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MYTHS IN MICROFINANCE 

Roy Mersland and R. Øystein Strøm

Microfinance is high on the public agenda after the UN Year of Microcredit in 2005 and the Nobel Peace Prize awarded to Mohammad Yunus and the Grameen Bank in 2006. Christen et al. (2004) report that 500 million persons are served, mostly through savings accounts. In the 2006 Halifax meeting, the Microcredit Summit celebrated the milestone of 100 million borrowers reached. Nevertheless, microfinance still reaches only a fraction of the world's poor (Robinson, 2001; Christen et al., 2004). Thus, donors and policy makers are active in issuing recommendations to increase service outreach (Helms, 2006; CGAP, 2004, 2006). In this article we argue that several of these recommendations are built on myths, not on facts.
There is a myth that shareholder ownership structures are more efficient compared to the nonprofit structures popular within microfinance, that MFIs need primarily Western style governance structures, and there is a myth that Microfinance Institutions (MFIs) gradually tend to migrate to customers in higher income brackets in order to pursue financial sustainability. New evidence casts doubt on the truth of these myths. In particular, large-scale global data from rated MFIs warrant a reconsideration of the accepted truths. We perform the analysis by a review of the popular myths in both theory and empirical investigations, where they can be found.
The rest of this article proceeds as follows. In section 1 we explore the myth that an MFI needs to be a shareholder owned firm in order to achieve sustainability. Section 2 deals with the myth that the MFI needs to implement Western-type governance mechanisms in the owner-manager relationship. We stress that a horizontal bank-customer relationship must complement the vertical owner-manager relationship. Regressions show that the horizontal relationship is the more important. The third section deals with mission drift, that is, that MFIs leave their poor customer segment in favour of better-off customers. We cannot confirm this myth. Section 4 discusses the findings in the former sections and concludes.
1. MYTH 1: THE NEED TO BE A SHAREHOLDER OWNED FIRM

Does the type of ownership in a MFI make a difference to its performance? Here we build upon Mersland and Strøm (2008), who investigate this question on a sample of rated MFIs. MFIs constitute a diverse set of ownership types. The firm may be privately held by shareholders, it may be a sub-unit of a larger bank, a state bank, a member owned cooperative or a non-governmental organisation (NGO).  Since the NGO Prodem in Bolivia was transformed into the shareholder owned firm (SHF) Banco Sol in 1992, it has been argued that an evolutionary organizational process that transforms non-government MFIs into shareholder owned firms is required (Pischke, 1996). Accounts of successful transformations have been shared (Fernando, 2004), and guidelines on how to transform have been published (Ledgerwood and White, 2006, White and Campion, 2002). The arguments are that SHFs can be regulated by banking authorities, accept deposits, provide a larger range of better quality services, be independent from donors, attract private equity capital and benefit from superior corporate governance because they are privately owned. The claim is clear; SHFs perform better than NGOs. Nevertheless, the issue of transformation has so far created more discussion than action. Of the thousands of NGOs, only about 43 have transformed into SHFs (Hishigsuren, 2006). 

However, an alternative hypothesis may be that SHFs and NGOs do not perform differently, because they may use the same business model to compete and serve customers in the microfinance market. In fact, different ownership forms are common in the banking and insurance industries (Mayers and Smith, 1983, Hansmann, 1996). In mature bank-markets where different ownership types co-exist, researchers find little evidence to suggest that ownership type influences operational efficiency (Altunbas et al., 2001, Crespi et al., 2004, ESBG, 2004). In a recent large European study  Iannotta et al. (2007) found that investor owned banks have higher profitability, but have higher operating costs than non-investor owned banks. In historic terms pro-poor banking has generally been dominated by mutual and non-profit ownership, not by investor ownership (Cull et al., 2006, Hansmann, 1996). The question remains; why do policy makers advocate a shareholder charter for MFIs?

Thus, our question is whether the assumed superiority of SHFs compared to NGOs holds in microfinance markets. Does the type of ownership matter? Mersland and Strøm (2008) investigate the claimed double bottom line of the MFI, both its outreach to poor customers and its financial performance. Here, we focus upon the financial performance, which gives an indication of the MFIs chance to survive, its sustainability. This should give the sharpest test of the claim that the SHF is the superior organisational model for microfinance.
We perform tests on rated MFIs. Being rated means that the MFI opens the books to international, specialised rating agencies. The reports are publicly available at the www.ratingfund.org. Reports from the following five rating agencies are included: MicroRate, Microfinanza, Planet Rating, Crisil and M-Cril. The methodologies applied by the rating agencies have been compared and no major differences in how they assess MFIs have been found. All the five agencies are approved official rating agencies by the Rating Fund of the Consultative Group to Assist the Poor (C-GAP) (www.ratingfund.org). 

