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Summary: This study attempts to determine whether MFIs can achieve financial sustainability while instantaneously reaching to
the poorest to render financial services. To deal with methodological issues in previous studies due to the use of OLS, we used
generalized method of moment (GMM) technique that is the most sophisticated technique while dealing with dynamic data. The
selected sample consists of 405 MFIs across 21 Latin American countries for the period of ten years from 2005 to 2014. The results
indicate compatible relation of depth of outreach (ALB) with profitability and breadth of outreach measured with number of active
borrowers (NOAB) shows negative impact on profitability, though the results are insignificant. However, using GMM, we found
compatible relation of ALB and NOAB with profitability. This study may be very helpful for policy development which may deliver
treasured understandings to verbalize the future policy concerning to the revolutionary progression of MFIs.
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The primary mission of Microfinance Insti-
tutions (MFIs) is to generate social welfare,
prosperity and sustainable development (Has-
san et al. 2011) by hastening financial devel-
opment (Lottapa and Tchikov, 2016) and re-
ducing poverty (Mazumder, 2015)
Microfinance Institutions (MFIs) focus on
plummeting poverty with establishing busi-
nesses of poor by rendering credit to those
who are deprived of from commercial banks’
credit due to shortage of collateral. In previ-
ous studies, this “focus” is termed as outreach.
As rendering credit to poor (outreach) is gen-
erally an expensive work that may contradict
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financial sustainability of MFIs, donors and
non-government organizations (NGOs) of-
fered financial assistance to MFIs giving them
loan at low rate that provided support in lend-
ing to local businesses.

It is hard for MFIs to be sustainable for a
longer time period without subsidies and dona-
tions (Pollinger et al., 2007) and recent reces-
sion compact subsidies and donations to fund
microfinance activities. Therefore, MFIs are
attempting to become sustainable institutions
concentrating on resilient performance. There
appears to be a massive move of MFIs from be-
ing subsidized institutions to efficient, financial
sustainability and profit — focused institutions.

This move towards financial sustainabil-
ity ensued due to several changes incurred



in MFIs for example increase in competition
and commercialization of microfinance busi-
ness, financial liberalization, technological
improvements and governmental regulations
(Rhyne & Otero, 2006). Due to these develop-
ments, MFIs were persuaded to modify their
attitude and vast their services due to these
developments. Some researchers and practi-
tioners believe that these institutions adjust
their provision of services so tailored to the
needs of the customers that these institutions
can cover the cost of lending from these cus-
tomers that make them financially sustainable
(Rhyne, 1998). Sustainable MFIs are likely to
have high impact on reducing poverty as they
set high interest rate on better off clients, they
obtain collateral that provide cushion against
delinquent risk i.e. non-payment of the clients
and collect regular installment visiting clients’
premises that provide updated information
of their projects effectiveness. Nevertheless,
MFIs have inevitable challenge of attracting
more private investments, increasing efficien-
cy, obtaining diversified funds and eventually
obtaining self-sufficiency while simultaneous-
ly serving to the poorest of the poor.

How MFIs operate with dual objective of
obtaining outreach and financial sustainabil-
ity? There is a great concern that both behave
in opposite manner as the goal of obtaining
financial sustainability may prevail over out-
reach to the poorest. Thus, it prompts the de-
bate that the original objective of obtaining
outreach of the poorest people may be slowed
down if MFIs prioritize attaining financial
sustainability. The debate generates two views
on this issue, one of which dominates finan-
cial sustainability and other dominates out-
reach. However, there must be harmony on a
certain point where institutions obtain finan-
cial sustainability without damaging outreach.

The literature on mission drift examined
the relation between outreach and sustain-
ability and argues that the phenomenon of
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mission drift happens on the pursuit of profit-
ability as MFIs provide greater amount of loan
to the better off clients. On the other extreme,
a large number of studies found no evidence
for the existence of mission drift by observing
no relation between outreach and profitabil-
ity (Hishigsuren, 2007; Mersland and Strom,
2010). Another group of researchers show
that institutions focusing their mission of
achieving outreach also achieve better govern-
ance, strong capital structure and improved fi-
nancial sustainability (Fernando, 2007). Thus,
evidence on mission is not clear.

This study attempts to deal with the contin-
uing issue on profitability-outreach relation
that may be very helpful for policy develop-
ment which may deliver treasured understand-
ings to verbalize the future policy concerning
to the revolutionary progression of MFIs.

The objective of this study is to fill the gap
in sustainability — outreach literature referring
to MFIs. More specifically, this study attempts
to determine whether MFIs can achieve fi-
nancial sustainability while instantaneously
reaching to the poorest to render financial
services. Outreach is measured in two dimen-
sions: depth and breadth of outreach.

This study multilaterally contributes to the
existing body of literature in microfinance.
First, there are many descriptive studies that
explain how breadth of outreach enables MFIs
to obtain sustainability, yet empirical evidenc-
es for these theoretical studies are scarce. This
study is an attempt to fill this gap by deter-
mining the effect of breadth of outreach on
profitability. Additionally, most of the study
in literature are theoretical and a few are of
empirical nature that applied generally on or-
dinary least square (OLS) using data from dif-
ferent regions. OLS may produce bias results
as different regions have different socioeco-
nomic and cultural characteristics from each
other. For example, the characteristics of Latin
American are different from that of other re-
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gions and cannot be pooled together for ob-
taining any policy making results. Therefore,
we merely focus on dataset of Latin American
countries that are similar economics, culture
and social factors that may provide important
addition in existing literature. Moreover, to
deal with methodological issues in previous
studies due to the use of OLS, we used gener-
alized method of moment (GMM) technique
that is the most sophisticated technique while
dealing with dynamic data.

