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Chapter 1

Introduction

In 1967, as the Vietnam War is raging, a US reverend named Luther E. Tyson re-

ceives a letter from a woman in Ohio asking whether he knows of any mutual fund

that does not invest in war-related industries. He realizes that no such mutual fund

exists, so he decides to create one. In 1971, starting with $101,000, he and three

cofounders develop one of the world’s first mutual funds dedicated to both the

social and financial well-being of its investors: the Pax World Fund. Little could

Tyson have known that the Pax World Fund would help give birth to the socially

responsible investment (SRI) movement. Since 1971, interest in the SRI industry

has expanded exponentially, such that today 11% of the $25.1 trillion in total as-

sets under professional management in the US is involved in socially responsible

investing (SIF, 2007).

Around the time the Pax fund is created in the US, a fierce war results in the

independence of Bangladesh from Pakistan in December 1971. After the war, US

trained economist Muhammad Yunus returns to his home country to teach at Chit-

tagong University in southeast Bangladesh. After the famine of 1974, he becomes

disillusioned with his career as an economics professor and decides to start ex-

perimenting with lending to poor households. Although his personal means are

limited, he finds that even small loans are sufficient for villagers to run small prof-

itable businesses. Surprisingly, borrowers are not only profiting from his lendings,

but are also able to repay him reliably, even though they have no collateral. In

subsequent years Yunus expands his experiment of lending to the poor, which res-

ults in the creation of one of the first microfinance institutions (MFIs), the Grameen

bank, in 1983. The success of the Grameen bank soon creates follow-ups in other

countries such that today MFIs are helping millions of poor all over the world.
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Both Luther E. Tyson and Muhammad Yunus were the first in supplying a finan-

cial service for which there appeared to be a huge demand and both were socially,

instead of financially, motivated to do so. Yet, it is not until the beginning of the

1990s that these stories become connected, but first we go a bit further back in time.

In the 1970s, before Muhammad Yunus started the microfinance experiment, state-

run banks served the poor, usually with a focus on farmers. These state-run banks

were not very efficient in reaching the poor. They required large subsidies and

were not cost-effective: to obtain political goodwill they charged too low interest

rates and collected loan repayments only half-heartedly. Moreover, due to fluctuat-

ing weather conditions and crop prices their success was impaired by the inherent

risk of agricultural lending.1

As microfinance pioneers start lending to the poor at the beginning of the 1980s,

they shift the focus from agricultural lending towards non-farm lending. Non-farm

lending is less risky, because handicraft producers and small storeowners receive

a fairly steady stream of income. In addition, microfinance pioneers develop new

lending practices to alleviate the problem that the poor lack collateral. The most

famous of these lending practices is group lending in which group lenders are re-

quired to guarantee each other’s loan repayments. Other lending practices include

awarding incrementally larger loans upon each successful repayment and denying

defaulters access to future loans. These lending practices have helped MFIs achieve

repayment rates of sometimes more than 95%.

These high repayment rates made policy makers realize that MFIs could be

profitable—or as they phrased it: ’MFIs could be financially sustainable.’ Due to

the limited availability of subsidies, donors encouraged MFIs to use subsidies only

in the start-up phase after which sufficiently high interest rates should make MFIs

independent of subsidies. Instead of running on subsidies, the ultimate goal of

MFIs should be to become for-profit institutions that rely on private investors to

supply funding. By the early 1990s, the thrust towards financial sustainability res-

ulted in MFIs like Bancosol in Bolivia to reach sufficient scale to transform into

for-profit institutions (Rhyne, 2009). In 2007, Banco Compartamos of Mexico held

an initial public offering in which insiders sold 30 percent of their stocks. The sale

was very successful and Compartamos was soon worth $1.6 billion.