The fact that MFIs in the sample are rated means a certain selection bias in that the data is skewed towards the better performing MFIs. However, this is an advantage in our comparative analysis since much background “noise” like very small MFIs or development programmes without the intention to apply microfinance in a business-like manner have been filtered out. This allows for more realistic comparisons of ownership types. 

The data sample is 68 SHFs and 132 NGOs. The rating reports making up the database are from 2000 to 2006 with the vast majority being from the last three years. The rating reports contain financial information for up to four years. As required, all numbers in the dataset have been annualized and converted to USD using prevailing official exchange rates. The rating agencies differ in the information they make available in the reports. Thus, a different N on different variables and in different years is reported.

We implement a test with the logit regression method. We want to predict the organisational type on a binary dependent variable showing 1 for the NGO and 0 for the SHF from a set of background variables. The explanatory variables are chosen for their likelihood in differentiating between the SHF and the NGO, and are based on Schreiner’s (2002) framework to compare the performance of MFIs. We have four proxies to measure financial performance differences between SHFs and NGOs, namely debt/assets ratio, operating expense ratio, portfolio at risk, and return on equity (ROE) the last measure shows the equity cost. Besides this we include return on assets (ROA) which in many ways summarizes the before mentioned proxies. The outreach performance differences are the average loan amount, showing the depth of outreach, and the number of credit clients, showing breadth. If the myth of better efficiency in SHF is to be uphold we would in particular, expect that the financial performance proxies are better in an SHF than an NGO.
The rating reports contain information from up to four years. Reports on estimation for all the four years are given in table 1 below.

Table 1
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 test is a Wald test for the null hypothesis that all coefficients in the equation are zero. We can reject this hypothesis in all specifications. The Nagelkerke 
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 measure shows how much is explained. This measure gives values that are usually much smaller than those in linear regression models. Therefore, the statistic shows satisfactory results. Also, the percentage of cases correctly classified indicates that the overall regression performs well. Hence, the power of our statistical model is strong.
Since SHF is coded 0 and the NGO 1, a positive sign indicates a higher probability for detecting the NGO, a negative sign will pick out the SHF. Thus, from Schreiner’s framework, we expect NGOs to have lower average loan compared to SHFs, while financial performance measures should show negative signs indicating better performance in SHFs. Specifically, the ROA should be negative.

Table 1 shows that our measure of depth of outreach, average loan amount, is not significant in any regressions. Overall, few significant results are obtained, indicating that it is difficult to pick out the type of ownership from the Schreiner (2002) dimensions. The negative debt level (year -3) and the positive operating portfolio expense ratio (years 0 to -2) have the correct signs according to this hypothesis. So do the results for PaR30. But the ROA is everywhere positive and also significant in year -1. This is contrary to the hypothesis that SHFs are more financially efficient compared to NGO. Thus, although costs and risk are higher in the NGO, the NGO type of organisation seems to have developed a business model that has an ROA equivalent to or better than the SHF. 

Several robustness tests are performed. For instance, the debt/equity ratio replaces the debt level in one specification, in others ROE and ROA are alternatively removed in order to avoid potential correlation between the two. We also check if the various explanatory variables are significantly different in the NGOs and the SHFs. None of these tests upset the results above. We simply cannot differentiate between NGOs and SHFs on the basis of financial results. This also extends to outreach, the MFI’s ability to serve poor customers. The SHF and the NGO are equally good or bad.
It seems to us that Dichter (1996) is correct when he observes that many NGOs involved in microfinance are driven by the same economic rationality as any other bank. The results are not necessarily surprising. Ownership theories do not predict a clear preference for one type of ownership in the microfinance market (Mersland, forthcoming). This is further supported by findings in general banking markets as well as the pro-poor banking history, indicating that mutual and non-profit ownership can compete successfully with investor ownership.  The recommendation for NGOs to transform into the SHF organisational form is premature, and seems to be built on a myth.
2. MYTH 2: WESTERN VERTICAL GOVERNANCE IN MFIS