LITERATURE REVIEW
Theoretical Consideration

Microfinance literature has been separated
into two schools of thought including wel-
farist approach and institutionalist approach.
Institutionalist approach suggests that the fu-
ture of microfinance is in the hand of private
investors, whereas welfarist approach suggests
that future of microfinance is deemed to be led
by donors and governments (Rhyne, 1998),
suggesting that both approaches are contra-
dictory to each other (Bhatt and Tang, 2001).
The debate between these two approaches is
continuing and does not provide any accord-
ance (Morduch, 2000). Welfarist approach is
also known as poverty approach as it focus on
financial inclusion of poor households and in-
stitutionalist approach is also known as finan-
cial approach as it focus on sustainability to be
achieved to provide financial access to poor in
long run (Robinson, 2001); (Morduch, 2000)
and and Bhatt and Tang (2001).
Microfinance industry has been tradition-
ally depending upon on donations and sub-
sidies since inception. Since the shrinkage of
donations and subsidies due to recent reces-
sion induced MFIs to be commercialized to
obtain long term source of funds. Since then,
an unending debate has been started among
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policy makers and NGOs. One group of
stakeholders perceive this as a positive step for
long run existence of MFIs and other group
dissatisfies for being it to be a positive measure
and believes that MFIs would merely focus on
financial sustainability at the cost of poorest
client reaching to well-heeled poor, known as
mission drift in MFIs.

The primary mission of MFIs is to expand
the financial inclusion of poorest that is being
replaced by mission of financial sustainability.
Hence, mission drift is the transformation of
original purpose of social service to financial
performance (D’espallier, 2013). According
to Kent and Dacin (2013), MFIs are targeting
customers as that of banks who are easy acces-
sible, relate to urban areas, are entrepreneurs
regardless of their primary objective of finding
out of access clients who relate to rural areas
and are financial destitute (referred as mission
drift). Mersland and Strom (2010) argues that
MFIs are focusing on obtaining financial self-
sufficiency sacrificing outreach to the destitute
poor. Hishigsuren (2007) argued that mission
drift is not an organizational decision taken by
the management with thoughtful, it’s a deci-
sion has to be taken by the board to in race of
increasing size of business. Most of the studies
have employed loan size as a proxy for mission
drift, Schreiner (2001) presents a scorecard
inculcating ten indicators for measuring mis-
sion drift. These indicators were particularly
related to poverty level, trend of poverty over
the years and services designed for clients.

Dual mission of financial institutions has
been documented in several studies such as
Mersland and Strom (2009). Financial insti-
tutions are involved in duality of objectives
of obtaining financial sustainability and giv-
ing micro-services to low income households
and micro-entrepreneurs. It is important to
mention that second objective of serving to
the poorest of the poor is usually sacrificed by
MFIs for the sake of first objective of obtain-



ing financial sustainability. Christen and Drake
(2002) also indicated this drift mentioning that
better off poor crowd out the poorest.

For the purpose of identifying circum-
stances under which MFIs have been diverged
from their actual goal, Armendariz and Sza-
farz (2009) demonstrated that mission drift is
significantly different from what is technically
termed as cross subsidization that makes the
demonstration of whether MFIs are actually
diverged from the original goal of rendering
services to poor more problematic for the re-
searchers. The dispute of substitutability of
profit and outreach is challenged by Christen
and Drake (2002) that stated that profit ori-
entation of MFIs encourage them to seek new
market opportunities and to become more ef-
fective. Many researchers have debated on sus-
tainability of MFIs such as Morduch (2000)
and Woller et al. (1999) that stated that mi-
crofinance institutions are required to have
sufficient income to pay several costs.

Several issues of MFIs remain questionable
as wither MFIs are fulfilling their primary ob-
jective or functioning effectively or the degree
of profit that will be required to obtain capabil-
ity in operations. MFIs tries to complete dual
goals that are accessing poorest of the poor and
achieving sustainability. Freixas et al. (2008)
generated hypotheses, one on increase in aver-
age profit and other on increase in average cost
assuming environmental uncertainty that claim
the occurrence of mission drift and departure
from real goal are forthcoming. Schreiner
(2002) used average loan size as a measurement
of depth of outreach, though major literature
used increase in loan size as a measure of hap-
pening of mission drift. Christen and Drake
(2002) stated that there is offset between cost
and profitability and it does not cause mission
drift or deviate institute from the original mis-
sion of outreach. Mersland and Storm (2010)
asserts that mission drift does not exist and so-
lidified the findings of earlier studies. Armen-
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dariz and Szafarz (2011) suggested that firms
that intent to maximize profit may stray from
original goal by the interaction of firm level
variables and country level variables.

Previous Studies

Copestake (2007) and Ghosh et al. (2008) are
regarded as initial works that posits that bet-
ter of customers are less exorbitant indicating
that outreach has inverse impact on profitabil-
ity. The literature does not provide conclusive
evidence on outreach — profitability relation.
Cull et al. (2007) and Hermes et al. (2011)
studied either there is trade-off between out-
reach and profitability. These studies report
that MFIs with individual lending have high
profitability. The main reason for this may be
that their portfolio includes lesser number of
poorest and women clients as compared to
MFIs that provide group lending. These stud-
ies also provide insights into how organiza-
tional structure effect trade-off.