This is where the stories of Luther E. Tyson and Muhammad Yunus come to-

gether. Whereas microfinance used to be the terrain of donor agencies and phil-

1 Note that even though state-run banks were not very efficient, recent evidence by Burgess and Pande
(2005) suggests that opening braches in rural unbanked locations in India was associated with a reduc-
tion in rural poverty
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anthropists, the commercialization of microfinance made it possible for socially re-

sponsible investors to invest in microfinance. About 40 to 80 percent of the develop-

ing world population is still unbanked (World Bank, 2007), so the capital supplied

by socially responsible investors could allow the provision of loans to millions of

poor currently without access to banks or exploited by loan sharks. Nonetheless,

Muhammad Yunus (2007, p.1) did not celebrate the marriage of socially respons-

ible investment and microfinance. In response to the initial public offering (IPO)

of Banco Compartamos of Mexico he replied: ”I am shocked by the news about

the Compartamos IPO. Microcredit should be about helping the poor to get out of

poverty by protecting them from the moneylenders, not creating new ones.” Yunus

compares Compartamos to traditional moneylenders, because Compartamos’s cus-

tomers were paying interest rates of 86 percent per year on loans (Rosenberg, 2007).

These high interest rates have boosted Compartamos’ profits: in 2005, 24% of Com-

partamos interest revenue was pure profit. Although these high profits allowed

Compartamos to go public and obtain funding to help thousands of extra borrow-

ers, instead it could also have chosen to refrain from going public and charge lower

interest rates.

Ultimately it boils down to a trade-off: should MFIs commercialize to become

for-profits that serve more borrowers, or should they expand at a slower pace as

not-for-profits? Essentially, this is as much a general question as it is a question

that each MFI has to answer for itself, because Cull et al. (2009) show there is room

for both commercial and not-for-profit microfinance. For-profits serve the largest

total amount of loans, although without subsidy they are less well equipped to

serve the poorest of the poor. By contrast, not-for-profits currently still serve most

of the world’s poor with the smallest average loan sizes. As they are subsidized,

they remain best suited to serve the poorest of the poor. Still, despite not-for-profits’

continued importance, the huge gaps in access to finance allow ample opportunit-

ies for commercial MFIs to further expand and serve the somewhat less poor.

Implicitly, the discussion assumes that increasing the supply of finance to fill the

huge gaps, will necessarily lead to more economic development of the poor. Yet,

impact studies (e.g. Banerjee et al., 2010; Karlan and Zinman, 2010a and 2010b) do

not show that there is an unequivocally positive effect of microfinance on poverty

reduction. Instead, the poverty reducing effect of microfinance is heterogenous:

it does not always have a positive effect and is not necessarily most beneficial to

female borrowers. There are even authors, most notably Bateman (2010), that sug-

gest that microfinance works against economic development. Although much of
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his reasoning is based on anecdotal evidence, in a nutshell he argues that microfin-

ance finances informal economic activity without growth potential, which goes at

the expense of the development of sectors that do have growth potential (e.g. small

and medium sized firm finance). Commercialization exacerbates the negative ef-

fects of microfinance, because it leads to an oversupply of credit to poor clients

working in the same type of businesses like petty trade and subsistence farming.

The resulting increase of competition further depresses the growth potential of the

poor’s enterprises.

So both commercialization of microfinance and the role of microfinance in eco-

nomic development are not undisputed. Still, we learn more and more about how

financial markets work in developing countries. Increasingly, financial initiatives

are being put to the test through randomized control experiments and are adap-

ted when they do not work. These experiments could shift the focus of non-profit

microfinance towards other financial services. At the same time, it is hard to ima-

gine that profitable for-profit microfinance would cease to exist. To the extent that

microfinance institutions cannot fully finance themselves by offering savings, there

will always be a need for socially responsible investment in microfinance. This

thesis contributes to understanding microfinance as a socially responsible invest-

ment.

1.1 Aim

The main aim of this thesis is to contribute to the discussion on the advantages and

disadvantages of microfinance commercialization from an investor’s perspective.