Mersland and Strøm (2007) carry the ownership type analysis further by asking what governance mechanisms are effective in MFIs. We look at the relation between firm financial and outreach performance on the one hand and on the other characteristics of top management (board and CEO), ownership type, and the external governance mechanisms of bank regulation and competition. Besides Hartarska (2005) no rigorous empirical study has looked at governance in MFIs. The data that Hartarska uses is limited to Eastern Europe, while ours includes rating reports on 290 MFIs in 62 countries throughout the world for a period of up to four years.
The governance problem in a bank has more to do with the horizontal agency relationships to customers than the traditional Jensen and Meckling (1976) vertical relationship between owners and management. The problem is perhaps exacerbated in microfinance since the borrower has little or no collateral and credit history, and the depositor has generally low education and little knowledge of the bank. Moreover, the regulatory ability of local regimes is generally low. Issues such as closeness to the customer and mutual trust are paramount under such conditions. But for the bank it is also important to make sure that lent capital is returned. Hence the typical microfinance loans are small and of short maturity, the typical customer is a woman, and group lending is often the loan methodology.
The governance myth is that an MFI needs to have the same governance structure as those recommended for Western developed firms, for instance in OECD (2004). This implies setting up governance systems to mitigate the vertical agency problems, by aligning top management with owners’ profit goal and putting controls into place (Rock et al., 1998, Otero and Chu, 2002, Helms, 2006).
We believe these recommendations are well and good, but not sufficient to understand the governance problems in MFIs. For one thing it abstracts from the horizontal agency problems often encountered in banks (Adams and Mehran, 2003a).  A second concern is that most MFIs are not shareholder owned and therefore have no clear profit motive, but need a profit in order to survive. At the same time many shareholder owned firms are dominated by social investors who may stress its mission to reach out to poor customers as much as the NGO. These aspects motivate a study of governance in MFIs and to include horizontal issues in the analysis. Both the weight placed on horizontal agency issues and the broader data material differentiates this study from Hartarska (2005).
We study firm performance using ROA as the main financial performance variable and average loan as the main outreach performance measure. In the following we use arguments for financial performance, since this is the most studied in the literature.
The explanatory variables are vertical, horizontal and external governance mechanisms. The vertical variables measure the traditional owners and management agency relationship, and the horizontal are measures of the bank and customer relationship. In general, we expect the vertical governance mechanisms to be of less importance in an MFI compared to the horizontal. Level of competition and regulation are the external mechanisms studied.
The vertical governance mechanisms include board characteristics. The variables are the duality of the CEO and chairman, the presence of international directors, an internal board auditor, and board size. Since CEO/chairman duality is likely to reduce the owners’ control, we expect this to be negatively related to ROA, although Brickley et al. (1997) cannot confirm this on US data. Oxelheim and Randøy (2003) show that international directors have a positive impact upon firm performance, and we expect likewise here. To have an internal auditor reporting directly to the board is a much used recommendation to improve control in the industry (Steinwand, 2000), and thus included in our analysis. Board size turns out to be negatively associated with firm performance in studies (Yermack, 1996; Eisenberg et al., 1998).
To the vertical board variables we add ownership type. The findings we report in “Myth 1” lead to the prediction that the SHF and the NGO show equally good financial performance. Moreover, Crespi et al. (2004) find that Spanish savings banks have comparable or better financial results than shareholder owned competitors.
The horizontal governance mechanisms include the female CEO and the loan methodology. Considering the gender of the CEO and the loan methodology to be governance mechanisms is novel and unexplored in the literature. However, since agency costs in microfinance are as much to do with the customer-bank relationship as to the owner-manager relationship we consider important to identify the effect of these horizontal governance mechanisms. Most of the microfinance loans are extended to women. The average female proportion out of 109 firms reporting on this variable is 74% in our sample. This being so, we believe a female CEO is better at understanding the MFI’s market than a male. Therefore, we expect the female CEO to be positively related to firm performance. The loan methodology is a dummy variable showing 1 if the loans are mainly made to individuals. Microfinance is credited for discovering, or rediscovering, group lending. In group lending the group as a whole is generally responsible for repayment. The “social capital” inherent in the internal control among group members acts as a form of collateral (Tirole, 2006 p. 180-1), and the screening task for sorting out bad credit risks from joining the group resides with group members (Armendariz de Aghion and Morduch, 2005). We should therefore from a theoretical standpoint expect group lenders to show better firm performance. However, former studies in microfinance indicate that individual lenders have the highest financial return, while group lenders reach out to the poorest customers (Cull et al., 2007). Therefore, we expect the sign of the loan methodology to be uncertain.
To the external governance mechanisms belong competition and bank regulation. In general, higher product market competition should lead to lower firm performance (Hart 1983, Schmidt 1997), although the higher competitive pressures could lead some firms to improve through cost reductions. Petersen and Rajan (1995) show that banks loose the rent they earn on long-term relationships when competition increases. Thus, we expect competition to be negatively associated with firm performance.
Bank regulation gives the MFI the opportunity to accept deposits and gives easier access to ordinary capital markets. This should lead to better firm performance. However, many MFIs are not regulated, and the cost of regulation may outperform the benefit. One cost item can be the deadweight costs of reporting and the extra security that regulation entails. Another is the economics of scope in combined lending and deposit, that seem to be positive in very large banks only (Berger and Humphrey, 1997). Moreover, Hartarska and Nadolnyak (2007) find that regulation does not have a direct influence on MFI performance. Thus, we expect the effect of regulation upon MFI performance to be uncertain.
To test the various relationships we use the same data as described under “Myth 1”, however, this time the data set is enlarged to include 290 MFIs in all from 62 countries. We use panel data estimations for the task. Since some of the explanatory variables are categorical, the random effects method is the correct to use (Woolridge, 2002). We report results for ROA, portfolio yield and operating expenses in table 2.
Table 2