Most recently, Arrassen (2017) determined
either there is trade-off between social per-
formance measured with depth of outreach
and financial performance measured with self
sustainability. These studies do not have con-
sensus, however are sufficient to provide in-
sinuation that there is relation between these
variables. Using data for 120 MFIs for the pe-
riod 2000 to 2009 and using random effect
model, the study recommend the existence
of mission drift primarily for bank-type and
cooperative-type of MFIs. Lopatta, Tchiko,
Jaeschke and Lodhia (2017) also noted that
recent MFIs primarily focus on profitabil-
ity rather than reaching to the poorest of the
poor. To empirically examine the mission drift
and how it impact performance, Lopatta et al.
(2017) used large panel dataset and found
that mission drift is a dilemma particularly of
Non-profit MFIs.
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Im and Sun (2015) noted that there are few
empirical studies that discussed how MFIs
attain their purpose of reaching to the poor
i.e. outreach. The study used two approaches
including social welfare approach and com-
mercial approach to predict the relation be-
tween outreach and profitability. The study
concluded u-shaped relation between outreach
and profitability suggesting that MFIs follow-
ing commercial approach are more focused for
profit and those that follow social welfare ap-
proach focus on outreach even at the cost of
profitability. Martinez (2015) also concludes
that outreach is negatively related with ROA as
well as self-sufficiency. Quayas (2015) report-
ed complementary relation between financial
performance and outreach. Financial perfor-
mance was measured with profit margin, ROA
and OSS whereas outreach was measured with
average loan balance per borrower / GNI per
capita. Heng (2015) determined the relation
between depth of outreach and self sufficiency
using cross-sectional data for 2011 over 33
MFIs in Indonesia and Cambodia and found
complementary relation between these varia-
bles. Nurmakhanova, Kretzschmar and Fedhila
(2015) investigated the relation between depth
of outreach and OSS using data for 2011 over
450 MFIs in 71 countries and rejects the pres-
ence of mission drift and argues that MFIs can
pursue both financial and social missions si-
multaneously. On the other side, Abate (2014)
found trade-off between depth of outreach and
performance using data for 107 MFIs from
Ethiopia in 2011.

Among the most cited studies on trade-off
between outreach and profitability include
Kipesha and Zhang (2013) and Hermes et
al. (2011). Kipesha et al. (2013) determined
the existence of tradeoff between profitabil-
ity and outreach using unbalanced data of 47
MFIs over 2008-11. The study found pres-
ence of tradeoff between outreach and prof-
itability. The study also examined tradeoff
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between outreach and sustainability, however,
the tradeoff was not found between them.
Hermes et al. (2011) examined the relation
between sustainability and outreach. Sustain-
ability was measured using cost efficiency and
outreach with average loan size and found
inverse relation between these variables. The
finding of the study was robust as the results
remain unchanged after adding certain exog-
enous variables. These results are similar with
that of found by Hoque (2011) that found in-
crease in trade-off between sustainability and
outreach particularly after commercialization
of MFIs. Cull, Demirgii¢-Kunt, and Morduch
(2011) also strengthen the argument for the
presence of trade-off between outreach and
efficiency. They examined the effect of regula-
tion and supervision on outreach and perfor-
mance of MFIs as the issue of these predictors
has become significantly important since large
MFIs started accepting deposits from people,
particularly poor as show by Hartarska & Na-
dolnyak (2007). These regulations and super-
vision increase the lending cost and raises the
concern whether or not they effect profitabil-
ity and outreach.

Zerai and Rani (2012) found supplement-
ing relation between outreach and sustain-
ability using data of Indian 85 microfinance
institutions. The study evidences the pres-
ence of correlation between them. However,
the tradeoff between these variables was not
supported. Additionally, Quayes (2012) also
found positive relation between depth of out-
reach and sustainability evidencing the exist-
ence of supplementing relation between them.
The study used data for more than seven hun-
dred MFIs over 83 countries.

Cull et al. (2011) employed data for 245
biggest MFIs and found negative relation be-
tween supervision and outreach. More specifi-
cally, supervision has negative effect on per-
centage of women clients and positive effect
on average loan size. The results suggest that



MFIs should extent their services for earning
greater profitability. However, their sugges-
tions are not supporting to welfarist view. Hu-
don and Trace (2011) investigated relation be-
tween subsidies and efficiency of MFIs. Many
MFIs depend on government subsidies and
donations from NGOs that make this issue
important for policy development. The study
shows that not more than 5% of the MFIs
that can be called sustainable. Others de-
pend on subsidies and donation with varying
degree. The providers of these funds require
transparent information about the effect of
subsidies on performance. The question arises
whether they demand information at a cost
of efficiency of MFIs. However, subsidization
keep inefhicient MFIs capable of working. The
study concludes using data of 100 MFIs that
subsidies have positive impact on efficiency of
the institutions. However, the relation is not
linear as at a particular level, the subsidies may
go adverse for the efficiency of these MFIs.

