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Summary. — This paper uses stochastic frontier analysis to examine whether there is a trade-off between outreach to the poor and effi-
ciency of microfinance institutions (MFIs). We find convincing evidence that outreach is negatively related to efficiency of MFIs. More
specifically, we find that MFIs that have a lower average loan balance (a measure of the depth of outreach) are also less efficient. More-
over, we find evidence showing that MFIs that have more women borrowers as clients (again a measure of the depth of outreach) are less
efficient. These results remain robustly significant after having added a number of control variables.
� 2011 Elsevier Ltd. All rights reserved.
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1. INTRODUCTION

Microfinance institutions (MFIs) focus on providing credit
to the poor who have no access to commercial banks, in order
to reduce poverty and to help the poor with setting up their
own income generating businesses. In the literature, this focus
is generally described as outreach. Because providing credit to
the poor in many cases is a very costly activity, focusing on
outreach may, at least potentially, conflict with the financial
sustainability of MFIs. Therefore, Western donors and NGOs
have provided financial support by offering MFIs loans
against below-market interest rates, helping them in lending
to domestic small companies and poor agents.

Recently, however, there seems to be a shift from subsidiz-
ing MFIs institutions to a focus on financial sustainability
and efficiency of these institutions. This goal stresses the
importance of being able to cover the cost of lending money
out of the income generated from the outstanding loan portfo-
lio and to reduce these costs as much as possible. Among other
things, this increased focus on financial sustainability and effi-
ciency is due to a number of developments the microfinance
business has been recently confronted with, such as the
increasing competition among MFIs, the commercialization
of microfinance (i.e., the interest of commercial banks and
investors to finance MFIs), technological change that also
has become available for, and implemented in microfinance,
and financial liberalization and regulation policies of the gov-
ernment (Rhyne & Otero, 2006). These developments have in-
duced microfinance institutions to change their behavior, and
to broaden their services and activities.

The question that pops up is whether and to what extent
shifting the focus towards increased financial sustainability
and efficiency has implications for the outreach of MFIs. On
the one hand, the commercialization of microfinance may at-

tract increased commercial funds, which may contribute to
supporting the outreach goal of MFIs. They may enlarge the
amount of loans to the poor and/or ensure the provision of
such loans for a longer period of time. Thus, the absolute
number of poor people that have access to MFIs may be in-
creased. Moreover, increased competition, technological
change, and financial market policies, which focus on
strengthening market forces and improving the stability of
MFIs, may positively contribute to the efficiency of MFIs.
This, in turn, may help generating more financial resources
with which the poor can be helped. Under these circumstances,
outreach and financial sustainability and efficiency seem to be
compatible objectives.

Yet, focusing on financial sustainability and efficiency may
also go at the cost of lending to the poor. As lending money
to the poor—especially the very poor and/or the rural
poor—can be very costly, the outreach and sustainability goal
may be conflicting. Especially in policy circles there is a hefty
debate on the compatibility versus the trade-off between sus-
tainability and outreach. Whereas the so-called welfarist view
stresses the importance of outreach and the threat of focusing
too much on sustainability, the institutionalist view claims
that MFIs should focus on sustainability.

While from a policy perspective it is very important to know
whether the strife for financial sustainability and efficiency is
compatible or conflicting with the outreach goal, there are sur-
prisingly few studies that have investigated this issue in a sys-
tematic and appropriate way. Most studies only provide
anecdotal evidence and use small datasets and/or simple anal-
yses, except for Cull, Demirgüc�-Kunt, and Morduch (2007).
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Our study aims at going beyond the existing empirical anal-
yses in two important ways. First, we provide an indepth anal-
ysis of the potential compatibility or trade-off between
efficiency of MFIs and their outreach by using a large dataset,
containing information for a large number of MFIs over a
longer period of time than previous studies in this field. Sec-
ond, we use different measures of sustainability. In particular,
we use stochastic frontier analysis (SFA)—a technique that
has not been used extensively in the field of microfinance—
to measure the efficiency of individual MFIs. We then link
the efficiency measures obtained from the SFA to measures
of outreach. For the analysis we use data for 435 MFIs, which
we obtained from MixMarkete over the period 1997–2007.

The remainder of the paper is organized as follows. Section
2 discusses the literature on the relationship between financial
sustainability, efficiency, and outreach of MFIs. In Section 3
we set out the research methodology and explain the SFA in
some detail. Section 4 continues with a description of the data-
set, after which the estimation results are presented in Section
5. In Section 6 we summarize the main findings and provide
the conclusions we derive from the analysis.

2. FINANCIAL SUSTAINABILITY, EFFICIENCY,
AND OUTREACH: A SHORT DISCUSSION OF

THE LITERATURE

Recently, MFIs have been confronted with a number of
challenges that have affected their way of doing business. 1

First, in several countries competition among MFIs has in-
creased rapidly (Rhyne & Otero, 2006). The consequences of
this increased competition for MFIs can be manifold, for
example, lower interest rates, lower costs, more efficiency,
and the introduction of new financial services, such as saving
accounts and insurance services. Bolivia is an example of a
country that has experienced increasing competition in the
microfinance industry since the late 1990s. Since then interest
rates have gone down from 30% in 1998 to 21% in 2005. More-
over, Bolivian MFIs have become more efficient and they have
increased the range of financial services they offer to their cli-
ents (Rhyne & Otero, 2006).