The Wald test (Greene, 2003 p. 107) shows satisfactory overall test results. We run regressions first including vertical governance mechanisms, then leaving these out. In separate regressions, entering vertical governance mechanisms individually do not improve results. The regressions contain control variables. These are the ones often used in similar research (Cull et al., 2007). The HDI shows the country’s state of development, and thus, it is a country control variable.

First look at the vertical governance mechanisms. We see that board characteristics and ownership type has little impact upon firm results. The CEO/chairman duality is significant in portfolio yield and operating costs, and international directors only for the latter. And in both regressions they are of the “wrong” sign, implying either higher portfolio yield or higher operational expenses. The international director result represents a surprise. International directors should bring more competence and better network capabilities. On the other hand, international directors are presumably less knowledgeable about local conditions than local directors. Maybe they bring in a culture of higher costs? Probably, a tie-in to local information networks is more important to microbanks than international control. Furthermore, we find that ownership type (SHF) is nowhere significant. This confirms the Mersland and Strøm (2008) result that shareholder owned firms are not more profitable or more efficient than NGOs, and is also in concurrence with international evidence in Crespi et al. (2004).
The horizontal mechanisms of female CEO and individual loan turn out to better explain firm performance compared to the vertical mechanisms. This confirms the importance of the bank-customer relationship in microfinance. A female CEO improves ROA, and reduces operational costs. More individual loans bring down portfolio yield and operational costs, but do not significantly affect the ROA. Thus, in order to improve its financial results the MFI should have a CEO who is close to its market, and it should increase the importance of individual loans. The individual loan result is counter to a widely-held belief that group lending is needed for success in microfinance. We cannot confirm this. Thus, our results are in line with Cull et al (2007). Presumably individual lending can be organized more efficiently and the individual collateral available after all gives the bank a better risk assessment opportunity than group lending. Whether group lending result in lower outreach to the poorer customers as found in Cull et al (2007) remains unanswered. Nevertheless, the results for the horizontal governance mechanisms confirm the general hypothesis that these are important in the MFI. 
The external governance mechanisms of competition and bank regulation are significant in the portfolio yield regressions. In addition, the competition variable has the expected sign in every regression, and has a significance level of about 15% in ROA and operating costs regressions. Regulation and competition are important in holding portfolio yield down. Thus, the external governance mechanisms are important.
Taken together, we find that governance matters for microfinance institutions. In addition to the vertical relationship between owners and managers we investigate the role of horizontal relationships between the bank and its customers as well as the external governance mechanisms of competition and bank regulation. Arguably, when customers have a shorter credit history and less experience with financial institutions than in Western, developed economies, and when the MFI operate in less regulated environments, the MFIs should value the horizontal relationships more highly. We find this is the case, and conclude that the Western-style governance myth must be moderated for microfinance institutions.
3. MYTH 3: MFIs DRIFTING AWAY FROM ITS MISSION
The microfinance industry is coming of age, and with it claims that it is leaving its mission to serve the poor (Dichter and Harper, 2007). A microfinance institution’s (MFI) mission is to provide banking services to the poor, that is, to lend very small amounts of money to very poor borrowers. In this paper, we ask if the MFI stays true to its mission, or if there is a “mission drift” away from the very poor client segment. 