Previously, Olivares (2005) also evidenced
the same nature of relation though using less
sophisticated statistical method. There are
certain studies that failed to find any signifi-
cant relation between outreach (% of female
clients) and sustainability (Ayayi and Sene,
2010). However, the study did not use so-
phisticated analytical technique and applied
pooled OLS. Cull et al. (2007), on the other
hand, found that outreach and sustainability
can simultaneously be expanded. The above
discussed literature shows inconsistency in
relation between outreach and profitability of
MFIs that necessitate for the execution of fur-
ther studies in such a complex issue.

Hypothesis
Waller (2002) states that where commerciali-

zation upsurges competition and savings mo-
bilization, it also causes several issues for in-
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stance mission drift. Mission drift may emerge
due to inclination of MFIs towards less poor
clients instead of serving poorest clients in
pursuit of profit (Navajas et al., 2000 and Von
Pischke, 1996). Later, Cull et al. (2007) also
found that sustainable MFIs design products
particularly for better off clients. Addition-
ally, Hermes et al. (2011) found negative re-
lation between efficiency and outreach indi-
cating that serving better off client increases
efficiency using data for 435 Microfinance in-
stitutions. Similar findings were obtained by
Olivares — Polanco (2005) where sustainability
was found to have tradeoff with outreach.

Another group of researchers substantiate
positive relation between outreach and sustain-
ability known as institutionalist approach. Rob-
inson (2001) states that the financially strong
MFIs finance their microloan portfolio through
leveraging additional capital without the sup-
port from donor funds or government subsi-
dies and are able to provide sustainable large
scale outreach to low income clients. Zeller
and Meyer (2002) further note that sustainable
MEFIs follow demand oriented approaches, pro-
vide better products and increase its efficiency
with cost reducing information systems, new
lending technologies, these will in turn increase
impact on poverty reduction. These theoreti-
cal arguments are supported by other existing
evidence. For instance, Quayes (2012) finds a
positive complementary relationship between
financial self sufficiency ratios (operational self
sufficiency) and depth of outreach. Monzgomery
and Weiss (2011) based on household data from
rural Pakistan conclude that commercially ori-
ented MFIs can meet a double bottom line goal
of simultaneously pursuing profits and a social
mission. Finally, recent study by Kar (2012)
also invalidates the conception of trade-off be-
tween depth of outreach and increased profit
orientation of MFIs.

Given the above discussion, the theoretical
and empirical findings on the relationship be-
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tween financial performance and outreach are
mixed and the issue remains still unresolved.
Therefore, we propose the following hypotheses:

Hypothesis: breadth of outreach has positive
impact on profitability and depth of outreach has
negative impact on profitability.

The pioneer studies on outreach — profita-
bility found tradeoff relation including Cull et
al. (2007) as serving to the poorest of the poor
requires high lending and operational cost
that reduces profitability. Therefore, a nega-
tive direction is expected in outreach (depth)
— profitability relation. On the other extreme,
outreach (breadth) — profitability relation is
expected to be positive as targeting better off
poor causes sustainability.

MODEL AND VARIABLES

Model and Variable Measurement

On the basis of the above discussion, we are
able to form the following equation to be esti-
mated in this chapter:

P=o,+0,0R +0control +€,
it 3 it it

Where P denotes financial performance, OR,
reflects vector of outreach and control, refers
to the vector of other controlling variables in-
cluded in the study. Moreover, €, is idiosyn-
cratic term.

Profitability is defined as the capability of
an MFI to recuperate cost of financial services
or the ability to earn profit (Quayes, 2012).
Profitability is measured with accounting ra-
tio of return on assets (ROA) (Galema et al.,
2011; Mersland and Strom, 2009). ROA de-
livers the ability of microfinance institution to
earn competitive return that make it viable to
have reach to financing from banks, and po-
tency to enter into the regime of traditional
financial sector. For making ROA comparable
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between institutions as well as countries, ROA
is used in real term i.e. effect of inflation has
been excluded.

Outreach is used as a measurement for de-
termining the effect of microfinance on devel-
opment (Yaron et al., 1997). It may be defined
as the extent to which financial products are
provided to the lowest level poor (Conning,
1999). Outreach is not a uni-dimensional
concept rather it encompasses several con-
cepts (Schreiner 2002) more important out
of which are breadth and depth. Depth is de-
fined as how deeply MFIs serve poorest of the
poor or number of clients MFIs serve below
the poverty line. Average loan balance per bor-
rower (ALB) is used as a measure of depth of
outreach. Lower the value of ALB, higher will
be the depth of outreach as it indicates MFIs
gives loan to larger number of poor (Hermes
& Lensink, 2011). Breadth of outreach is
measured using number of active borrowers
(Ashraf et al., 2014; Hermes et al., 2008; Von
Pischke, 1996).

To separate the influence of outreach on
financial performance, many other institu-
tion level and country level variables are con-
trolled. Institution-level variables include sta-
tus of being regulated or not, ownership type,
number of offices, financial structure, number
of diamonds, age and size of MFIs (Hermes
et al., 2011). Ownership variable include
dummies for several types of MFIs including
banks, credit unions, NGQOs, NBFIs and oth-
ers. Country level variables included in the
study are real GDP (GDP) and number of
MFIs (COUNT) in each country.

