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Abstract This article examines the social and financial performance of an inter-
national sample of non-governmental organizations (NGOs) which transformed into
microfinance institutions (TMFI). It shows that recent calls for the transformation of
NGOs into TMFIs help improve the financial sustainability and the breadth of
outreach of microfinance activities. However, this transformation hinders the depth
of the services provided by TMFIs. This is especially significant in the case of bank-
TMFIs and suggests that although the transformation might increase the financial
independence of TMFIs, it might cause a mission drift that both NGOs and policy-
makers ought to consider.
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Résumé Le présent document étudie les performances sociales et financiéres d’un
échantillon international d’organisations non gouvernementales (ONG), qui sont
devenues des institutions de microfinance (IMF). Il démontre que les demandes
récentes de transformation des ONG en IMF permettent d’améliorer la viabilité
financiere et 1’étendue de la portée des activités de microfinance. Pourtant, cette
transformation représente un obstacle a 1’approfondissement des services apportés
par les IMF. Cet aspect est particulierement significatif dans le cas des IMF
bancaires, et donne a penser qu’en dépit du fait que cette transformation pourrait
accroitre 1’indépendance financiere des IMF, elle est également susceptible de
provoquer la dérive de la mission dont doivent tenir compte les ONG et les
responsables politiques.
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Zusammenfassung Dieser Beitrag untersucht beispielhaft die sozialen und fi-
nanziellen Leistungen einiger nicht-staatlicher Organisationen in verschiedenen
Léndern, die in Mikrofinanzinstitutionen umgewandelt wurden. Es wird dargelegt,
dass die jiingsten Forderungen nach der Umwandlung nicht-staatlicher Organisa-
tionen in Mikrofinanzinstitutionen die finanzielle Nachhaltigkeit fordern und die
Reichweite der Mikrofinanzaktivititen vergrolern konnen. Allerdings begrenzt diese
Umwandlung das Dienstleistungsspektrum der betroffenen Mikrofinanzinstitutio-
nen. Dies ist insbesondere von Bedeutung fiir die umgewandelten Mikrofinanzin-
stitutionen, die zugleich Banken sind, und 14sst darauf schlieBen, dass, obgleich die
Umwandlung zu einer erhohten finanziellen Unabhingigkeit der Mikrofinanzinsti-
tutionen fiihren kann, unter Umstidnden jedoch vom urspriinglichen Zweck ab-
gewichen wird. Dies sollte sowohl von den nicht-staatlichen Organisationen als auch
von den Entscheidungstrigern beriicksichtigt werden.

Resumen El presente trabajo analiza los resultados sociales y financieros de un
grupo internacional de organizaciones no gubernamentales (ONG) que se han
transformado en instituciones de microfinanzas (en adelante, IMFT). El trabajo
demuestra que los recientes llamamientos para la transformacion de las ONG en
IMFT ayudan a mejorar la sostenibilidad financiera y la amplitud de alcance de las
actividades microfinancieras. No obstante, esta transformacién limita la profundidad
de los servicios prestados por las IMFT, circunstancia que es especialmente signi-
ficativa en el caso de las IMFT bancarias y sugiere que, aunque la transformacion
podria aumentar la independencia financiera de las IMFT, podria también ocasionar
un cambio de mision que deberian tener en cuenta tanto las ONG como los politicos.

Introduction

“This is not charity. This is business: business with a social objective, which is to
help people get out of poverty” Muhammad Yunus—the Grameen Bank, Nobel
Peace Prize winner—the Nightly Business Report in 2005.

Microfinance is one of the most “effective and flexible strategies” in the fight
against global poverty (Grameen Foundation). It should be and can be implemented on
alarge scale in order to respond to the urgent needs of the world’s poorest, as it focuses
on the moral consequences of financial exclusion (Hudon 2009). Over the past several
decades non-governmental organizations (NGOs) have pioneered the initiative of
providing financing to the poor to help alleviate their poverty and improve their socio-
economic conditions. Those needs are tremendous, and the dependence of NGOs on
donor financing hinders the sustainability and continuity of those activities. As such,
and given that financial markets have proven to help in promoting economic
development and growth by extending financing to those in need, a recent call has been
initiated to transform microfinance NGOs into transformed microfinance institutions
(TMFI), a legal status that would enable them to tap capital markets and to better
provide microfinance services (Fernando 2004; Ledgerwood and White 2006). In this
article we examine the viability of this transformation on NGOs’ social and financial
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sustainability. We further examine the transformation into a bank legal status given
that banks have proven to be instrumental in the lending process.

NGOs have shown their ability to extend microcredit but they need the legal
framework to collect deposits so that they won’t have to find a donor to sustain their
operations. “If I have to borrow money to lend it, I will be at the mercy of someone
else. When I am allowed to take public deposits, I have more options. I may still
borrow but as a legal entity, I have a greater ability to borrow” (Yunus 2007). While
the provision of microcredit is often administered by NGOs, there is mixed evidence
on the success of this transformation into TMFIs in enhancing the mission of
microfinance institutions on both the social and financial fronts.

