis for close cooperation and joint study of new problems in the
operation of microfinance companies, put forward opinions and measures for strengthening
regulation and achieve information sharing to ensure the safe operation of microfinance
companies.
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At the same time, the role of industry association of microfinance companies should be
brought into full play to standardize the activities of members and implement industry selfdiscipline management. Firstly, national and regional multi-level industry association systems
should be established to recruit as many as member microfinance companies as possible.
Secondly, microfinance industry associations should standardize institutional improvement
and improve action plans, such as establish a regular meeting system to release the relevant
data and provide related training on a regular basis, exchange business experience, and jointly
discuss the major problems in operation and targeted countermeasures. Thirdly, certain
members should be established as industry benchmarks to guide and standard the legitimate
behaviors of other members and create a favorable credit environment. Lastly, industry selfdiscipline should be taken as one of the forces of strengthening the internal control and selfregulation of microfinance companies In consideration of cost advantage and auxiliary effect
of regulation in comparison with regulators' regulation.
6.3 Research Limitations and Prospects
6.3.1 Limitations
In this study, the credit risk management ability of microfinance companies and risk
management relationship are studied from the empirical perspective, and some innovative
academic points of view are proposed. With credit risk management of microfinance
companies at a pilot exploration stage, however, the credit risk management technologies and
theory system are yet to be improved and many problems remain to be further studied. Hence,
this study is subject to the following limitations:
1.The credit Perceived Quality of Risk Identification and Evaluation the Management
technologies of microfinance companies are yet to be more systematically explored.
Since microfinance companies are new and rapidly developing in China, credit Perceived
Quality of Risk Identification and Evaluation the Management technologies are still being
explored, and will have different changes and forms of expression in different periods of time
depending on the type of enterprise. China is lack of research documents in this regard and
has no systematic researches on credit Perceived Quality of Company Perceived Quality of
Company Risk control. Meanwhile, Chinese microfinance companies operate in a way greatly
different from those in India and Bangladesh, have little development guidance from national
policies and thus develop disorderly. Therefore, how to explore credit risk management
mechanism applicable to Chinese microfinance companies is a challenge yet to be more
systematically studied with practice.
2. Limitations on the sample selection
Due to the limited time and energy of the industry in which the author is engaged, only
microfinance companies in the three southwestern provinces were selected as the respondents.
Typical companies have been chosen for case studies in respect of policy scenario and an
empirical analysis on the projects of typical microfinance companies has been conducted.
Although the total number of samples reached the requirements for statistical analysis and the
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research models and hypotheses were well verified, seen from the objective of this study,
namely studying the influence of Chinese microfinance companies' credit risk management
ability factors on risk management, the samples selected may be not representative enough to
show the panorama in view of the large area of China and the great difference between
economic development of different regions. Therefore, the universality of the study
conclusion still need further verification.
3. The definition and measurement of variables still needs improvement
In this research model, the definition of the credit risk connotation and risk management
ability measurement items of microfinance companies are all from the questionnaire survey
and previous literature review. All these scales have passed reliability test by research
software. However, there is no complete and universally recognized credit risk identification
and control system at this stage of exploration of the new subject of credit risks of
microfinance companies. Therefore, systematic researches are yet to be unfolded. The
definitions of certain concepts herein are yet to be extended based on the new normal state of
economy on the whole and the validity of the scales is yet to be further verified.
4. The data used in the study still needs improvement
The data used in this study is derived from the subjective judgment of the relevant
personnel in some areas, inevitably with some subjectivity, its scientific to be verified.
Simultaneously, most data used in this study are of the point of time and belong to cross
section data, so the conclusion essentially reflects the correlation between the variables. To
explore the causal relationship between variables, it is necessary to adopt longitudinal
historical data for study. Due the limitations of time, costs and feasibility of data collection, it
is really difficult to be realized in the doctoral dissertation stage. So, we have to anchor our
hope on future studies.
6.3.2 Prospects
According to the research idea of this paper, the study can be further deepened in the
future from the following aspects:
1. Credit risk ability variables of microfinance companies and the improvement of its
measurement scale
In this study, questionnaire survey and on-site interview were adopted to identify the
composition of the credit risk management ability of microfinance companies, and
measurement scale was designed and developed based on the existing literature. But the
variable model only includes six affecting factors, with certain limitations. In future studies,
other methods can be used to further improve the variables of the credit risk management
ability of microfinance companies, and the measurement scale can be placed in a wider range
for empirical analysis. Large sample data from developed regions can be used in study to
provide the measurement scale of credit risk management ability variables of microfinance
companies with better adaptability.
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2. Synergy relationship of credit risk ability variables of microfinance companies
When dependent variables of credit risk of microfinance companies were built in
Chapter 3, it was emphasized that there is mutual influence relationship between internal and
external factors. The empirical analysis also proved that there is significant correlation
between the six dimensions of the dependent variables of credit risk of microfinance
companies (significant covariance), but the mutual influence relationship between the
dimensions was not further validated. The external factors of credit risk ability construction of
microfinance companies will indirectly influence risk management through internal factors.
The external and internal factors will also have synergy and these problems need to be fully
validated and discussed in follow-up studies.
3. The definition and analysis of credit risk management system
The establishment and measurement of credit risk management system was not stressed
in introduction. In the analysis, the content definition includes Perceived Quality of Risk
Identification and Evaluation the Management and Perceived Quality of Company Perceived
Quality of Company Risk control. In practice, however, microfinance companies should
establish a systematic risk identification, evaluation and control system suitable for
themselves according to the needs of business. At the same time, the mechanism of action
between risk evaluation and Perceived Quality of Company Perceived Quality of Company
Risk control and early warning has been analyzed and verified by scholars, and the
relationship between the two was not further analyzed in this study. Therefore, a more indepth discussion can be made on the credit risk management system of microfinance
companies in future studies.
4. Influence of microfinance companies' credit risk management ability on dynamic
management mechanism
In this paper, theoretical analysis shows that the credit risk management ability of
microfinance companies is influenced by both internal and external environment, and the
external environment is changing. Therefore, the dynamic Perceived Quality of Company
Perceived Quality of Company Risk control ability should also be appropriately considered in
the analysis of risk management mechanism of microfinance companies. Therefore, the credit
risk management ability factors of microfinance companies will also influence the dynamic
Perceived Quality of Company Perceived Quality of Company Risk control mechanism, and
there is interaction between dynamic Perceived Quality of Company Perceived Quality of
Company Risk control ability and the credit risk management of microfinance companies. In
the future, hypothesis should be further put forward for empirical analysis.
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Questionnaire Survey
Dear madam/sir,