Data collection and Sample

The data was collected for analysis from data-
base of MIX Market that is the primary source
of obtaining statistics on MFIs’ social as well
as financial performance. The macroeconomic



data was collected from World Bank develop-
ment indicators. The selected sample consists
of 405 MFIs across 21 Latin American coun-
tries for the period of ten years from 2005 to
2014. MFIs selected may have missing values
in one or more years due to new entry or exit
from market or due to unavailability of data.
These MFIs were categorized into five legal
forms including banks, credit unions, NBFIs,
NGOs and others. From the selected sample,
41 were Banks, 62 were credit unions, 129
were NBFIs, 171 were NGOs and 2 are others.

Econometric Analysis

The study incorporated econometric analysis
for reaching to the conclusion. For econometric
analysis, we used panel data technique. Panel
data produces efficient econometric estimations
through giving a broad set of observations. It is
also effective to decrease correlation among in-
dependent variables (multicollinearity) and en-
hances degree of freedom (Hsaio, 2003). Com-
monly, panel data estimation includes fixed
effect model and random effect model.

The main drawback of FE model is that it
is not effective for model including time in-
variant variables. As the equations of the study
include time invariant variables, we used RE
model to present the coefficients. To control
heteroscedasticity and autocorrelation, the
study estimated equations with robust stand-
ard error clustered at institution level (Wool-
dridge, 2002).

Moreover, we also run OLS model as a
threshold model with robust standard error so
as to control heteroscedasticity and autocorre-
lation possible in the model. Meanwhile, post
estimation analyses of Breusch-Pagan Lagrange
multiplier (LM) was conducted to know the ap-
propriate model between RE model and OLS
model, the significance which demonstrates
preference of RE model over OLS model.
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The regression analysis of outreach and prof-
itability may be subject to endogeneity issue.
Quayas (2012) stated that outreach is deter-
mined by profitability and, on the other hand,
profitability is also affected by the extent to
which MFI is concerned about outreach. To
address the problem of endogeneity, we extend-
ed our estimations from OLS and RE to gen-
eralized methods of moment (GMM) meth-
odology. Two step system GMM developed by
Arellano et al. (1995) combined with process of
finite sample corrected standard error proposed
by Roodman (20006) is estimated. The process is
suggested by Windmeijer (2005).

RESULTS
Empirical Estimations

We present the result of outreach with profit-
ability, while controlling other variables. LM
test is run that indicates RE is preferable to be
used. However, the result of OLS is presented
with RE as a base model. Finally, dynamic
panel data analysis is presented that is the
most powerful technique while dealing with
dynamic data.

Table 1 shows the impact of outreach on
profitability while controlling the other vari-
ables. The results show that average loan
balance per borrower (ALB) has positive im-
pact on profitability measured with ROA.
It indicates compatible relation of outreach
with profitability as previously indicated by
Quayas, (2012) that stated that higher settle-
ment rate by female clients lessens adminis-
trative expenses that help to produce greater
profitability. On the other hand, breadth of
outreach measured with number of active
borrowers (NOAB) shows negative impact on
profitability. The results are consistent with
that of Morduch (2000) that observed incom-
patibility or trade-off between outreach and
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Table 1

OUTREACH AND PROFITABILITY

ALB 0.1031207 8.92* 0.0793528 4.30*
NOAB -0.0016310 -0.46 0.0002592 0.05
Co -0.0403618 -0.41 -0.0330753 -0.87
Bank —0.0440429 —0.45 -0.0400033 -1.11
Nbfi -0.0437026 -0.44 -0.0408878 -1.05
Ngo -0.0567359 -0.57 -0.0574210 -1.29
OFF -0.0000523 -0.66 -0.0001615 -1.92*
SIZE —0.0853741 —7.37* -0.0595363 —3.25**
Age 0.0323685 5.20* 0.0245730 2.81*
RG —0.0342749 —4.05* —0.0357314 —2.46**
DM -0.0035620 -0.88 -0.0078007 -0.50
ETA 0.0992553 7.01* 0.1024072 4.02*
GDP -0.0062285 -2.93* -0.0099208 -2.51**
COUNT 0.0251863 5.55* 0.0285355 3.67*
c -0.2057605 —1.74*** -0.1467162 —1.44
Observations 2637 2637

F stat 18.46*

Wald chi2 4105.18*

Adj. R2 0.084 0.084

LM test — chi2 149.03*

Notes: * means significant at less than 1 percent; ** means signifiacnt at less than 5 percent; *** means significant at less than 10 percent

Source: own editing

profitability, though the results are insignifi-
cant. Any type of ownership has no impact on
profitability using both models. The result of
impact of number of offices (OFF) is found to
be insignificant using OLS however is found
to have negative impact using RE model. It
may be due to increase in operating fixed cost
by opening new branches that reduce profit-
ability. The size of MFIs (SIZE) is found to
have significantly negative impact on profit-
ability. Theory suggests that larger firms are
controlled by managers who follow their own
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goals reducing profitability by alternating
profit maximization function with manage-
rial utility maximization function (Pervan and
Visic, 2012). MFI age (age) is found to have
significantly positive impact on ROA indicat-
ing that MFI with experienced management
are better able to earn greater profitability. The
result is opposed to the findings of Ahmed,
Bhuiyan, Ibrahim and Said (2016) that states
that age is not a guarantee for high profitabil-
ity. The regulation status (RG) has significant
and negative impact on profitability. It sup-



ports Cull et al. (2009) that indicated that
regulated MFIs have to pay additional regula-
tion cost that has deteriorating impact on their
profitability. Number of diamonds (DM) is
observed to have negative and significant im-
pact on profitability as previously found by
Ashraf et al. (2014). The effect of equity to
assets ratio (ETA) is found to be positive sug-
gesting that MFIs with higher capitalization
are more confident and capable with regard to
management that increases their profitability.
GDP (GDP) is observed to have negative im-
pact on profitability. Additionally, number of
MFIS (COUNT) is positively associated with
profitability indicating that increase in com-
petition enforces management to work more
effectively to increase profitability.

