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This paper discerns between two alternative objective functions for not-for-profit Microfinance Institutions
(MFIs): profit maximization and poverty targeting. I use the strategic branch location choices of the two largest
MFIs in a mature, concentrated market to reveal their objectives. I consider location decisions to be the
pure-strategy Nash equilibrium outcome of a one-shot game where the MFIs simultaneously choose markets
in which to locate as well as how many branches to open in each. Applying the duality principle, I nest fully a
pure profit-maximization objective within a poverty targeting motive. I test the model using comprehensive
data from Bangladesh in 2003. Structurally estimating profit and impact functions, my MSM estimates suggest
that pure profit maximization cannot explain the branch placement pattern for Grameen Bank or BRAC: they
both deviate towards poverty alleviation. Targeting one higher standard deviation of poverty headcount costs
Grameen 35.2% of its potential profits and BRAC 51.4%.

© 2013 Elsevier B.V. All rights reserved.

1. Introduction

The steadily-growing microfinance industry in Bangladesh, the
largest and most mature in the world, provided access to credit to
around 15.5 million unique borrowers as of December 2005.1

Although there were over 690 microfinance institutions (MFIs) oper-
ating in the country in 2005, the industrywas dominated by three large
MFIs (BRAC, Grameen Bank and ASA), the largest two (BRAC and
Grameen Bank) accounting for 77% of the outstanding loan disburse-
ment in the microcredit market. Nearly all of these MFIs are registered
as not-for-profit institutions and they declare poverty alleviation as
their objective. However, competition for clients is fierce, not unlike
the conventional banking sectorwhere the players are profitmotivated.
This paper attempts to answer the question: to what extent are
not-for-profit MFIs, operating in a concentrated microfinance market

such as Bangladesh, poverty targeters as they declare they are, or do
they imitate for-profit ventures who are simply impacting poverty as
a convenient by-product?

This issue is important for at least three reasons. First, stake-
holders of the microfinance movement, including donor agencies,
subsidized credit providers and country-level policy makers would
benefit from learning the current extent of poverty targeting in
order to evaluate the importance of MFIs as valuable partners in
their joint effort to alleviate poverty. If, for example, poverty is not
being adequately targeted through microfinance, the subsidization,
grant funds and institutional perquisites may be substituted over to
other, more efficient means to poverty alleviation. Stakeholders may
also mandate stricter or looser regulation on the MFIs and add or
remove conditions tied to the use of the grants and subsidized funds.
Second, it is important for guiding the regulation of the microfinance
market. If MFIs are already behaving much like profit-maximizers
ex-post, policy makers may consider permitting/licensing (or not)
for-profit microfinance providers to operate in mature markets like
Bangladesh.2 Non-profit MFIs in Bangladesh are not authorized to
mobilize savings and they cannot raise much-needed funds through
capital markets to replace and complement donor money.3 Third,
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1 The gross figure is 21.8 million borrowers without correcting for simultaneous

loan-taking from multiple lending institutions (PKSF 2006). Bangladesh had a popula-
tion of 150 million in 2005 (UNDP, 2005). A mature market (in the context of the prod-
uct life-cycle) is one in which output growth slows, product innovation becomes less
significant, diversity in product offerings declines, firm market shares stabilize, entry
remains low and the number of firms may continue to decline, and management, mar-
keting and manufacturing techniques become more refined. The firms that are left in
the market disproportionately tend to be those that entered early (Klepper, 2008).

2 This is important especially in light of the recent episodes of mass defaults in
Andhra Pradesh in India in 2008 and 2010 and Karnataka in 2009 that many critics
claim are the outcome of profit-driven microfinance provision (see, for example,
Tharoor, 2011). The outcome of the Andhra crisis in 2010 culminated in the introduc-
tion of the Andhra Pradesh Microfinance (Money-lending) Regulation Act in 2011.

3 Of the 690+ MFIs, Bangladesh has only institution permitted to mobilize savings
from non-clients of the MFI (i.e. from the general public, including those not borrowing
from the MFI: the Grameen Bank, which is registered under a special charter).
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given the increasing global penetration of microfinance, understanding
the outcomes of competition in a mature microfinance market such as
Bangladesh could provide important lessons for growing microfinance
markets elsewhere, particularly concerning possible mission drift as
markets mature (see, for example, Armendariz and Szafarz, 2009).4

I limit my testable empirical analysis of objective functions of MFIs
to poverty targeting and profit maximization. I justify this approach
from the observation that most major MFIs in Bangladesh unanimously
declare poverty targeting as their objective in their official statements,
while profit-maximization, of course, is the de facto standard in the
theory of firms in the economics literature.

If objective functions could be observed, an attempt to determine
whether not-for-profit organizations can be characterized by the
same objective function as for-profit firms would be a trivial exercise.
Because objective functions cannot directly be observed, I study the
geographical branch location decisions of the two largest national
MFIs to reveal their underlying objective functions.

The paper will not address whether or not for-profit provision of
microfinance services is better or more efficient to impact poverty,
but rather what the MFIs are in fact doing.

I study the branch location decision of the two largest MFIs as the
Nash equilibrium outcome, in pure strategies, of a static, perfect infor-
mation, one-shot, simultaneous-move game. Two large, national MFIs
simultaneously choose subdistricts in which to locate, and also how
many branches to open in each of the subdistricts.5 I extend the Jia
(2008) model of the network-wide branch-placement choice of
profit-maximizing firms to a setting that nests the pure profit motive
and the poverty impact maximization motive. Considering the primal
problem to be the maximization of a poverty impact objective func-
tion subject to a break-even constraint, I exploit the duality principle
(under mild conditions) to give the dual problem of a profit maximiza-
tion objective subject to a poverty impact floor. This generalized setting
thus fully nests the pure profit-maximization case, with a cleanly
estimatable one coefficient to discern between the two cases. I take
this to the data and test it.