Second, commercial banks have started to become inter-
ested in providing microfinance, since in the past MFIs have
shown that this can be a successful and profitable business.
K-REP in Kenya and the Commercial Bank of Zimbabwe
are two examples of commercial banks that have become in-
volved in lending to the poor (referred to as “downscaling”)
recently. 2 Moreover, in some countries the government has
actively stimulated commercial banks to become involved in
microfinance. 3 Again, this may have put pressure on MFIs
to reduce interest rates and costs and raise efficiency.

Third, commercial banks and investors, especially those
from developed countries, have become increasingly interested
in financing MFIs. Large banks such as Citigroup, Deutsche
Bank, and HSBC, for example, have separate microfinance
divisions, supporting activities of MFIs. The interest of multi-
national banks is due to the so-called “double bottom line” of
financing and supporting MFIs: it allows banks and investors
to show their corporate social responsibility, while at the same
time these investments provide attractive risk-return profiles
(Deutsche Bank Research, 2007). The first example of com-
mercial capitalization of MFIs was the creation of an invest-
ment fund called Profund in 1995, which raised $23 million
to finance Latin American MFIs. In 2006 private investment
funds, also known as microfinance investment vehicles
(MIVs), held portfolios of MFIs shares with a total value of

$2.3 billion (CGAP, 2007). Yet, the increased interest from
commercial players may have also raised the need for MFIs
to become financially sustainable and enhance their efficiency.

Moreover, two additional recent developments have helped
MFIs to improve their sustainability and efficiency. First, new
banking technology, such as charge cards, ATMs, the use of
cell phones, and the internet has begun to enter the microfi-
nance business, helping to reduce costs and improve the deliv-
ery of services (Kapoor, Ravi, & Morduch, 2007; Rhyne &
Otero, 2006). Second, several developing countries have re-
cently liberalized financial markets, while at the same time
installing regulations to help in improving the stability of the
microfinance business. These changes of financial market pol-
icies may also contribute to improving the sustainability and
efficiency of microfinance (Hartarska & Nadolnyak, 2007).

The above developments and the resulting emphasis on sus-
tainability and efficiency of MFIs may go at the cost of their
outreach, however. Reaching the poor and providing them
with credit may be very costly. Making very small loans in-
volves high transaction costs, in terms of screening, monitor-
ing, and administration costs, per loan. Several authors,
therefore, argue that the unit transaction costs for small loans
to the poor are high as compared to unit costs of larger loans
(Conning, 1999; Hulme & Mosley, 1996; Lapenu & Zeller,
2002; Paxton & Cuevas, 2002). Thus, there may be a trade-
off between efficiency and outreach, implying that the shifting
focus towards increasing sustainability and efficiency reduces
the scope for the more traditional aim of many MFIs, which
is lending to the poor.

What is the evidence on this trade-off between efficiency and
outreach? In policy circles there has been a hefty debate on this
issue between the welfarists, who propagate the dominance of
the outreach goal (Hashemi & Rosenberg, 2006; Montgomery
& Weiss, 2005; Woller, 2002), and the institutionalists, who
stress the importance of sustainability and efficiency (Christen,
2001; Isern & Porteous, 2005; Rhyne, 1998). Both camps pro-
vide (in many cases mostly anecdotal) evidence to support
their view. Recently, however, representatives from both
camps seem to have moved towards the center, concluding
that, under certain conditions, sustainability and outreach
may be compatible (Morduch, 2005).

In the academic literature, however, we find surprisingly few
rigorous testings of this issue. The most comprehensive study
is from Cull et al. (2007). They examine the financial perfor-
mance (using measures of profitability) and outreach in a large
comparative study, based on a new and extensive dataset of
124 MFIs in 49 countries. The study suggests that MFIs that
focus on providing loans to individuals perform better in
terms of profitability. Yet, the fraction of poor borrowers
and female borrowers in the loan portfolio of these MFIs is
lower than for MFIs that focus on lending to groups. It also
suggests that individual-based MFIs, especially if they grow
larger, focus increasingly on wealthier clients, a phenomenon
termed as “mission drift.” This mission drift does not occur
as strongly for the group-based MFIs. Thus, Cull et al.
(2007) do find evidence for a trade-off between efficiency and
outreach. In a more recent, largely descriptive paper, Cull,
Demirgüc�-Kunt, and Morduch (2009) provide further evi-
dence indicating that a trade-off between outreach and com-
mercialization may exist.

Cull et al. (2007) support the findings of several earlier stud-
ies, which, however, used less rigorous techniques and/or
smaller datasets. Olivares-Polanco (2005) investigates the
determinants of outreach in terms of the loan size of MFIs,
using data for 28 MFIs in Latin America for the years
1999–2001. The analysis includes only one observation for

OUTREACH AND EFFICIENCY OF MICROFINANCE INSTITUTIONS 939



https://isiarticles.com/article/80857