On the one hand, some studies suggest that the increased social outreach through
transformation does not come at a zero cost. Woller (2002) argues that the
transformation might lead to a possible “mission drift.” On the other hand, there is
no compelling evidence that the transformation leads to a mission drift among
microfinance institutions (see Christen 2001 for a further discussion). The
transformation is shown to improve the financial flexibility of TMFIs and thus
enhance the access of the poor to financial services (Fernando 2004). Increased
financial flexibility will enable higher profitability (Gibbons and Meehan 1999),
which helps attract private capital, a necessary condition to the flourishing of social
benefits (Hassan 2002). Given that poverty is measured by the percentage of
population having income below the minimum expenditure required for meeting the
basic subsistence (Ullah and Routray 2007), TMFIs should thus be able to attract
and retain a greater number of borrowers (Fernando 2004). They should have a
greater depth of social outreach and thus, be in a position to better service the
population in need, namely the poorer clients who are unable to have access to the
loans of regular financial institutions (Fernando 2004). The increased depth of social
outreach should reflect a lower average loan balance per borrower for these TMFIs.

To test our hypotheses, this article uses a refined econometric method and
examines whether the call for transformation has allowed TMFIs to achieve the
double goal of increased outreach and financial sustainability of operations. As
such, we collect an exhaustive set of data for 68§ TMFIs for the period extending
from 1994 to 2006. We use to the return on assets (ROA) and the return on equity
(ROE) ratios to verify the effect of transformation on the financial performance of
TMFIs. We also consider the changes in the number of active borrowers and the
average loan balance per borrower to examine the effect of transformation on the
social breadth and depth of TMFIs, respectively. Moreover, we test the effect of the
legal status of the TMFI, bank versus non-bank, on both the financial and social
fronts. In order to increase the statistical significance of our test results, we match
our sample of TMFIs with a control sample of 68 NGOs based on size and
geographic location.

The contributions of this article are three-folds: First, this article refers to an
econometric methodology to examine the effect of transformation on both the
financial and social performance of NGOs involved in microfinance activities.
Using a large number of TMFISs, it provides a solid framework and contributes to the
on-going debate related to the role played by microfinance institutions in different
settings. Second, our empirical evidence sheds light on the dilemma faced by TMFIs
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between financial sustainability and outreach. As expected, we show that the
independence of TMFIs helps improve their operating performance, however,
enhancement comes at a cost. Although the transformation of NGOs into TMFIs
increases the breadth of their social services, i.e., the number of active borrowers;
there is a decrease in the depth of microfinance services, i.e., an increase in the
average loan balance per borrower. Since financial independence requires that
TMFIs increase their interest rate and/or become more selective in the choice of
beneficiaries, our findings suggest that TMFIs exhibit a significant drift in their
social activities toward more solvent borrowers with better abilities to repay. This is
consistent with our further results showing that the transformation into bank-TMFIs
permits TMFIs to have a higher operating performance together with a larger
breadth of social performance. Since banks tend to be more professional in the
choice of services provided, they are likely to focus on larger loan balance per
borrower, thus reflecting a lower depth of outreach. Our third contribution is thus on
the choice of the legal status that TMFIs should adopt. NGOs and Policy-makers
should consider carefully the choice of their legal status, in being a bank or a non-
bank related TMFIs, in view of their social mission.

The remainder of this article is organized as follows. Second section presents the
institutional framework and discusses the role of NGOs versus banking industry.
Third section reviews the literature and presents our testable hypotheses. Fourth
section presents our database and research methodology. Fifth section discusses the
empirical results, and final section concludes.

Institutional Framework

During the past decades NGOs have grown in size, number and reach. Their
interventions have been instrumental in shaping the resolution of many issues facing
businesses and governments (Doh and Teegen 2003). The goals of NGOs range
from influencing world trade to bringing about relief to poor people.

NGOs’ proximity to the people more specifically the poor, their know-how, and
their results-oriented drive, enable them to better reach the impoverished (Jamali
2003). NGOs work with people to find out what their needs are, and who is
providing what (Willburn 2009). They are familiar with the huge needs at the
bottom of the pyramid (Prahalad 2006), and with the slow adoption process to those
needs. As such, they have been innovative and successful in this early stage market
(Chesbrough et al. 2006).

In a hypothetical world where there would be no transaction costs and contractual
uncertainties, there would be no need for aid agencies; private markets would deal
with aid transfers (Easterly 2008). However, transaction costs may exist for various
reasons, namely the cost of collecting and channeling funds, cost of collecting
information and selecting potential recipients, and the cost of monitoring aid
projects, to name a few. Uncertainties arise because parties have different and
incomplete perceptions of the others’ preferences and objectives. In the real world,
with positive transaction costs and uncertainties, aid agencies provide economies of
scale and institutional arrangements that reduce costs and mediate between donors
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and recipients to reduce conflicts related to divergence of preferences. Thus, the role
of aid agencies becomes different than the traditional definition of transferring
financial resources to recipients, or supplying recipients with goods and services and
know-how. Aid agencies fill the gap that exists between donors and recipients.
Within this framework, MFIs among other bilateral and multilateral aid agencies,
contribute to this process due to their proximity to the ultimate clients, technical
know-how, and access to information.