Whereas most research has focused on whether microfinance helps to get people

out of poverty, the lack of studies on microfinance investment motivates us to in-

vestigate microfinance from an investor perspective, using tools and techniques

from mainstream finance research.

The main question is: What motivates investors to invest in microfinance? One

motivation can be purely financial. Therefore, we investigate whether microfinance

offers diversification advantages and what determines the risk of a microfinance

investment. Investors can also be socially motivated to invest in microfinance. Yet,

to the extent that they face a trade-off between outreach to the poor and financial

returns, investors have to balance return, risk and outreach. We try to find out to

what extent they can optimally balance their portfolio with respect to these three

objectives.
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The main focus is on microfinance investment, but we also investigate socially

responsible investment in the US. To many investors microfinance is a typical so-

cially responsible investment, which is an investment strategy that incorporates

social as well as financial considerations in the investment process. The question

whether investors should invest in microfinance belongs to the broader question

whether investors should invest socially responsible. According to proponents of

socially responsible behavior, SRI could prevent future conflicts—legal or otherwise—

and thereby reduce risk. According to a famous opponent of social responsibility,

Milton Friedman (1970), the only social responsibility of the firm is to maximize

profits. To do otherwise implies that the firm is spending profits that belong to the

shareholders. In addition, excess demand for socially responsible stocks increases

their price and therefore depresses their return. Therefore, a second question is:

What is the effect of a socially responsible investment strategy on the financial per-

formance of an investor’s portfolio?

If we would observe this effect in an efficient market like the US, it serves as a

lower bound to the effect we could observe in the microfinance investment mar-

ket. The microfinance investment market is not a public market: most MFIs are

not listed on a stock exchange and usually do not own publicly tradable debt. So-

cially motivated excess demand could cause an oversupply of funding, resulting in

MFIs overborrowing to their clients. The absence of a public market for microfin-

ance implies that market prices do not provide timely feedback on the adverse con-

sequences of excess demand.

The absence of a public market for microfinance investment creates several com-

plications in researching microfinance investment. First, we cannot use market

returns to evaluate a microfinance investment and have to rely on book returns

instead. Some of the techniques from finance, like mean-variance spanning and

Markowitz’ portfolio optimization, are meant to be used for market returns. We

use book returns instead, although we realize they are only a proxy for market re-

turns. Second, because MFIs are not listed, investors almost never invest directly

in microfinance, but use an investment fund as intermediary. Return data on in-

vestment funds is unfortunately not widely available, so we use the MFI’s returns

instead. Third, many MFIs are still nonprofit institutions. We focus mostly on finan-

cial performance and risk measures based on financial performance, whereas social

performance is important to nonprofit MFIs as well.

This thesis takes the perspective that MFIs are developing towards becoming

commercialized institutions that are attractive for investors, even though not all
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MFIs have the desire to commercialize. Our perspective seems to warrant the use

of tools from mainstream finance research, despite data limitations that make their

application far from perfect. Still, we believe the approach in this thesis is a valuable

first step in analyzing microfinance as a socially responsible investment.

The remainder of this introduction proceeds as follows. First, section 1.2 in-

troduces socially responsible investment and its consequences for prices and re-

turns. Second, section 1.3 introduces microfinance investment. Third, we position

the microfinance chapters in the microfinance literature, starting with section 1.4,

which introduces studies on microfinance and the poor. Fourth, section 1.5 intro-

duces MFI-level studies and introduces microfinance as a diversification opportun-

ity. Fifth, section 1.6 introduces the trade-off between risk, return and outreach.

Sixth, section 1.7 considers the risks of microfinance investment in more detail. Fi-

nally, section 1.8 provides a short summary of this introduction.

1.2 Socially responsible investment

Microfinance investment belongs to the realm of socially responsible investment.