Thank you for filling out this questionnaire in your busy schedule. This survey is used for the
academic research "An Empirical Study on the Improvement of Credit Risk Management
Ability of Microfinance Companies" and will provide decision-making basis for performance
and competitiveness improvement of microfinance companies in the actual management. We
kindly ask you to take 20 minutes to complete this questionnaire. Your generous support and
help is of great importance for this study.
This is an anonymous survey and the questionnaire is divided into three parts, including 47
items. Your comments and opinions will be used for academic purposes only, and your
personal privacy and business secrets are never disclosed. Please be assured.
We will inform you of the research results in time, hoping to be helpful for your risk
management. If you're unclear about the meaning in some parts, please fill it out according to
your understanding. Due to the small number of respondents, every questionnaire is very
valuable, and any slight omission may result in the uselessness of the questionnaire. Please
answer all questions and this is very important to our study. Thank you again for your support
and help!

Chongqing Jinhui Microfinance Company

Contact: Huang Jingyi
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Part I Basic Information Questionnaire
1. Please list the major factors affecting your credit risk (antecedents for credit risk of
microfinance companies) based on the actual situation of your enterprise. Please list as many
as possible (at least three) and put the factors you think most important in the front.
（1）＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿
（2）＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿
（3）＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿
（4）＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿
（5）＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿＿
2. You needn't sign your name. But for the sake of the overall statistics and feedback,
please fill in the following background information:
(1) Your gender: ① Male ② Female
(2) How long is the history of your enterprise? ① Less than 2 years ② 3-5 years ③ 6-10
years ④ 11-15 years ⑤ more than 16 years
(3) The business type of your microfinance company: ① State-owned enterprise ②
Private enterprise ③ Foreign-owned enterprise ④ Joint venture ⑤ Joint-stock company
(4) Your position in the enterprise: ① Chairman ② General manager ③ Department
manager ④ Employee
(5) How long have you worked with this enterprise? ① Less than 3 years ② 4-6 years
③ 7-9 years ④ 10 years or more
(6) The total number of employees of your enterprise: ① Smaller than 50 ② 50-100 ③
101-200 ④ 201-300 ④ 301 or above
(7) The number of types of products you have developed: ① 2 ② 3 ③ 4 ④ 5 or above
(8) Location of your enterprise: _____ City (County), ______ Province (Autonomous
Region)

Thank you very much for taking time to complete this
questionnaire completely and truthfully.
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Part II Formal Questionnaire

Dear leaders and peers,

Thank you for taking the time to fill out this questionnaire in your busy schedule. This is an
academic questionnaire and aims to better understand the influence of the credit risk sources
and risk management ability of microfinance companies on corporate Perceived Quality of
Company Perceived Quality of Company Risk control. No answer is absolutely right or
wrong. You only need to express your true ideas and opinions.
Your kind participation will contribute to the smooth completion of this study, and we extend
our heartfelt thanks to you!
The codes of items are as follows: Perception of Policy Support (PS), risk management
concept (PST), Knowledge of Customer demand (KCDE), management and
organization structure (MOS), human resources (HR), data and information system (DI).