Despite the success of NGOs in microfinance lending, there is evidence that the
microfinance market remains underserved (Helms 2006). There are various reasons
which contribute to the weaknesses of microfinance activities: (1) a misunder-
standing of the forms of representation and intervention (Jordan and Van Tuijl
2000), (2) a dependence of NGOs on the “political agenda” stated by official
funding and donor agencies (Edwards and Hulme 1996), (3) complex requirements
for project appraisal, reporting, and evaluation (Salamon and Anheiser 1993;
Smillie and Helmich 1993), and (4) a supply gap in the provision of microfinance
services (Hodson 1996).

NGOs are also facing increased competition to limited funding, escalating
societal needs, hostile environmental forces and serious sustainability concerns.
These issues have raised questions as to whether microfinance activities should be
provided by NGOs or may be better provided by banks that have access to enormous
resources, have managerial efficiency, technical knowhow, and can take on deposits
(Osborne and Gaebler 1992). While profit-oriented organizations do not usually
have a cash problem, NGOs are chronically under-budgeted (Levine 2002). Indeed,
NGO independence from donor financing would only be possible if borrowing and
deposit taking were added to their activities, and that would be feasible in countries
where MFIs become regulated. According to recent report by Deutsche Bank
(2007), if MFIs can be grouped into four pyramid-like categories depending on their
degree of commercialization: Tier 1 will include MFIs that are profitable, have the
most assets, have the most access to commercial funds, serve the vast majority of
borrowers, and are financially sustainable. Less than 3% of MFIs would belong to
this category. Tier 2 will consist of MFIs that are transforming into regulated MFIs
that have less access to international funding, are young and small. Tier 3 MFIs will
suffer from lack of funding and are approaching profitability, and finally Tier 4 are
mainly start-up MFIs.

The banking industry has shown its ability to support growth as a major source of
external financing for business firms, especially in developing and emerging
economies (Levine and Zervos 1998; Barth et al. 2009). Compared to NGOs, there
is evidence that banks exert a first order impact on economic development (Levine
1997. Indeed, financial intermediation overcomes problems of moral hazard and
adverse selection in accessing external financing and, therefore, helps firms reduce
their cost of external financing, which increases their rate of return on capital
(Greenwood and Jovanovic 1990; Demirgiig-Kunt and Maksimovic 1996). More
specifically, financial institutions play a significant role in supporting small size
firms that face higher obstacles in accessing financial sources than large size firms
(Berger and Udell 1998; Galindo and Schiantarelli 2003; Beck et al. 2004). This is
especially the case with the recent spread of mobile banking, a solution that is
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gaining popularity among millions of unbanked customers, and where banking
services are only available in big cities. Mobile banking has come in handy in many
parts of the world with little or no infrastructure development, e.g., in remote and
rural areas, making it the perfect solution for MFIs. This increases their reach and
decreases their cost and eventually their break-even point. Developing countries like
Ghana, Iran, Sudan, and South Africa, Uruguay, Argentina, Brazil, Venezuela,
Columbia, Guatemala, and Mexico have introduced this new commerce with great
success (MXit 2009).

The international funding support to MFIs may, however, expose them to various
risks that include foreign exchange risk exposure and the variability of funding in
local currency. As a result, and in light of the global financial meltdown of 2008,
research has shown that many MFIs will be having difficulties meeting their lending
targets especially those in the early stages of development that is Tiers 3 and 4.
However, more successful and profitable MFIs, Tiers 1 and 2, are more likely to
benefit from this crisis when investors who need to diversify their investment
portfolios will be looking for investment alternatives shielded from international
financial markets. Moreover, those MFIs that depend on local and international
banks for funding will suffer from the crisis more than those who have built a
deposit base, whereas transformed MFIs with large deposits will be better able to
weather global recessions (Visconti 2009).

However, emerging markets crisis may have alternate effects on MFIs. On the
one hand, international portfolio investors who are highly sensitive to market signals
may reduce their investments in times of crisis, which reduces liquidity and affect
bank-TMFIs. On the contrary, MFIs may continue to benefit from funding via
international development agencies and socially responsible investors who under-
stand the importance of this sector for the local economy (Krauss and Walter
2009)." As such, there might be a need for insurance policies to protect this
promising sector.”> MFIs clients being the borrowers are faced with the risk of lost
cash-flows and income generating abilities from sudden unexpected shocks such as
death, illness and disaster.?

Consequently, financial development should disproportionately help firms
typically dependent on external financing for their growth. This highlights the
importance of transforming NGOs into microfinance institutions. It also shows the
role that the banking sector could have as a major financing source for TMFIs given
their high level of development in financial intermediation.

! McGuire and Conroy (1998) find that microfinance appears to have suffered most from the 1997-1998
Asian financial liquidity crisis where it was linked into the formal financial system and caught up in local
financial crisis.

2 Since the transformation process exposes transformed-MFIs to new risks, it is expected that they
change their system of guarantees using asset-based versus cash-flow based collateral. Indeed, we have
run some interviews with managers at some transformed-MFIs, and we have noticed that there is a shift
from group to individual lending, which results into greater exposure to credit risk especially for large-
sized loans.