Socially responsible investment has experienced a large growth over the past dec-

ade. In the US, professionally managed SRI asset portfolios grew with 324% from

$639 billion in 1995 to $2.71 trillion in 2007. In comparison, the broader universe of

assets under professional management increased less than 260 percent from $7 tril-

lion to $25.1 trillion over the same period (SIF, 2007). Also the European market for

SRI is growing very rapidly with funds under professional management growing

from 1.033 trillion in 2005 to 2.665 trillion in 2007 (Eurosif, 2008).

The public increasingly demands firms to take responsibility for the effect of

their actions on society. For instance, the introduction of emissions trading de-

mands firms to pay for the detrimental effects of their pollution. Also the current

financial crisis illustrates that short term financial interests do not always match so-

ciety’s interests. In many financial institutions corporate governance did not guard

against excessive risk taking, so, today, good governance is high on the agenda of

governments and investors worldwide. To change company behavior, public and

private investors increasingly realize that they can steer companies towards more

socially responsible behavior. Private investors invest in socially responsible mu-

tual funds and public investors like the Dutch pension fund ABP have integrated

social, environmental and ethical criteria in their investment process.

Socially responsible investors base their investments also on non-financial cri-
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teria, because they want their investments to be consistent with their values (Domini,

2001). Whereas ordinary investors want their companies to maximize shareholder

value, socially responsible investors want them to maximize the broader concept of

stakeholder value. Shareholder and stakeholder values are not always consistent

due to the existence of economic externalities. For instance, polluting companies

could maximize shareholder value, but not stakeholder value when they do not

internalize their pollution costs. To make investments consistent with values, the

oldest and most basic SRI strategy is based on negative screening, which is the

practice of excluding stocks from the portfolio that are not consistent with the val-

ues of the socially responsible investor. A typical screening strategy excludes stocks

involved in alcohol, gambling, tobacco and defense industries, or companies with

poor performance in labor relations or environmental protection.

A second goal of socially responsible investors is for their investments to cre-

ate positive social change (Domini, 2001). Companies create positive social change

when they, for instance, invest in the communities in which they operate, stim-

ulate cultural diversity in their workforce or use renewable energy in their pro-

duction process. To stimulate positive social change, socially responsible investors

use positive screening, which consists of selecting companies that meet superior

social responsibility standards. Often positive screening is combined with a ’best

in class’ approach in which only socially responsible outperformers from each in-

dustry or market sector are selected. Finally, some funds combine positive and

negative screening with shareholder activism to try and make companies more so-

cially responsible by using their voting rights at Annual General Meetings.

In addition to positive screening and social shareholder activism, investors can

concentrate their investments in those sectors that promote social change. This al-

lows investors to align their investments with their values in an active way, not just

through passive screening. For instance, socially responsible investors concerned

with the environment could invest in renewable energy sources like wind and solar

energy and investors concerned with world poverty could invest in microfinance.

Private investors that want to promote social change in specific areas, and insti-

tutional investors that want to show their investees concrete examples of socially

responsible investment, could prefer this approach

When investors have non-financial motivations to invest in certain financial as-

sets, socially responsible firms obtain too much funding. SRI increases the price and

therefore lowers the cost of capital of socially responsible firms. Several examples

show that many investors also view investments as consumption goods. Some in-
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vestors hold too much of their employer’s stock from a sense of loyalty (Cohen,

2009) and home bias motivates investors to hold mainly assets of companies from

their own country or region (French and Poterba, 1991). Still, most standard assets

pricing models do not incorporate these effects. They assume that investors are

only concerned with the payoffs from their portfolio and that financial assets are

not also consumption goods.

When assets are viewed as consumption goods, prices of assets that are popu-

lar increase compared to those that are less popular. Consequently, the expected

returns of popular assets are lower than those of less popular assets. Fama and

French (2007) give two conditions under which such a situation can persist even

when there are informed investors, who do not base their investment decisions on

tastes. First, informed investors should be willing to hold the complement of taste-

based investors. Second, taste-based investors should be willing to accept lower

returns as the price of their tastes. For instance, some investors like to hold the

stocks of strong companies (growth stocks) and dislike holding distressed (value)

stocks. Consequently, the expected returns of growth stocks are lower than those

of value stocks.