The options from ① to ⑤ respectively denote completely nonconforming, largely
nonconforming, conforming to some extent, largely conforming, completely conforming.

The following items describe the different aspects of the key factors affecting the credit
risk management ability of microfinance companies. Please judge whether the items conform
to the actual situation of your enterprise and give your answers.

Code

Completely nonconforming
→ completely conforming

Measuring item

1. Perception of Policy Support (PS)
Currently microfinance companies enjoy clear
PS1
policy orientation and guidance
Current financial policy is in favor of microfinance
PS2
business activities.
Credit Perceived Quality of Company Perceived
Quality of Company Risk control is under the
PS3
sufficient and effective supervision of the
government and functional departments.
The government advocates a good social credit
PS4
environment.
2. Risk management concept (PST)
Senior management continuously improves the risk
PST1
awareness of the whole staff.
Senior management attaches great importance to
PST2
risk management.
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①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

Employees are encouraged to participate in risk
management.
Senior management sets an example to promote the
formation of the enterprise's unified risk
PST4
management concept.
Risk management information flows fully and
PST5
freely in the enterprise.
3. Knowledge of Customer demand ( KCDE)
The personalization degree of customers' loan
KCDE2
demand is becoming higher and higher.
Customers' credit is more and more transparent.
KCDE1
Customers pay more and more attention to their
KCDE3
own credit.
Loan officer gives quick feedback to customer
KCDE4
requirements.
Loan officer has deeper and deeper understanding
KCDE5
of customer business and the industry.
Loan officer is more and more dependent on social
KCDE6
interaction.
4. Management and organization structure (MOS)
The enterprise has a perfect risk management and
MOS1
organization structure.
The risk management department and business
department has clear division of labor and
MOS2
collaboration.
The group makes quick response to credit risk
MOS3
problems.
Perceived Quality of Company Perceived Quality
of Company Risk control system can run
MOS4
independently and effectively.
The company has set up necessary supervision over
risk management department (A third party
independent from risk management construction
MOS5
and implementation departments supervise and
assess the activities of risk management
department).
5. Human resources (HR)
The organizational goal is consistent with
HR1
personal work and personal goals.
The company has a clear appraisal system of credit
HR2
risk management professionals
The employer has high degree of psychological
HR3
contract with employees.
The company's personnel system adapts to
Perceived Quality of Company Perceived Quality
HR4
of Company Risk control.
The enterprise has corresponding technical
HR5
guidance and professional training.
Employees have strong work initiative and
HR6
organizational pride.
6. Data and information system (DI)
The company has unified data quality management
DI1
specification.
The company has unified risk management
DI2
database.

PST3
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①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

①

②

③

④

⑤

DI3
DI4

The company is active in the development and
introduction of risk management IT system.
The company's risk management IT system can
support the risk management.
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①

②

③

④

⑤

①

②

③

④

⑤

Part III Perceived Quality of Company Perceived Quality of
Company Risk control Process
The codes of items are as follows: Perceived Quality of Risk Identification and Evaluation the
Management (RI), Perceived Quality of Company Perceived Quality of Company Risk control
(RC).
The options from ① to ⑤ respectively denote completely nonconforming, largely
nonconforming, conforming to some extent, largely conforming, completely conforming.

The following items describe the different aspects of the risk management process of microfinance
companies. Please judge whether the items conform to the actual situation of your enterprise and give
your answers.

Code

Completely nonconforming
→ completely conforming

Measuring item

7. Perceived Quality of Risk Identification and Evaluation the Management (PQRIE)
PQRIE 1

Companies have the ability of identifying and
quantifying business credit risks

①

②

③

④

⑤

PQRIE 2

The BOD or senior management can determine
whether the corresponding risk is acceptable.

①

②

③

④

⑤

PQRIE 3

The company has the systematic detection and
monitoring abilities

①

②

③

④

⑤

8. Perceived Quality of Company Perceived Quality of Company Risk control (PQCRC)
PQCRC1

The company can implement the necessary security
policies and measures

①

②

③

④

⑤

PQCRC2

The company can have good internal communication.

①

②

③

④

⑤

PQCRC3

The company can make reasonable use of external
resources.

①

②

③

④

⑤

PQCRC4

The company can achieve full disclosure of
information and customer training.

①

②

③

④

⑤

PQCRC5

The company has established emergency plans.

①

②

③

④

⑤

PQCRC6

The company has established the independent
external and internal review mechanism.

①

②

③

④

⑤
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