3 The concept of microinsurance, which New York-based American International Group Inc. pioneered
10 years ago in Uganda, is now attracting major insurers and reinsurers, and is a promising business for
most of these companies due to the potentially high demand in this unserved market. So far 75 million
working poor have obtained loans and greater economic security with the help of “microinsurance.”
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Review of Literature and Hypotheses

Despite empirical evidence on the effectiveness of NGOs in some fields of service-
delivery (Howes and Sattar 1992; Hulme and Mosley 1995), there is a large debate
on their role in producing forms of representation and intervention that do not
always reduce rural poverty and foster increased participation of poor people
(Jordan and Van Tuijl 2000). NGOs, for example, continue to view rural people
primarily as agriculturalists, and continue to emphasize agriculturally based exit
paths from poverty (De Janvry and Sadoulet 2000). As a consequence, interventions
that continue to emphasize support to agriculture have mainly tended to represent
and respond to the needs of the middle poor more than those of the chronically poor
in order to foster capitalized family farming (Lehmann 1986), who are more viable
producers.

Jordan and Van Tuijl (2000) discuss the role of NGOs and the nature of
accountability and representation in aid chains. They suggest that in the absence of
formal accountabilities within NGO networks, it is most important that all
participants act in a way that is “politically responsible”—that is, a way consonant
with the democratic principles such organizations espouse in the normative
positions they take.

Edwards and Hulme (1995) argue in promoting a “New Policy Agenda,” that
bilateral and multilateral donor agencies are keen to finance NGOs on the grounds
of their economic efficiency and contribution to “good governance.” They find,
however, that much of the case for emphasizing the role of NGOs rests on
ideological grounds rather than empirical verification. They also conclude that,
though the evidence is inconclusive, there are signs that greater dependence on
official funding may compromise NGO performance in key areas, distort
accountability, and weaken legitimacy.

As NGOs become more involved in large-scale service provision, however, and
rely more on funding from official donor agencies, the dangers of bureaucratization
are very real (Korten 1990; Hellinger et al. 1988; Friedmann 1992). The acceptance
of increasing amounts of donor funds, which usually comes with complex (and often
conflicting) requirements for project appraisal, reporting, evaluation and accounting,
exposes NGOs to problems (Salamon and Anheiser 1993; Smillie and Helmich
1993). When donors finance service delivery they expect contracted outputs to be
achieved and may withdraw if targets are not met (Voorhies 1993; Perera 1996;
Hodson 1996).

As such, some proponents of microfinance argue that the existence of dependent
NGOs, that require financial support from donors and governments in order to
function, will be hindered anytime public support diminishes. For microfinance to
flourish, a consensus is needed about how much and what kind of support should
come from private versus publicly subsidized capital, and where it is most
appropriately allocated in the market (Callaghan et al. 2007). Therefore, it is crucial
that NGOs establish procedures to ensure operational and financial self-sufficiency
(Hassan 2002).

However, due to their dependence, NGOs face a trade-off between effective
services leading to poverty reduction and their financial self-sufficiency. On the one
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hand, Fernando (2004) discusses the transformation of NGOs into TMFIs. He shows
that the transformation allows newly created TMFIs to increase their equity capital,
their leverage, and their access to both commercial and semi-commercial funds. He
also indicates that the newly created TMFIs tend to have lower reliance on grants
and subsidies, larger scope of services, and more importantly, they serve more
clients and poorer households. Fernando (2004) concludes that the transformation
can thus improve poor households’ access to financial services. Moreover, Van
Beurden and Gossling (2008) find that social and financial responsibilities are not
contradictory and can in fact coexist in financial institutions. They argue that there is
a positive correlation between Corporate Social Responsibilities and Corporate
Financial Responsibilities.

On the other hand, Gibbons and Meehan (1999) argue that a financially
sustainable TMFI will be able to increase borrowing in private-capital markets,
adding to its ability to loan money, but the balance between social and financial
performance is difficult to attain. Since TMFIs will be tempted to increase profits by
raising interest rates, fees, or both, this method shuts out those least able to repay
and increases default rates. Most MFIs argue that they should charge high interest
rates in order to be able to service the small loans in rural areas of clients that have
no credit history. Their administrative costs are very high they could amount to two-
thirds of interest paid by clients. Lewis (2008) indicates that worldwide the annual
percentage rate averages between 28 and 31% for most MFIs.* In addition, Tucker
and Miles (2004) argue that TMFIs may seek their sustainability and profitability by
making larger loans to better-off clients in order to gain economies of scale that
would both minimize expenses per loan and increase the probability of repayment.
Hence, Tucker and Miles (2004) expect the concerns related to TMFIs financial
sustainability to make the goal of poverty alleviation unreachable (Otero 1999), and
to leave the poor with limited access to capital. Financial sustainability is, therefore,
a serious concern for a TMFI looking to increase its borrowing capacities in private-
capital markets.

Building on prior research, we expect the transformation into a TMFI to improve
financial performance, whereas the effect on social sustainability remains incon-
clusive. Thus, we make a non-directional hypothesis for the social performance of
TMFIs. Hence:

Hypothesis 1a: The transformation of NGOs into TMFIs will increase financial
performance.