“The microfinance schism” (Morduch, 2000) in the mission drift debate has several variants. Woller et al. (1999) and Woller (2002) hold that the MFI suffers from mission drift when it starts providing loans to more well-off community members. Another position is that the MFI is more concerned about making money for its owners and not to stay true to its mission. The Rhyne (1998) and Christen and Drake (2002) view is that a more commercialised microfinance industry is better able to serve the poorest members of the community, since their profit motive leads them to be more efficient and more willing to seek out new markets for their loan products. In their paper, Mersland and Strøm (2008) take the view that mission drift is defined relative to the poor customer segment. Serving the poor can be done commercially or non-commercially.
A recent survey by the Microbanking Bulletin (2007) of 704 MFIs reveals that 41% are not financially self-sustainable, and rely on donor support to keep afloat. Thus, for the industry as such financial viability is a major concern. Nevertheless, the risk of mission drift has been high on the agenda ever since the Bolivian MFI Prodem was commercialized and transformed into Banco Sol in 1992 (Rhyne, 1998).
In a qualitative study Hishigsuren (2007) follows one MFIs in Bangladesh thoroughly using archival, survey, and interview data from different stakeholders. This important case study concludes that the MFI shows no statistically significant mission drift measured on depth, quality, and scope of outreach to poor clients. The only relatively larger cross-country study where also mission drift is a concern comes from Cull et al (2007). On a sample of 124 MFIs in 49 countries they find little evidence of mission drift. They conclude that MFIs can stay true to their mission even when aggressively pursuing financial goals. The high tempered debate and the lack of cross-country survey covering a large number of MFIs indicate a need for our study. 

Our data are well suited to the mission drift issue. We use observations of 290 rated MFIs from 62 countries. Third-party organisations perform the ratings and outside organisations subsidize parts of the costs involved. At each rating four years of data are obtained, at best. Thus, the maximum number of observations is 1160. The ratings are performed in the period 2001 to 2007, which means that we have data from 1998 to 2007. Most data are from the period 2001 to 2005. Thus, we may study mission drift for the sample of MFIs both in calendar time, relative to the year rated, and relative to the MFI’s first year in microfinance.

In general, the monetary variables are converted into USD amounts at the going exchange rate. From the purchasing power parity theorem of international finance (Solnik, 2004), the conversion into USD implies that the local inflation has been adjusted for. Therefore, no further adjustments are made, if not informed.

First, what do we mean by “mission drift”? In our view, mission drift refers to the migration of MFIs away from the very poor customer segment and into other market segments. The argument behind mission drift is that commercialization, that is the drive for better financial results, will drive the MFI away from its poor customers. However, in our conception commercialisation does not belong to the question of mission drift. It is more a question of market strategy. The MFI has the opportunity to stay with its market or to move to another, being commercially oriented or not. This is illustrated in the simple BCG matrix below.

Table 3

The table says that mission drift refers to a departure from a market strategy based on serving poor clients with small loans. Staying with the same customers, but expanding the financial services to include, say, insurance does not represent a mission drift. The mission is defined relative to the segment. For the MFI, such a mission expansion may provide economics of scope, that is, a cheaper provision of services jointly (eg. loans and insurance) than separately.

Furthermore, staying with the segment does not imply that the MFI stays with the same customer. If the client builds a successful business, the financial needs may require financial services that the MFI is unable to provide. This may lead to the graduation of clients to other financial institutions, while at the same time, the MFI accepts new customers with demands for small loans.
How can we measure mission drift?  We follow Cull et al. (2007) to define mission drift as an average loan increase. This means that the MFI moves into other customer segments, either because it starts including better off customers or because the existing clients become better off and thus less part of the MFI’s target group. Other measures for mission drift exist as well. For instance, if an MFI decreases its outreach to women may to some be seen as a mission drift. However, in this article we concentrate on average loan.
Is there a natural pattern in MFIs to gradually move towards better off clients? Figure 1 provides an illustration on how average and mean loans vary with MFI experience?