Socially responsible investment decisions are perhaps the most extreme form

of investor tastes, because they are—or at least could be—entirely unrelated to

risk and return. In chapter 2 we investigate the aggragate market consequences

of socially responsible investment strategies. Hong and Kacperczyk (2009) show

that socially irresponsible stocks are undervalued such that they demand a posit-

ive risk-adjusted return. In chapter 2 we analyze the prices and returns of socially

responsible stocks. We expect socially responsible stocks to be overvalued, and

therefore that they earn a negative risk-adjusted return.

1.3 Microfinance investment

Microfinance as a socially responsible investment class has gained increased atten-

tion. Foreign capital investment in microfinance exceeded $ 10 billion in December

2008 (Reille et al., 2009). One of the most common ways to invest in microfinance is

through a microfinance investment vehicle (MIV), which is a private entity that acts

as intermediary between investor and MFI. Although there are examples of direct

investment in microfinance, most investors prefer MIVs for the benefit of their ca-

pacity to conduct due diligence and monitoring and the benefit of diversification

across many MFIs, countries and currencies. Currently there are 103 microfinance
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investment vehicles (MIVs) that manage about $6.6 billion (Reille et al., 2009) and

offer fixed income, equity or mixed investment options.

Traditionally, MIVs have supplied mostly debt funding, but for investors that

seek financial returns it has become increasingly unattractive to invest in microfin-

ance debt. Out of 10,000 MFIs, most commercial funding flows to the 100 top tier

MFIs. Currently there is too much debt capital compared to the number of deals

available (www.iamfi.com). Moreover, many eligible MFIs are already highly lever-

aged or want to decrease leverage to improve solvability in light of the global eco-

nomic slowdown. Thus, MIVs have recently started to supply more equity fund-

ing. The process of commercialization also increases demand for equity funding, as

many MFIs become regulated for-profit entities with an ownership structure that

allows equity financing.

Next to equity and debt funding, MFIs use structured finance to fund their loan

portfolios (Byström, 2008). Structured finance is based on the process of securitiz-

ation, which transforms an MFI’s loan portfolios in separate classes of securities or

tranches with different risk-return profiles. When some MFI borrowers default, the

holders of the most senior tranches are paid first, next the junior tranches are paid,

and finally the equity tranche holder are paid the remainder. By opting for the most

senior tranches investors who would find microfinance investment otherwise too

risky can also invest in microfinance. In addition, structured finance products can

contain the loan portfolios of many MFIs, so it allows investors to diversify across

different MFIs by investing in a single product.

To some extent the popularity of microfinance investment stems from the in-

creased popularity of socially responsible investment. In addition, investor’s in-

terest is driven by the increased profitability of institutions created by the drive

towards commercialization. The fact that many of the world’s poor are still un-

banked makes commercial microfinance a large potential growth market.

1.4 Is microfinance good for the poor?

But what is good for investors is not necessarily good for the poor. To measure

the success of microfinance, research has used different units of analysis. Table 1.1

provides a general typology of these units of analysis, where the columns indicate

the unit of analysis and the rows the perspective. Because microfinance is first and

foremost a development tool, most microfinance research has focused on the poor

customer as unit of analysis. These studies increase our understanding of credit
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Table 1.1. A general typology of microfinance studies

Poor Microfinance Investors and

customers institutions (MFIs) donors

Financial Optimal microfinance MFI financial Microfinance

perspective contracts performance, investments funds

efficiency and risk (chapter 3)

(chapter 4, 5 and 6)

Social Impact studies MFI outreach Donor funding

perspective (chapter 4)

markets in developing countries and test whether microfinance has a measurable

impact on improving the lives of the poor. Yet, with the process of commercializa-

tion MFIs professionalized and to allow them to attract donors and social investors

they increasingly made their financial and social performance data available. At

the same time, the research community took an interest in analyzing the role of

MFIs in providing financial services to the poor. Finally, investors and donors have

received relatively little interest in the literature, because data on MFI investments

and donations is limited.