Hypothesis 1b: The transformation of NGOs into TMFIs will moderate social
performance, i.e., outreach.

4 Some extreme cases have been noted namely Banco Compartamos, the largest MFI in Mexico that went
public in 2007, and was charging its borrowers a 100% APR. They argue that they have to charge high
rates to be able to generate profits, to be able to attract private investment capital which would lead to
eventually greater outreach to service more poor clients and more sustainability of operations. However,
many are asking whether microfinance should be about profit generation or poverty alleviation and
whether it could be both (Lewis 2008).
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The transformation of an NGO in a TMFI raises, however, the question on the
choice of the legal status of the TMFI. NGOs have the choice between transforming
into a bank or a non-bank financial institution, and this should differentially affect
the association between TMFIs and changes in both social and financial
performance. Prior research shows that banks are usually more experienced in
allocating credits to various market participants than non-bank financial institutions
(Beck and Demirguc-Kunt 2006). Banks also have a better access to financing
sources, and are likely to provide more professional services to wider number of
beneficiaries (Barth et al. 2009). To the contrary, banks are usually concerned with
return objectives, and thus more likely to focus on larger, thus more profitable, loan
balances per borrower, which reflects a lower depth of outreach.

Moreover, Holdren (1991) find that a bank that is a high lender is a high
performance bank. He asserts that the key to profitable banking is the ability to lend
and to hold losses down. He further concludes that high performance banks are able
to decrease losses as loan volume increased.

In line with our first hypotheses, we expect the transformation into a bank-TMFI
to have a greater positive effect on financial performance than non-bank-TMFIs.
The effects of the choice of the legal status of TMFIs on social sustainability
remain, however, mixed, and we make the following hypotheses:

Hypothesis 2a: Bank-TMFIs have a higher effect on financial performance than
non-bank-TMFIs.

Hypothesis 2b: Bank-TMFIs have a higher number of borrowers than non-bank-
TMFIs.

Hypothesis 2c: Bank-TMFIs have a higher average loan balance per borrower
than non-bank-TMFIs.

Data and Methodology

The analysis is based on data collected from the Microfinance Information
Exchange website (www.themix.org). All 973 registered institutions with the Mix
Market from various regions have been reviewed, and a list of 80 potential insti-
tutions was extracted. However, and in order to be able to perform trend analysis,
enough data around the transformation date had to be available (at least over the
3-year period: t_; to 7,1). Therefore, of this list 12 institutions had to be dropped
and 68 TMFIs were kept that were found to have transformed their status from
NGOs to non-bank-TMFIs or banks. Those institutions were selected and data were
collected for 44 different variables, resulting in a sample containing institutions
from five different regions, namely: Eastern Europe (21 TMFIs), Eurasia
(13 TMFIs), South-East Asia (15 TMFIs), Africa (11 TMFIs), and Latin America
(8 TMFIs). The years of data collection varied from one TMFI to another
depending on the availability of information, with the broadest range spreading
between 1994 and 2006. In addition, a control sample of 68 NGOs has been
selected, in a manner to mimic the geographical and time distribution of data
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variables of the TMFI sample. Finally, the data refer to nine variables which give
clear insight on both the financial and social sustainability of TMFIs, and which
were available for both the studied and the control samples.

In order to verify our hypotheses (1a and 1b) on the effects of the transformation
on both financial and social sustainability, we examine the long-term changes in the
studied variables around the transformation date. Within this framework, we first
analyze the changes in MFIs size and activities, their operating costs. We then focus
on changes in our proxies for financial (ROA and ROE) and social (number of
active borrowers, average loan balance per borrower) performance.

To verify our second hypothesis on the differential role played by bank- versus
non-bank-TMFIs, we run Ordinary Least Squares regressions for the changes in
financial and social performance over a 2-year and a 5-year period around the
transformation year, and show the differential effects of TMFIs characteristics on
both financial and social performance. Our OLS regressions are as follows:

APerf = a + byBank dummy + b,ALog(Asset) + b3ADebt to Equity ratio
+ byACost per borrower + bsRegion dummy
+ beTransformation year dummy + &

where, APerf is the change in financial and social performance variables over a 2-
and 5-year period (ROA, ROE, number of active borrowers, and the average loan
balance per borrower).

Bank dummy is equal to one if the NGO was transformed into a bank-TMFI, zero
otherwise. The study of the effect of transformation on the performance of TMFIs
considers the role played by several control variables such as the changes in the size
of the TMFI (total asset), its financial flexibility (Debt-to-Equity ratio), and its
operating costs (cost per borrower) at the time of the transformation. All variables
were uniformly calculated across various institutions, and all figures are adjusted
figures by the changes in the control sample over the same period.

Further variables control for the effect of cultural differences (a region dummy),
the legal status of the transformation (bank- or non-bank-related-TMFI) and the
legal status of TMFIs, and the changes in regulation and other social and
demographic conditions using a year dummy.

Regionally we expect institutions operating in the same region to be affected by
similar factors relating to culture, regulation, demography, social conditions, etc.