Figure 1

Figure 1 shows no average loan increase. A mission drift should turn up as an increase in average loan relative to the microfinance starting year. Yet the figure shows that average loan size does not increase with the time the MFI has been in business. Rather, the trend is downwards over the years. Thus, the time dimension of the average loan size does not support the supposition that the MFIs, on average, experience mission drift. Measuring drift along other time dimensions like the difference between the year of rating and the previous three years gives the same result. Also, other measures of mission drift cannot confirm that this is happening.
How can we explain this non-drift? In the following, we attempt to find arguments for the average loan increase in MFIs. From the bank’s production function (Freixas and Rochet, 1999) we have that the higher is the average loan, the higher is average profits and average costs. To this basic relationship we add the MFI’s economics of scope, effort, incentives, as well as external impacts of competition and bank regulation. 
Positive economics of scope implies that adding new products decreases overall operating costs. If more products reduce costs, the MFI should be able to cover costs for smaller loans as well, and so lower average loan should follow. We measure the effect by the number of loan products and bank regulation, which may pick up economics of scope in lending and deposits.

The MFI’s marketing efforts may bring average loan down. The fraction of credit officers among employees is our signal an MFI’s greater effort. Furthermore, if the credit officers receive a pay linked to their performance in recruiting new customers, this could also bring average loan down. In both cases, it is likely that credit officers will seek out new potential clients in the MFI’s existing customer segment. Since the first microfinance customers are likely to have the highest creditworthiness, the next customers should be eligible for lower average loans. Thus, as the MFI extends its business, a lower average loan could well be the result. Higher effort and better incentives could therefore mean that the MFI drifts towards poorer customer segments, that is, the opposite of what critics fear.

Can increased bank competition lead to less financing going to the poorer segments? Petersen and Rajan (1995) model and show that bank concentration is beneficial for the marginal clients, since the bank expects to recoup the early subsidisation with higher rates later. When competition increases, the bank is unable to uphold the expected long-term relationship on the same terms. Therefore, in a competitive market the early subsidisation is eliminated, harming the least well off, and leading to higher average loan. Petersen and Rajan find support for their theory in tests of smaller firms. If a similar situation occurs in microfinance, we should expect to see a contraction of loans to the poorest customers, inducing higher average loans.
We test the hypotheses with the same statistical method as in “Myth 2”, that is, the random effects method.
Tabell 4
The profit per loan client is negative in all panel data regressions, indicating that for MFI's the profitability per loan client is reduced when average loan is increased. This means that the MFI profitability is reduced when it leaves its customer segment. Thus, a motive for higher profits cannot explain mission drift. On the contrary, the negative sign indicates that the MFI has sound economic reasons for staying in its client segment. The result may seem puzzling. Intuitively one would expect that a larger profit can be had from larger average loan. But observers of microfinance have noticed that there is an undersupply of services to the poor (Helms, 2006; CGAP, 2004; CGAP, 2006). An undersupply translates into high portfolio yields, which among our firms average close to 40 per cent. If the risk is also low, and the average PaR30 is indeed low, microfinance is a good business proposition. Lately, it has also attracted ordinary banking firms. Thus, we reject the hypothesis of a positive relationship between profits per client and average loan.

Table 4 further shows that average loan increases with costs per loan client, confirming the hypothesis. Thus, inefficient MFIs need to shift their loan portfolio toward a higher fraction of larger average loan. This means that the inefficient MFIs are those most susceptible to mission drift. Another implication is that higher cost efficiency makes the MFI better able to advance loans to the poorer parts of the community. Increasing the MFI's scale of operation seems to be a key here. This result is in line with Hishigsuren (2007)’s observations that the MFI in her case study increased lending to the poor, even when the time the lending officer spent with the borrowing group was cut in half.

The credit officer fraction and performance pay are the two variables showing significant results. Performance pay is a dummy variable, being 1 if the credit officers receive a pay tied to performance. We see that the relation is negative. Thus, pay for performance means that lower average loans are given. It seems as if the credit officer looks for lending opportunities in the chosen customer segment more intensively with performance pay. Thus, a performance linked pay brings microfinance to even poorer clients. This also confirms that the MFIs in designing the incentives have been able to avoid incentive structures that lead to mission drift. Furthermore, the higher is the fraction of credit officers, the lower is average loan. Thus, when the MFI intensifies its marketing efforts, it will tend to reach out to even poorer segments of the population than before. Efforts and incentives to provide loans mean that microfinance credit reaches out to deeper layers of the poor customer segment.

In a further, unreported robustness test we leave out control variables, and find that the results largely coincide with those from the case when all variables are included.
Thus, the main conclusion is that we cannot find evidence of mission drift neither in the descriptive or the econometric evidence. These results are in line with the scant rigorous literature there is on mission drift (Cull et al., 2007; and Hishigsuren, 2007).