Taking a financial perspective, there is a body of literature that discusses op-

timal microfinance contracts. Theoretical work in this area tries to explain how

innovations, like group liability, dynamic incentives, repayment frequency and so-

cial capital lower the administrative costs of making small loans (e.g. Chowdhury,

2007; Ghatak and Guinnane, 1999; Gangopadhyay et al. 2005). Recently, the re-

search community has started to test these theories using randomized control ex-

periments. For instance, Karlan and Zinman (2009) test dynamic incentives by pro-

mosing randomly chosen borrowers a lower future lending rate conditional on re-

payment and Gine and Karlan (2009) test group liability by randomizing individual

and group liability. According to Banerjee and Duflo (2010) the interplay between

theory and experiments is very productive, as theory motivates experiments to test

the theory, the results of which can be used to further refine theory.

Impact studies take the social perspective and investigate whether microfin-

ance measurably improves the lives of the poor. The earlier studies in this area

were non-experimental, which raised well-known problems of reverse causality.

Nonetheless, two well-known studies (Pitt and Khandker, 1998; Khandker, 2005)

make strong claims to causal identification. They find that microfinance reduces

poverty and is especially effective for female borrowers and the extremely poor.

Yet, Morduch (1998) and Roodman and Morduch (2009) have been very critical of
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these findings. In revisiting the analyses of Pitt and Khandker (1998) and Khandker

(2005) they conclude that survey data cannot offer decisive evidence in favor of the

impact of microfinance.

In response to the identification problems associated with analyzing household

survey data, many impact analyses now use randomized trials. The results of the

first randomized impact studies are mixed. Banerjee et al. (2010) find that bor-

rowers that want to start a new business increase their durable consumption at the

expense of nondurable consumption, but households that do not intend to start

a business increase their nondurable consumption instead. In addition, they find

no impact of microfinance on health, education or women’s decision-making. Kar-

lan and Zinman (2010a) find that consumer credit improves most poor borrower

outcomes. Yet, Karlan and Zinman (2010b) find that businesses actually shrink

when they obtain microcredit and access to credit only increases profits for male

but not for female entrepreneurs. So the effects are heterogeneous: microfinance

does not necessarily attack poverty by helping female borrowers start and grow a

small business. Instead, the effects of microfinance are very context-specific, be-

cause each study investigates a different MFI that operates in a different country

and offers a different product. We have to wait until we know the results of the

additional randomized impact studies that are now underway, before we can start

to draw any general conclusions.

1.5 Why invest in microfinance?

Due to limited data availability, most studies on microfinance investment still use

MFI data instead of investment or donation data. For instance, Cull et al. (2009)

show that there are large differences between types of MFIs in how they obtain

funding. Banks rely mostly on deposits (71%), followed by equity and commercial

borrowing (both 13%). On the other side of the commercial spectrum, nongovern-

mental organizations (NGOs) rely mostly on donations (39%), followed by com-

mercial borrowing (26%) and noncommercial (soft) loans (16%). So NGOs still rely

very much on subsidies: for the median NGO the subsidy per borrower is $233 (in

purchasing power parity equivalents). Still, they rely for 42% on debt investments,

so investors can invest in NGOs through funds that invest in NGO debt.

Diversification is often given as motivation to invest in microfinance. As global

capital markets become more integrated also emerging markets become more cor-

related with developed markets. Therefore, international investors continually look
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towards new, or frontier, emerging markets to better diversify their portfolio. Mi-

crofinance investment is often suggested as alternative, because MFIs lend to cus-

tomers that operate in the informal sector, which is less sensitive to macroeconomic

cycles.