When selected variables are supposed to
have the problem of endogeneity, the estima-
tions should not be confined to OLS or RE.
Therefore, we extended our estimations to
GMM technique to address this issue. ALB
and NOAB are found to have positive and
compatible impact on profitability as previ-
ously found in using OLS and RE. AGE and
GDP are observed to be significantly negative
and ETA is found to be significantly positive.
Moreover, types of ownership, OFF SIZE,
RG, DM and COUNT are found to be in-
significant. The diagnostic tests of the model
show that the model is a good fit as AR(1)
is found to be significant and AR(2) is found
to be insignificant. The validity of the instru-
ments is verified by the insignificant Hansen J-
statistics (table 2).

CONCLUSION

How MFIs operate with dual objective of ob-
taining outreach and financial sustainability?
There is a great concern that both behave in
opposite manner as the goal of obtaining fi-
nancial sustainability may prevail over out-
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reach to the poorest. Thus, it prompts the de-
bate that the original objective of obtaining
outreach of the poorest people may be slowed
down if MFIs prioritize attaining financial
sustainability. The debate generates two views
on this issue, one of which dominates finan-
cial sustainability and other dominates out-
reach. However, there must be harmony on
a certain point where institutions obtain fi-
nancial sustainability without damaging out-
reach.

The literature on mission drift examined
the relation between outreach and sustain-
ability and argues that the phenomenon of
mission drift happens on the pursuit of profit-
ability as MFIs provide greater amount of loan
to the better off clients. On the other extreme,
a large number of studies found no evidence
for the existence of mission drift by observing
no relation between outreach and profitabil-
ity (Hishigsuren, 2007; Mersland and Strom,
2010). Another group of researchers show
that institutions focusing their mission of
achieving outreach also achieve better govern-
ance, strong capital structure and improved fi-
nancial sustainability (Fernando, 2004). Thus,
evidence on mission is not clear.

This study attempts to deal with the contin-
uing issue on profitability-outreach relation
that may be very helpful for policy develop-
ment which may deliver treasured understand-
ings to verbalize the future policy concerning
to the revolutionary progression of MFIs.

The data was collected for analysis from
database of MIX Market that is the primary
source of obtaining statistics on MFIs’ social
as well as financial performance. The macroe-
conomic data was collected from World Bank
development indicators. The selected sample
consists of 405 MFIs across 21 Latin Ameri-
can countries for the period of ten years from
2005 to 2014. MFIs selected may have miss-
ing values in one or more years due to new
entry or exit from market or due to unavail-
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Table 2

DYNAMIC PANEL DATA ANALYSIS

ROA.L1. 0.3066414 0.0622481 493 0.000
ALB 0.0322787 0.0191531 1.69 0.093
NOAB 0.0258167 0.0102384 2.52 0.012
OFF 0.0073270 0.0092013 0.80 0.426
SIZE —0.0240607 0.0169416 —1.42 0.156
AGE -0.0159900 0.0094365 -1.69 0.091
RG —0.0494358 0.0328896 -1.50 0.134
DM 0.0029382 0.0037111 0.79 0.429
ETA 0.1424901 0.0393933 3.62 0.000
GDP -0.0126958 0.0049416 -2.57 0.011
COUNT 0.0108364 0.0096122 1.13 0.260
BANK -0.0647377 0.2826339 -0.23 0.819
NGO -0.0506474 0.2829748 -0.18 0.858
NBFI —0.0606978 0.2831594 -0.21 0.830
co 0.0350493 0.2842536 0.12 0.902
c -0.0397749 0.3133477 -0.13 0.899
F — stat 9.46* Hansen J—stat 266.53(0.67)

AR(1) —4.00(0.000)

AR(2) -0.95(0.267)

Notes: * means significant at less than 1 percent.
Source: own editing

ability of data. These MFIs were categorized
into five legal forms including banks, credit
unions, NBFIs, NGOs and others. From the
selected sample, 41 were Banks, 62 were cred-
it unions, 129 were NBFIs, 171 were NGOs
and 2 are others.

The results indicate compatible relation
of outreach with profitability as previously
indicated by Quayas, (2012) and breadth of
outreach measured with number of active
borrowers (NOAB) shows negative impact
on profitability. The results are consistent
with that of Morduch (2000) that observed

Public Finance Quarterly m2017/3

incompatibility or trade-off between outreach
and profitability, though the results are insig-
nificant. However, using GMM, we found
compatible relation of ALB and NOAB with
profitability.