Thus, a profit-conscious MFI should not drift from the microfinance field, but instead stay. Furthermore, the more cost-effective the MFI is, the lower is the average loan. Thus, a prediction is that further efforts to reduce costs should result in even poorer segments. Rather than drifting away from the poor customer segment, it seems to us that microfinance is developing into a viable business model.
4. DISCUSSION

How can we understand the main results offered in this paper? To summarize, the MFI does not need to be shareholder owned to compete successfully, horizontal relationships are important on par with the vertical, and MFIs do not drift away from their mission. Our interpretation of these is that microfinance is establishing itself as a viable part of the banking industry, and that this development follows the experience in many developed countries. Microfinance can be seen as part of a development of the market economy. Furthermore, the diversity of organisational forms in the microfinance industry is not transient, but answers the need for customers to trust the MFI. 
Let us take a brief look at historical evidence. Hansmann (1996) shows that in the USA early financial institutions targeting the average costumer were often savings and credit unions, that is, institutions built by customers themselves. In an historical perspective, Cull et al. (2006) show that throughout North Atlantic countries, intermediaries emerged to supply finance for small businesses and persons. In France, notaries played this role, in Anglo-American countries the role was filled by small commercial banks as well as for instance building societies and credit unions, and in Germany and Scandinavian countries the function was filled by savings banks. Furthermore, Rasmussen (1988) reports historical bank evidence that mutual banks attract smaller customers and take on less risk than stock banks when regulation is weak. 
Thus, as a rule a multitude of ownership types are likely to emerge in the start-up phase of economic development. Furthermore, the evidence confirms the importance of the horizontal links to customers, underscoring that the MFIs have the benefit of filtering good customers from weak and inducing loan clients to repay (Hansmann 1996, Desrochers and Fischer 2002), since they are better able to tap into local information networks.
In this paper, we explore three myths about microfinance. With the arrival of large, global data sets on rated MFIs over several years it is possible to apply statistical techniques to find if the myths are true, or if they should be relegated to fairy-tale books. 
The first myth we explore is that the microfinance institution (MFI) needs to be shareholder owned. In fact, on a number of performance measures such as return on assets, return on equity, cost measures, as well as measures of risk, loan methodology, and main market served, we cannot differentiate between the shareholder owned MFI and member owned firms. 
The second is that MFIs need to install Western-type governance mechanisms to control the potentially conflict-ridden vertical owner-management relationship. We add the bank-customer horizontal relationship, operationalised as a female CEO and as individual loans. With a short banking history for many MFI customers and the MFIs themselves, we believe the bank’s relationship to its customers is potentially important. The results support this belief, since we find the horizontal relationship to be important together with the vertical. 

The third myth is that MFIs leave their mission of serving poor customers with small loans. We cannot find evidence for this. On the contrary, the average loan in the microfinance industry is constant or reduced over time, and this is partly driven by increased effort in the MFI to reach poor customers, as well as pay for performance for credit officers. 

We believe these falling myths should encourage a rethinking of policies towards MFIs. In sum they point to an industry finding its viable business model, as it is establishing its own ways of providing banking services to a customer segment formerly unattached to the economy at large. The microfinance industry is showing it is able to reach poor customers in a financially sustainable way.
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Figure 1: The mean and median of average loan (USD) distributed by MFI experience.
TABLES
	Table 1: Logit calculations of organisational predictions. Years 0 to -3 when the binary variable ownership type contain SHF, coded as 0, and NGO, coded as 1

	
	Year

	
	0
	-1
	-2
	-3

	Debt level
	-0.612
	-0.949
	-1.482
	-2.128*

	Operating portfolio expense ratio 
	3.769**
	2.407*
	1.868*
	2.615

	PaR 30 
	6.793
	7.935*
	5.217
	7.745*

	ROE
	-0.344
	-0.455
	-0.232
	0.964

	Average loan amount 
	0.000
	0.000
	0.000
	0.000

	Credit clients 
	0.000*
	0.000
	0.000
	0.000

	ROA
	3.753
	6.695*
	2.912
	0.954

	Total voluntary savings 
	0.000**
	0.000**
	0.000
	0.000

	Constant
	-0.260
	0.246
	0.996
	1.201

	Observations
	148
	144
	136
	91

	Classified correctly (%)
	79.1
	79.2
	79.4
	79.1

	Omnibus Chi-sq (8) test
	0.000
	0.000
	0.000
	0.000

	Nagelkerke R Square
	0.399
	0.377
	0.369
	0.449


Table 2: Firm performance explained by vertical, horizontal and external governance mechanisms. Random effects panel data 3SLS estimation spanning the period 1998 to 2007.
	