Empirical Results

Descriptive Statistics

Table 1 presents the distribution of the studied sample of TMFIs by type, region,
and year of transformation. It should be noted that most of these transformations
occurred between 2000 and 2004 (79.4%), with the largest fraction being located in

the Eastern Europe region (30.9%), followed by South-East Asia (inc. India) (22%),
Eurasia (19.1%), Africa (16.2%), and then Latin America (11.8%). Table 1 also
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Table 1 Descriptive statistics—database

Year Number Number per legal status ~ Number per region

Bank Non-bank Africa Eastern Eurasia Latin South-East Asia
Europe America (inc. India)
1997 4 0 4 0 0 0 2 2
1998 4 1 3 0 1 0 3 0
1999 5 0 5 2 1 0 1 1
2000 9 3 6 1 4 1 0 3
2001 10 3 7 0 7 0 0 3
2002 12 1 11 2 3 5 1 1
2003 12 2 10 0 3 4 1 4
2004 11 2 9 5 2 3 0 1
2005 1 1 0 1 0 0 0 0
Total 68 13 55 11 21 13 8 15

shows that upon transformation most NGOs opt for the non-bank legal status
(80.9%), which might suggests that non-bank-TMFIs offer more advantages than
bank-TMFIs.

Table 2 presents the mean, median, and standard deviation of the studied
variables for both the studied sample and the control sample of comparable NGOs
during the transformation year. Descriptive statistics indicate a highly positively
skewed distribution of the size- and activity-related variables of TMFIs. The studied
sample of TMFIs exhibits an average size of $15.6M (a median value of $4.13M),
which is significantly higher than the average size of non-TMFIs (p = 5%). There
is, however, no significant difference between results in median values using Z-test.
TMFIs also have a total equity capital of $3.2M on average, and they exhibit a
heavy reliance on leverage, as indicated by an average debt to equity ratio of
362.3% (a median value of 115.4%). Both variables are significantly higher than
those for NGOs (at the 5 and 10% level, respectively). TMFIs which transform their
legal entities are larger have more equity capital, and have a greater debt to equity
ratio. This suggests that to transform, NGOs need to have a minimum size, but may
also suggest that the transformation might be driven by the need to improve the
financial structure of the NGO.

TMFIs have operating expenses amounting to an average of 42.61% of the loan
portfolio, which is significantly lower than the expenses paid by NGOs (equal to
10% on average). On the contrary, TMFIs have an average cost per borrower of
$383, which is higher than the cost calculated for NGOs (p = 5%). This suggests
that there are non-operating costs which might offset the costs related to loans, thus
increasing the average cost per borrower.

Interestingly, both financial and social performance indicators are not signif-
icantly different between TMFIs and NGOs. TMFIs have an average ROA of
—0.33% and an average ROE of 3.61% (1.27 and 4.23% on median values,
respectively). Moreover, TMFIs have an average of 13,581 active borrowers per

@ Springer



451

Voluntas (2010) 21:440-461

K1oAnoadsar ‘g1 pue ‘G ‘01 U3 18 JuBOYIUSIS A[[BONSTIRIS s ‘s s

A[9A1N03dSaI ‘UBIPIW PUB UBIW UI SIOUIIYIP I0J 1S9 UOXOJ[IA\ PUB 159)-7 SOpN[oul 7 9[qe], "BIEp IBAA UONBWLIOJSURI) 9} WO} sam3y Suisn paje[nofed
QIR 12MO.10q 42d 20UDIDq UDO] 2IDAIAY PUB ‘SUIMOLLOQ 241D JO 4aquinN ‘K1mba U0 UINIdY ‘S]aSSD U0 UINIDY UdMO.10q 42d 150 ‘O1j0fii0od uvoj/asuadxa Surpiad()
“I9A UOTBWLIOJSURI) 9Y) JO J99Ys dJuB[Rq A} Ul pauonuaw se Aymbsa (2101 01 1qap [©10] Jo oner ay) 0} [enba st oy L11nba 01 1qa(7 “1eaK uoNRULIOISUERT) ) SULINp S
ur paje[no[ed are A1mba (pjo pue s1assv (o], "uonedo] onydeI3oasd pue JzIs ‘1A U0 PIseq (SIIIAL-UOU) SUONMIISUI OURUYOIIIW PaULIojsuen-uou jo ojdures payojew
© 0] 31 saredwod pue ‘1eak uonewrojsuen ay) Sulmp (SIINL) [N PauLiojsuen jo sjdures parpnis au) J0J UOIIRIASD PIEPUR)S PUB URIPAUI ‘UBIW UO SONSR)S 9ANdLIosap ay ],

- 819°1$ ¥8¢$ ILI°T$ 1LS°T$ 99%$ 991°1$  ($SN) Tomorroq 1od doueleq uro| AFe1AY

= - 86L°S1 919°C 9206 S01°€T 6+0°S 185°¢1 SIOMOLIOQ QATIOE JO JOqUINN]
yoeanno pue aduewiofred [e100§ g

- ILLy €8y S6'0— sy €Ty 19°¢ (%) Kymba uo wmyoy

- 91T vL1 Irc— LO'TT LT1 €€'0— (%) s19sst UO WINY
doueuojrad TerouruL] D

() s (4143 801$ 961$ 789% SPI$ £8€$ Jomouroq 1od 350D

() %SLT9 %LY'LE %89°LS %BLY LY %1TTE %91°Th orfoprod ueoy/esuadxa SuneredQ
$1500 SuneradQ g