LIMITATION

The crucial limitation of the article is that the
data used for analysis is limited up to 2014
due to unavailability of data for the forthcom-
ing years.



mSTUDIES m

REFERENCES

ABATE, G. T. — Borzaga, C. — GerNET, K. (2014)
Cost-Efficiency And Outreach Of Microfinance Insti-
tutions: Trade-Offs And The Role Of Ownership. jour-
nal of International Development, 26(6), 923-932

AHMED, . — BHUIVAN, A. B. — IBRAHIM, Y. — SAID,
J. — SarLen, M. E M. (2016) Social Accountability of
Microfinance Institutions in South Asian Region. /n-
ternational Journal of Economics and Financial Is-

sues, 6(3)

ARELLANO, M. — Bover, O. (1995): Another look
at the instrumental variables estimation of error-com-
ponents models, Journal of Econometrics, Vol. 68, No.
1, pp.29-51

ARMENDARIZ, BEATRIZ, — ARIANE SzAFARZ, (2011):

Mission Drift in Microfinance Institutions

ARMENDARIZ, BEATRIZ — ARIANE SzAFARZ (2009):
On Mission Drift in Microfinance Institutions, Work-
ing Paper, WP — CEB No 09-05. Centre Emile Bern-
heim, Brussels Solvay Business School of Economics,
Business and Management, Université Libre de Brux-
elles, Belgium. CER Mi, University College London,
Harvard University

ARRASSEN, W. (2017): The determinants of MFIs’
social and financial performance in sub-saharan Africa:
has mission drift occurred? Annals of Finance, 13(2),
205-235

Asurar, M. A. — Hassan, K. — HrepLer, W. J. 111
(2014): Performance of microfinance institutions in
Muslim. Humanomics, 30(2), 162—-182

Avavi, A. G. — SENE, M. (2010): What drives micro-
finance institution’s financial sustainability, 7he Journal

of Developing Areas, 44(1), 303-324

Buatt, N. — Tang, S. Y. (2001): Delivering mi-

crofinance in developing countries: Controversies

and policy perspective, Policy Studies Journal, 29(2),
319-333

CoNNING, J. (1999): Outreach, sustainability and
leverage in monitored and peermonitored lending,
Journal of Development Economics, Vol. 60, No. 1, pp.
51-77

CoOPESTAKE, J. (2007): Mainstreaming microfi-
nance: social performance management or mission

drife?, World Development, 35(10), 1721-1738

Cuit, R. — DemircU¢-Kunt, A. — MoORDUCH, ].
(2007): Financial performance and outreach: A global
analysis of leading microbanks, 7he Economic Journal,

117(517), 107-133

Cuii, R. — Demirct¢-KunT, A., — Morbucs, J.
(2011): Does Regulatory Supervision Curtail Microfi-
nance Profitability and Outreach?, World Development,
39 (6), 949-965

D’EspaLLier, B. — Hupon, M. — Szararz, A.
(2013): Unsubsidized microfinance institutions, Eco-
nomic Letters, 120(2), 174-176

FerNnaNDO, N. A. (2007): Low income households
access to financial services, international experience,

measures for improvement, and the future, Manila: ADB

Freixas, X. — Rochet, J. C.(2008): Microeconomics
of banking (2nd edition). Cambridge, MA: MIT Press

GALEMA, R. — LENsINK, R. — SpierpyjK, L. (2011):
International diversification and Microfinance, Journal
of International Money and Finance, Vol. 30, No. 3, pp.
507-515

Hassan, M. K. — SancHEz, B., — Yu, J. S. (2011):
Financial development and economic growth: New
evidence from panel data. 7he Quarterly Review of eco-
nomics and finance, 51(1), 88—104

Public Finance Quarterly m2017/3



aSTUDIES m

HartARska, V. — CHAUDILL, S. B. — GROPPER, D.
M. (2007): The cost structure of microfinance institutions
in Eastern Europe and Central Asia, William Davidson
Institute Working Paper No. 809

HENG, S. (2015): Assessing Outreach and Sustainabil-
ity of Microfinance Institutions in Cambodia (Doctoral

dissertation, Ohio University)

HerMEs, N. — LENSINK, R. — MEESTERS, A. (2011):
Outreach and efficiency of microfinance institutions,

World Development, 39(6), 938-948

HisHIGSUREN, G. (2007): Evaluating mission drift
in microfinance lessons from programs with social mis-
sion, Evaluation Review, 31(3), 203—260

Hoque, M. — Cuaisary, M. — HaLLoway, R. (2011):
Commercialization and changes in capital structure
in microfinance institutions: An innovation or wrong

turn?, Managerial Finance, 37(5), 414 — 425

Hsiao, C. (2014): Analysis of panel data (No. 54).
Cambridge University Press

Huban, M. — Traca, D. (2011): On the Efficiency
Effects of Subsidies in Microfinance: An Empirical In-
quiry, World Development, 39(6), 966-973

Im, J. — Sun, S. L. (2015): Profits and outreach to the
poor: The institutional logics of microfinance institu-
tions. Asia Pacific Journal of Management, 32(1), 95-117

Kar, A. S. (2012): Mission drift in microfinance:
are the concerns really worrying? Recent cross-country
results, International Review of Applied Economics, Vol.
27, No. 1, pp. 44-60

Kent, D. — DaciN, M. T. (2013): Bankers at the
gate: microfinance and the high cost of borrowed log-
ics, Journal of Business Venturing, 28(6), 759-773

KiresHa, E. F — Zuane, X. (2013): Sustainability,
Profitability and Outreach Tradeoffs: Evidences from

