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ACCESS TO MICROCREDIT AND FEMALE LABOR 

FORCE PARTICIPATION: AN INSTRUMENTAL 

VARIABLE APPROACH 

1. Introduction and Rationale 
Microcredit has been widely promoted as a tool for women’s empowerment and poverty 

alleviation. Yet its actual impact on female labor market outcomes remains debated. While some 

argue it increases autonomy and participation, others suggest it reinforces unpaid work or 

indebtedness. This paper aims to evaluate the causal effect of microcredit access on female 

labor force participation using an instrumental variable (IV) framework to address endogeneity. 

2. Research Objectives and Questions 
• To estimate the effect of microcredit access on women’s decision to participate in the 

labor force 

• To address potential selection bias due to unobserved household characteristics (e.g., 

motivation, risk tolerance) 

• To explore whether effects vary across income groups or educational levels 

Research Question: Does access to microcredit increase the likelihood of women participating 

in the labor market in developing economies? 

3. Literature Review Summary 
• Pitt and Khandker (1998) find positive effects on women’s economic activity using quasi-

experimental data. 

• Banerjee et al. (2015) report limited long-term impact on employment in a six-country 

RCT. 

• Duvendack et al. (2011) argue that much of the evidence suffers from selection bias. 

This study contributes to the debate by applying an instrumental variable approach on cross-

sectional survey data, exploiting geographic variation in microfinance presence. 
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4. Theoretical Framework 
Standard household labor supply models suggest that credit access reduces liquidity constraints, 

enabling women to start businesses or engage in paid work. However, the direction of the effect 

depends on intra-household bargaining power, opportunity costs, and local labor conditions. 

5. Data Description 
• Dataset: Demographic and Health Survey (DHS) from Bangladesh and Nepal (merged 

cross-sectional microdata) 

• Sample: Women aged 18–50 in rural households 

• Dependent Variable: Binary indicator of participation in paid labor (1 = employed for 

income, 0 = not) 

• Key Independent Variable: Access to microcredit in the past 12 months 

• Instrument: Distance to nearest microfinance branch (in km), assuming geographic 

variation in access is exogenous to individual motivation 

• Control Variables: Age, education, number of children, household income, spousal 

education 

6. Econometric Model and Estimation Strategy 
Stage 1 (First-Stage Regression): 

Microcredit𝑖 = 𝜋0 + 𝜋1Distance𝑖 + 𝜋2𝑍𝑖 + 𝑢𝑖 

Stage 2 (Structural Equation): 

Participation
𝑖
= 𝛼 + 𝛽 ⋅ Microcredit𝑖̂ +𝛾𝑍𝑖 + 𝜖𝑖 

Where: 

• $Z_i$: vector of controls 

• $\text{Distance}_i$: instrument for microcredit access 

• $\widehat{\text{Microcredit}}_i$: predicted access from Stage 1 

• Estimation via two-stage least squares (2SLS) in STATA 
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7. Key Results (Simulated): 
Model Coefficient on Microcredit Std. Error p-value 

OLS +0.064 0.018 0.002 

IV (2SLS) +0.129 0.046 0.007 

• F-statistic (1st stage): 16.3 → instrument is strong (rule-of-thumb > 10) 

• Hausman test rejects OLS in favor of IV (p < 0.05) 

Interpretation: IV estimates suggest that access to microcredit increases the probability of 

female labor force participation by 12.9 percentage points, higher than the OLS estimate, 

indicating that unobserved factors were biasing the naive model downward. 

8. Discussion and Interpretation 
The findings support the hypothesis that microcredit can stimulate economic activity among 

women, especially when liquidity constraints are binding. The stronger IV effect implies that 

women who are just induced into access (e.g., due to branch proximity) benefit more than 

average program participants—consistent with local average treatment effect (LATE) 

interpretation. 

9. Conclusion and Policy Implications 
This paper provides causal evidence that microcredit access promotes female economic 

engagement. Policymakers should consider microfinance expansion alongside support 

mechanisms—such as business training or childcare—to amplify labor market outcomes and 

safeguard against debt-related risks. 

10. Academic and Practical Relevance 
• Academic: Suitable for dissertations in development economics, labor economics, or 

gender studies applying IV methods. 

• Policy & NGO Sector: Relevant to microfinance institutions, donors, and policymakers 

interested in the labor market effects of financial inclusion. 
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