The literature finds mixed evidence on the correlation of microfinance with mac-

roeconomic events. Ahlin and Lin (2006) find that the macroeconomic environment

is a significant determinant of MFI performance, but Gonzalez (2007) finds only

limited evidence for a correlation between microfinance and the macroeconomy.

Kraus and Walter (2010) examine whether microfinance is low correlated with in-

ternational and domestic market performance. Their analysis shows that MFIs are

not correlated with global markets, whereas MFI performance is significantly cor-

related to the domestic macroeconomy. This suggests that microfinance investment

is especially interesting for international investors.

The papers that look at the correlations between microfinance and other assets

do not allow us to directly assess whether microfinance investment improves the

diversification of investment portfolios. In chapter 3 we test whether the mean-

variance frontier shift outwards when adding microfinance to an investment port-

folio of international assets using a mean-variance spanning test (De Roon et al.,

2001). This provides a direct test of the diversification advantages of microfinance,

which can be directly compared to De Roon et al. ( 2001) who find no diversification

advantages of investing in emerging market indexes.2

As another motivation to invest in microfinance, many mention the high re-

payment rates—sometimes above 95%—which suggests that a microfinance invest-

ment could be very profitable. Still, serving the very poor is costly because their

loans are relatively small compared to the cost of administering them. Because the

microfinance sector is much more commercialized in Latin America—where there

are many for-profit institutions—than in Africa, which has mostly non-profit MFIs,

chapter 3 makes a distinction between the different MFI types and regions.

1.6 Trade-off between financial and social objectives

In studying the MFI, authors investigate financial indicators, social indicators or

both. Many studies take a cross-country perspective using data provided by Mix-

Market (www.mixmarket.com). One of the first an most well-known studies in

2 Note that the results of De Roon et al., 2001 apply only when there are short sales restrictions. We also
apply short sales restrictions in our tests in chapter 3
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this tradition is Cull et al. (2007), who investigate both financial and social MFI

indicators and conclude that there is a trade-off between financial and social per-

formance. Also Hermes et al. (2011) find evidence of this trade-off in a stochastic

frontier analysis. This trade-off implies that an MFI’s commercialization decreases

its ability to help the poorest of the poor. Consistently, Cull et al. (2009) show that

nonprofit MFIs still serve the poorest of the poor, while for-profit institutions serve

the somewhat less poor.

When socially responsible investors have decided to invest in microfinance,

they face a trade-off between financial returns and outreach to the poor (Cull et

al., 2009; Hermes et al. 2011). Even very poor lenders often have very high re-

payment rates, so repayment rates do not drive the trade-off. Instead, the higher

operating costs of small loans versus large loans are likely to drive the trade-off.

For instance, it is more costly to administer and monitor a 1000 loans of $200 than

doing the same for a single loan of $200,000.

In chapter 4 we ask whether, next to the trade-off between financial returns and

outreach, there is also a trade of between outreach and risk. The high repayment

rates of very poor lenders suggest there is none. Still, MFIs that serve the poorest of

the poor are usually NGOs that could be more risky because: First, they depend on

subsidies. Second, they are typically smaller such that they have less deep pockets

to overcome setbacks. Third, they are usually not allowed to take deposits such

that they are more exposed to refinancing risk. Fourth, they are typically not regu-

lated by a central bank. In chapter 4 we try to find some suggestive evidence that

supports these claims.

Next, we try to quantify the trade-off between financial returns, risk and out-

reach to the poor. In finance the trade-off between risk and return is well known

from the mean-variance framework of Markowitz (1958). In chapter 4 we adapt

this framework to also include the trade-off between return and outreach and the

trade-off between risk and outreach. The goal of this exercise is to attach a price

to outreach, such that socially responsible investors know how much return they

have to give up or how much extra risk they are willing to bear to obtain a portfolio

with more outreach to the poor.