	Return on assets
	Portfolio yield
	Operating cost

	Constant
	-0.196
	-0.4201
	0.5045
	0.4641
	1.3201
	1.4131

	CEO/chairman duality
	-0.034
	
	0.1255
	
	0.1135
	

	International directors
	-0.002
	
	0.019
	
	0.03410
	

	Board size
	0.001
	
	-0.002
	
	0.000
	

	SHF
	0.002
	
	-0.016
	
	-0.005
	

	Female CEO
	0.027
	0.0365
	0.002
	-0.025
	-0.067
	-0.0745

	Individual loan
	-0.001
	0.012
	-0.0945
	-0.1021
	-0.052
	-0.0971

	Competition
	-0.006
	-0.007
	-0.019
	-0.01610
	-0.011
	-0.014

	Regulation
	-0.033
	-0.026
	-0.1245
	-0.07210
	-0.028
	-0.024

	Urban market
	0.006
	0.024
	0.0975
	0.0841
	0.043
	0.029

	Portfolio at risk (30)
	-0.07610
	-0.1291
	-0.079
	-0.019
	-0.12510
	0.024

	MFI experience
	0.001
	0.002
	0.003
	-0.002
	-0.002
	-0.0055

	Firm size
	0.0161
	0.0281
	-0.0255
	-0.012
	-0.0831
	-0.0711

	Human dev. Index
	0.001
	0.056
	0.4745
	0.3425
	0.41210
	0.177

	Wald F (sign.)
	0.001
	0.000
	0.000
	0.000
	0.000
	0.000

	Firm years
	435
	628
	434
	632
	426
	617


A raised number indicates a significant result. The number represents the significance level, e.g. 5 means significant result at the 5% level.
Table 3: Categories of mission drift given market segment and product range 

	
	Market

	Products
	Old
	New

	Old
	No mission drift
	Mission drift: Moving into new customer segments

	New
	Mission expansion: Offering a wider spectrum of financial services
	Mission drift: Moving into new segments with new products customer


Table 4: The expanded model of average loan. Is average loan in rated microfinance institutions related to profit function variables, the number of loan products, effort, incentive, and competition in the MFI market? Regressions including risk and control variables using random effects panel data estimation and the 3SLS methodology. Data are from 1998 to 2007.

	
	Included variable

	
	Loan
	Credit
	Performance
	Compe-
	Bank
	All 

	
	products
	officers
	pay
	tition
	regulation
	variables 

	Constant
	-616,03
	-553,20
	-404,02
	-512,63
	-718,92
	249,92 

	Average profit
	-3,091
	-3,921
	-5,071
	-3,651
	-4,641
	-4,611 

	Average cost
	3,511
	3,281
	3,141
	3,431
	3,931
	3,201 

	PaR30
	-144,09
	31,09
	250,91
	28,29
	35,29
	145,21 

	Loan products
	15,24
	
	
	
	
	52,59 

	Credit officer fraction
	
	-482,1410
	
	
	
	-421,75 

	Performance pay
	
	
	-716,902
	
	
	-500,9310 

	Competition
	
	
	
	-49,59
	
	-82,05 

	Bank regulation
	
	
	
	
	-169,31
	-69,32 

	MFI age
	12,04
	19,02
	18,19
	15,82
	18,26
	17,70 

	Assets
	0,011
	0,011
	0,011
	0,011
	0,011
	0,012 

	HDI
	1019,67
	1367,77
	1650,66
	1293,40
	1264,03
	1004,79 

	Wald (F) test sign.
	0,00
	0,00
	0,00
	0,00
	0,00
	0,00 

	N (Firm yrs)
	764
	726
	616
	752
	737
	557


A raised number indicates a significant result. The number represents the significance level, e.g. 5 means significant result at the 5% level.

Loan products are the number of loan products the MFI offers; Cred.off. fraction is the fraction of credit officers among all employed; Performance pay is a dummy variable where 1 indicates the credit officer is paid proportional to performance; Competition is a self-constructed measure of local MFI competition scaled from 1 to 7 based on raters’ reports. 
The Wald F test is an exclusion test of the hypothesis that all coefficients together are equal to zero (Greene, 2003 p. 107). A low significance value rejects the hypothesis.
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