G) = %ty 81y LS ES %01° 181 %66'T8L BV STT %LTTIE oner Kymba 03 1goq

Geses) s 6V6°6£0°T$ CTE'ESLS  PTVosSKI$ €ESOTEYS  VICILSTS 17871T°€$ ($sn up) Kymbo [er0],

()« TIG'S8Y'ES  €6I'6LETS  $60°TE8TS  BIFI6STYS  TOES6TI'VS  PILFIS' SIS ($SN un) siesse [e10],
moﬁgﬁos ﬁ:ﬁ ONE SIHIN 'V

‘AP PIS URIPIN UBIIA AP PIS URIPIN UBJIAl
(3s91-7 3uisn sueIpaw jo

J1Q) sueaw Ioy Jid-L SIANLL-UON SIAALL SO[qELIEA

(reak uonewrojsuer) ay) uisn) sonsnels 2Anduoseg 7 dqelL

prlnger

NS



452 Voluntas (2010) 21:440-461

TMFI and have an average loan balance per borrower reaching $1,166, which is
significantly higher than the operating expenses per loan portfolio. Interestingly, the
loan balance per borrower per TMFI is significantly higher than the $300 average
loan balance that United States Agency for International Development (USAID)
usually uses as a proxy indicator to determine whether microfinance institutions’
clients are among the poorest, which suggests that TMFIs clients are larger thus
suggesting a drift from the objective of increased depth of outreach (Dunford 2002).
As a result, the transformation might be driven by other reasons than the financial
and social performance, which is consistent with Drake and Rhyne (2002), and
Campion and White (2001) who argue that the move to privately held institutions is
motivated by the goal of accessing commercial capital and leveraging equity.

Long-Term Operating Performance and Outreach

Table 3 presents the trend analysis of changes in (1) the size and activities, (2)
operating expenses, (3) operating performance, and (4) social outreach of the
TMEFIs. Panel A exhibits the results of the trend analysis over the period _s5 to 7,
year around the transformation date. Panel B includes a comparative analysis of the
average figures over the period t_sto¢_y,t_,tof_;, and ¢, to ¢, , years around the
transformation date. All figures are adjusted by the ones of our selected control
sample.

This table indicates that TMFIs have a larger asset base, and the difference
significantly increases following the transformation, confirming our expectation that
transformation has a significant effect on the size of the TMFI. The increase in the
size of the asset base of TMFIs is due to both higher and significantly increasing
equity and debt financing sources, as confirmed by Fernando (2004).

TMFIs have lower operating expenses and the difference increases after the
transformation, which might result from TMFIs gradually benefiting from the
synergies of the transformation, which is consistent with Hypothesis 1a. Moreover,
the cost per borrower starts decreasing following the transformation, and ends up
being not significantly different between TMFIs and NGOs 3 years following the
transformation date. This suggests that TMFIs experience lower and significantly
decreasing costs per borrower upon transformation enabling them to achieve
economies of scale and scope. This is consistent with Rosengard et al. (2000) who
finds that one of the objectives behind NGO transformation is to achieve
sustainability via a combination of factors namely the growth in the scale and
scope of operations.

Further empirical results show that TMFIs have higher and significantly
increasing ROA and ROE reflecting the fact that decreasing costs overweigh the
significant increases in assets and equities shown earlier, thus positively affecting
financial performance. This fact was also shown by Campion and White (2001),
who found that the transformation is usually initiated by those institutions that are
able to achieve cost recovery in their operations, attain significant social outreach.
Enlarging their activities reduces their operating expenses as percentages of their
loan portfolios and their costs per borrower, and thus positively affects TMFI
financial performance. Schoombee (1998) finds that in South Africa, the success of
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commercial banks in microfinance rests on their ability to both limit their costs, and
charge full-cost lending rates.

From a social perspective, empirical evidence shows that TMFIs have a larger
number of borrowers and the number increases significantly following the
transformation, which indicates an increasing breadth of social outreach (Ledger-
wood and White 2006). There is, however, a higher average loan balance per
borrower, which reflects a decreasing depth in social outreach. This is consistent
with Woller (2002) who presents confirming evidence that a mission drift occurs
after transformation, and confirmed by Campion and White (2001) who refute
conclusions by Christen (2001) that there is no significant evidence of mission drift.
More specifically, in Northern Bangladesh, Hasan (2003) finds that microfinance
reaches the upper level of the poor and thus does not address the needs of the
poorest.

Consequently, the improvement in financial performance is complemented by a
partial enhancement of social outreach. This is consistent with our non-directional
Hypothesis 1b, where TMFIs are accessible to a larger number of active borrowers,
i.e., a higher breadth, but a have a higher average loan balance per borrower, i.e., a
lower depth.

Further Investigations

Table 4 examines the second hypothesis on the differential effect of bank versus
non-bank-TMFIs. Although our sample size is limited, we have run an Ordinary
Least Squares regressions of the changes in both financial and social performance
indicators over a 2-year and 5-year period following the transformation, and the
results should be carefully considered.’ Moreover, due to the skeweness of the total
asset, empirical investigations consider the logarithm of the total asset as a proxy for
the size of studied microfinance institutions.