Simply put, my identification comes from the differential incentives
for MFIs to place their branches across locations of differing levels of
MFI penetration and different levels of poverty. In a pure profit-
maximization world, given equal competitive pressures, MFIs would
target relatively wealthier subdistricts whereas in the world of poverty
targeting, MFIs would target relatively poorer areas.

In my structural profit and impact equations, I allow each MFI
potential benefits from clustering branches geographically within
markets and also across closely-connected markets. In addition, I
allow for market-level shocks that are common to both MFIs, which
are observable to the institutions but unobservable to the econometri-
cian. By allowing for both of these in calculatingmy best response func-
tions, I am able to surmount the endogeneity of branch placement that
plague earlier studies of the branch placement of MFIs. In this paper, I
define the subdistrict (upazila) to be the market.

I test the model using rich, comprehensive data on the mapping of
MFIs across the whole of Bangladesh in 2003.6 I contribute to the
microfinance-mapping literature by considering this recent period, as
my paper considers the mature Bangladesh market that complements
older analyses of a growing microfinance market.

I follow the novel estimation strategy proposed by Jia (2008) to find
pure strategy Nash equilibria to the game, involving the application of
lattice theory, supermodularity, Topkis's monotonicity theorem and

Tarski's fixed point theorem to solve for best responses. I estimate
structurally via the Method of Simulated Moments as proposed by
Jia (2008).

My results suggest that the two largest MFIs in Bangladesh are not
pure profit-maximizers, but instead their branch placement pattern
reveals deviation in the direction of poverty alleviation. Using results
from my 2003 estimates, BRAC gives up 51.4% of its profits from the
pure profit-maximization benchmark case in order to target regions of
an extra standard deviation of poverty headcount. Grameen Bank
gives up 35.2% of its profits from the pure-profit maximization bench-
mark case to do the same. The magnitudes are therefore of immense
economic significance.

My proposed model can easily be applied to simulate counterfac-
tuals such as the sensitivity to poverty impact of a market structure
with fewer or more large microfinance providers, or the sensitivity to
poverty impact of halving one of the institution's costs (by increasing
donor funds, for example). The setting is also amenable to studying
the objectives of providers of not-for-profit services in other concen-
tratedmarkets, such as the healthcare industry in the developedworld.

The rest of the paper is organized as follows. Section 2 describes
the Bangladesh microfinance market, Section 3 details the data I
use. In Section 4, I present my empirical model for the game and
detail the estimation strategy. I present my results in Section 5.
Section 6 concludes and suggests avenues for future work.

2. Background

2.1. Literature

There is a literature on the importance of appropriate geographical
location of credit providers in pro-poor credit provision. Burgess and
Pande (2005) study a policy change that caused Indian commercial
banks to open relatively more rural branches in states with lower
initial financial development, and they find that this significantly
lowered rural poverty. Aubert et al. (2009) show that in order to
select poor clients for providing microfinance, targeting devices such
as working in impoverished geographical locations work well when
the cost of auditing credit agents is high. Elbers et al. (2007), studying
global aid targeting, use simulations to conclude that finer geographic
aid targeting has a larger impact on poverty.

There is mixed empirical evidence on the impact of credit on
consumption, income and poverty.7 In one study, Khandker (2005)
finds that microcredit reduced extreme poverty in Bangladesh by 2.2
percentage points per year and moderate poverty by 1.6 percentage
points per year in the period 1991/92 to 1998/99, accounting for 40%
of the entire reduction of moderate poverty in rural Bangladesh.
Roodman and Morduch (2009) are not convinced by his estimates.
Whatmatters in this paper, however, are the perceived impacts of credit
from the point of view of MFIs, specifically Grameen Bank and BRAC,
both of whom declare large impacts from their internal surveys
(Halder, 2003; Yunus, 2008). In my analysis, I therefore assume a posi-
tive perceived impact function of microfinance provision on poverty.

The empirical literature on the objectives of for-profit firms versus
not-for-profit firms mainly comes from the healthcare industry.
Thomas (2005) reviews the evidence and concludes that along
observable dimensions, outcomes from not-for-profits can look very
similar to that of for-profits in the presence of competition, but that

4 ‘Mission drift’ refers to the claimed phenomenon whereby microfinance institu-
tions who were formerly catering to the poorest agents ‘drift’ towards catering to the
less poor over time.

5 My current empirical strategy is only amenable to studying two chain MFIs, as en-
try games of this kind using three or more chains are no longer supermodular (see
Vives, 2005).

6 The full estimation is reported using 2003 data, while some of the reduced-form
estimation includes a round of 2005 data in addition to 2003.

7 Goldberg (2005) is a review of the literature up to 2005 coming from observational
data, finding mixed results. Of the only two randomized evaluations of microfinance to
date (Banerjee et al., 2009; Karlan and Zinman, 2010), the first uses data from India and
finds no impact of access to microcredit on average monthly expenditures per capita,
and no impact on measures of health, education or women’s decision-making. The sec-
ond uses data from the Philippines and finds no evidence that increased access to cred-
it to poorer women improves well-being.
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