Public Finance Quarterly m2017/3

Microfinance Institutions in East Africa, European
Journal of Business and Management, 5(8), 136-148

Lorarta, K. — TcHikov, M. — JAEsCHKE, R. — Lo-
DHIA, S. (2017): Sustainable Development and Micro-
finance: The Effect of Outreach and Profitability on
Microfinance Institutions’ Development Mission. Sus-

tainable Development

LoratTa, K. — Tcuikov, M. (2016): Do micro-
finance institutions fulfil their promise? Evidence
from cross-country data. Applied Economics, 48(18),
1655-1677

MazuMmbER, M. S. U. (2015): Role of microfinance
in sustainable development in rural Bangladesh. Swus-
tainable Development, 23(6), 396-413

MEersLanD, R. — StroM, R. O. (2010): Microfi-
nance mission drift?, World Development, 38(1), 28-36

MonTtcoMERy, H. — WEiss, J. (2011): Can com-
mercially- oriented microfinance help meet the mil-
lennium development goals? evidence from Pakistan,
World Development, Vol. 39, No. 1, pp. 87-109

MorbucH, J. (2000): The microfinance schism,
World Development, 28(4), 617-629

Navajas, S. — SCHREINER, M. — MEvYER, L. R. —
GoNzALEZ-VEGA, C. — RODRIGUEZ-MEZ4, ]. (2000):
Microcredit and the Poorest of the Poor: Theory and
Evidence from Bolivia, World Development,. 28(2),
333-346

NURMAKHANOVA, M. — KRETZSCHMAR, G. — FEDHI-
LA, H. (2015): Trade-off between financial sustainabil-
ity and outreach of microfinance institutions. Eurasian
Economic Review, 5(2), 231-250
(2005): Commercializ-

ing microfinance and deepening outreach? Empirical

OLivares-Poranco, F.

evidence from Latin America, Journal of Microfinance,

7(2), 47-69



POLLINGER, ]. ]J. — OuTHWAITE, ]. — CORDERO-
Guzman, H. (2007): The question of sustainability
for Microfinance institutions, Journal of Small Business
Management, 45(1), 2341

Quaves, S. (2015:. Outreach and performance of
microfinance institutions: a panel analysis. Applied
Economics, 47(18), 1909-1925

Quaves, S. (2012): Depth of outreach and financial
sustainability of microfinance institutions, Applied Eco-

nomics, 44(26), 3421-3433

R. CHrisTEN — D. DrakE. (2002): Commercializa-
tion, the new reality of microfinance, The Commercial-
ization of Microfinance, Balancing Business and Devel-

opment, Kumarian Press by Stylus Publishing, 2(22)

Ruyng, E. (1998): The yin and yang of microfi-
nance: Reaching the poor and financial sustainability.
Microfinance Bulletin, 6-8

(2006): Microfinance

through the next decade: Visioning the who, what

Ruyne, E. — OterRO, E.

where, when and how. Paper commissioned by the Glob-
al Microcredit Summit 2006. Boston, MA: ACCION

International

RosinsoN, M. S. (2001): The Microfinance revolu-
tion: sustainable finance for the poor, Washington, DC:
World Bank

Roobman, D. (2006): How to do xtabond2: an in-
troduction to difference and system GMM in Stata, Cen-
tre for Global Development, Working Paper No. 103

SCHREINER, M. (2001): Informal finance and the
design of microfinance, Development in Practice, 11(5),

637-640

SCHREINER, M. (2002): Aspects of outreach: a frame-
work for discussion of the social benefits of microfinance,

Journal of International Development, 14(5), 591-603

mSTUDIES m

SumaN GHOsH — Eric VAN TasseL (2008): A Model
of Mission Dirift in Microfinance Institutions, Work-
ing Papers 08003, Department of Economics, College

of Business, Florida Atlantic University

Von PiscHKE, J. D. (1996): Measuring the tradeoff
between outreach and sustainability of micro- enter-
prise lenders, Journal of International Development, Vol.
8, No. 2, pp. 225-239

WINDMELER, F. (2005): A finite sample correction
for the variance of linear efficient two-step GMM es-
timacors, Journal of Econometrics, Vol. 126, No. 1, pp.
25-51

WOLLER, G. M. — DuNrorp, C. — WoOODWORTH,
W. (1999): Where to microfinance? International Jour-
nal of Economic Development, 1(1), 29-64

WOLLER, G. (2002): The promise and peril of mi-
crofinance commercialization. Small Enterprise Jour-
nal, 13(4), 12-21

WOOLDRIDGE, ]J. M. (2002): Econometric analysis of
cross section and panel dara, Cambridge, M. A: MIT

Press

YaroN, Y. — Benjamin, McD. — Piprexk, G. (1997):
Rural finance: Issues, design, and best practice, Environ-
mentally and Socially Sustainable Development Stud-
ies and Monograph Series 14, Washington, DC: World
Bank

ZELLER, M. — MEYER, R. L. (2002): The triangle
of Microfinance: Financial Sustainability, Outreach
and Impact, London: The Johns Hopkins Univer-

sity Press

ZEeRral B. — Rant L. (2012): Is There a Tradeoff be-
tween Outreach and Sustainability of Micro finance
institutions? Evidence from Indian Microfinance Insti-
tutions (MFIs), European Journal of Business and Man-
agement, 4(2), 90-98

Public Finance Quarterly m2017/3