In line with Hypothesis 2a, both TMFIs’ operating performance variable AROA
and AROE are positively related to the bank dummy (at the 5 and 10% level,
respectively) suggesting that the transformation into a bank legal status helps TMFIs
generate higher operating performance.®

Moreover, Table 4 indicates that the adjusted change in ROA is negatively
related to the change in the TMFI size (p = 5%), and the debt to equity ratio
(p = 1%). This suggests that TMFIs with a larger change in their size and those that
borrow more following their transformation are less likely to benefit from the

5 While OLS regression might be questionable, consistency of a non-parametric regression requires the
following conditions: The bandwith parameter needs to tend to zero while the product of the bandwith
parameter and the sample size needs to tend to infinity (Ullah and Pagan 1999; Hardle 1994). Given our
relatively small sample, the latter condition will be violated yielding inconsistent estimates. Further, the
relatively large number of variables used as independent variables in our regressions introduces a bias that
relates exponentially (is of the order of magnitude) to the number of independent variables. This latter
problem is referred to as the curse of the dimensionality problem, and we thank a referee for this
comment.

S Further empirical tests show no multicollinearty issues within the database. The Variance Inflation
Factors (VIFs) were calculated for all studied variables, and they are all below 1.8. This suggests that our
data does not suffer from serious multicollinearity concerns (O’Brien 2007).
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transformation. As expected, the lower the cost per borrower the higher the ROA
(p = 5%). These results are consistent for both 2 years and 5 years following the
transformation.

Except for the size effect, the regression run for the adjusted change in ROE
shows consistent results with the changes in the ROA regression for both the 2- and
5-year periods following the transformation.

On the social front, both TMFIs’ social outreach variables, the change in the
breadth of outreach and the change in the number of active borrowers, are positively
related to the bank dummy (at the 10% level). This suggests that the transformation
into bank legal status helps TMFIs increase its breadth of social outreach, however,
at the expense of a lower depth, which is consistent with Hypotheses 2b and 2c.

In terms of control variables, both the change in the breadth of outreach and the
change in the number of active borrowers are positively related to the debt to equity
ratio (at the 1 and 10% level for the 2- and 5-year period, respectively, following the
transformation). This suggests that the transformation offers more opportunities to
increase the social outreach of TMFIs through improving the management of their
sources of funding, and providing them with better access to commercial capital, as
confirmed by previous evidence from Fernando (2004), Campion and White (2001),
and Rosengard et al. (2000).

In addition, the depth of social outreach as measured by the adjusted change in
the average loan balance per borrower seems to be negatively related to the cost per
borrower (p = 10%) for 2 and 5 years following the transformation. TMFIs might
benefit from an increased ability to target the lower end of the population once
economies of scale and scope set into operations.

Geographically, the changes in financial performance is higher in Africa
(p = 1%) over 2- and 5-years following the transformation. This suggests that the
transformation offers TMFIs further abilities to sustain financially, especially in
needed areas. Also, there is a significantly higher breadth of social outreach, a larger
number of active borrowers, (at the 5 and 10% level 2 and 5 years following the
transformation, respectively), and a larger depth of social outreach (a lower average
of loan balance per borrower) in African geographical region following the
transformation. Hence the transformation of African MFIs seems to be vital to
formalize microfinance in Africa as advanced by Otero (2003).

Conclusion

Does transformation help in aligning social and financial responsibility for
microfinance institutions? There is a recent debate on the need of NGOs to
transform into TMFIs. We examine this issue by selecting a sample of TMFIs and
test results for evidence of improved social and financial performance. Our results
show that the transformation helps TMFIs reach a wider client base, increases their
financial sustainability by enabling cost economies of scale and scope, and improves
their capital structure by means of a larger dependence on leverage financing.
However, we also show that the improved financial performance of TMFIs comes
at a cost of decreased depth of social outreach. Further evidence suggests that there
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is a greater advantage for an NGO to transform into a bank legal status than a non-
bank-TMFI on the financial level, however, at the expense of decreasing depth of
social outreach. More results show that on a regional front, it seems that for the
African continent, transformation is essential for sustainable microfinance services.

This study contributes to previous research in confirming that transformation
from NGOs to TMFIs helps improve the social breadth and financial sustainability
of TMFIs. It also confirms evidence found by some researchers that transformation
leads to a “mission drift” by decreasing the social depth of TMFIs.

We also show that there is a clear advantage for NGOs to affect a transformation
into a bank legal status that provides significant positive results in financial
sustainability and the breadth of social outreach, i.e., the number of active
borrowers; however, a negative effect on the depth of outreach, i.e., the average loan
balance per borrower. This suggests that while commercial banks might be more
efficient in allocating credit in economies, they are more selective and may thus be
counter-productive from a social standing. As such, our results confirm that the
Hudon’s (2009) “right to credit” is an important element in the development of
microfinance activities. They, however, raise important questions on whether the
change in capital structure increases the riskiness of TMFIs. Policy-makers should
thus implement rules and regulations which might better guide NGOs in their
transformation process into TMFIs.
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