1.7 Microfinance risks

MFIs face many risks that endanger their long-term sustainability. Microfinance

investors also face many of these risks. As we explained above, microfinance is
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Table 1.2. Risk types

Financial risks Operational risks Strategic risks

Credit risk Transaction risk Governance risk

Liquidity risk Fraud (Integrity) risk Reputation risk

Market risk Legal & compliance risk External business risk

Adapted from GTZ (2000)

often presented as a relatively low risk investment; repayment rates are high and

microfinance returns are low correlated with macroeconomic events. Yet, the crisis

that started taking hold in 2008 has shown that also microfinance is not immune to

macroeconomic events. The financial crisis made it more difficult for MFIs to obtain

funding, especially when they did not collect savings. Moreover, the commercializ-

ation of microfinance has fueled competition between MFIs and commercial banks.

This has led to an erosion of lending standards, which now increases the fear for

overindebtedness.

If anything, the financial crisis has shown that MFIs are subject to the risks com-

mon to all financial institutions, most of which can be categorized into three gen-

eral categories shown in Table 1.2: financial, operational and strategic risks (GTZ,

2010). First, financial risks include credit, liquidity and market risk. Credit risk is

the risk to earnings or capital due to borrowers’ late and non-payment of loan ob-

ligations. Much of the initial success of microfinance is due to the development of

lending policies that limit the credit risk due to lenders’ lack of collateral. Credit

risk is closely related to liquidity risk, which is the risk that an MFI cannot meet

its current cash obligations. For example, a loan default is both a credit risk and

a loss of liquidity. Two important market risks are interest rate risk and foreign

currency risk, which are the risks due to fluctuations in interest rates and currency

values, respectively. Microfinance investors typically transfer their currency risk to

the MFIs they lend to. Most MFIs borrow in US dollars and lend in local currency.

In the event of a sudden appreciation of the dollar against the local currency, MFIs

experience a loss.

Second, operational risks are the risks arising from the daily operation of the

MFI through people, systems and processes. It is a very broad concept that can

include many types of risks. There are two risks in this category to which MFIs

are particularly susceptible, namely transaction risk and fraud risk. Transaction

risk is high for MFIs because they handle a high volume of small transactions daily.

Loans are small and transaction costs are already large, so crosschecking is not cost-
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effective. The most common type of fraud risk is the direct theft of funds by loan

officers. Again, this is costly to control because it involves other officers than the

loan officer to visit clients and verify their account balances.

Third, strategic risks include internal risks due to bad business decisions, poor

leadership and governance, but also external risks MFIs face in their environment.

A typical strategic risk is governance risk, which is the risk of having an inad-

equate structure or body to make effective decisions. An example of governance

risk is reputation risk, which is the risk arising form the effects of negative pub-

licity. Especially commercializing MFIs are subject to reputation risk: the case of

Compartamos shows that more commercialization could create a backlash against

microfinance, threatening future funding by socially responsible investors.

In chapter 5 we investigate the governance risk emanating from the board’s

composition. Many empirical MFI analyses focus explicitly on governance issues.

This focus is warranted because MFIs face complicated governance issues. Of spe-

cial interest is the question whether microfinance’s dual objective of financial sus-

tainability and outreach to the poor can be achieved using standard governance

mechanisms. Labie (2001) explores this question conceptually by indicating the

special governance needs in microfinance. Hartarska (2005) provides empirical

evidence. She studies the governance of MFIs from Central and Eastern Europe

and finds that performance-based compensation of managers is not associated with

better-performing MFIs. To some extent the proliferation of governance studies

has been fueled by data availability. Many empirical studies on this topic use the

dataset of Roy Mersland with governance data obtained from rating agencies (e.g.

Mersland, 2009; Mersland and Strøm, 2009; Mersland and Hartarska, forthcom-

ing). Whereas the MixMarket dataset we use in all other microfinance chapters does

not include information on governance arrangements, Mersland’s dataset does. In

chapter 5 we use this dataset to investigate the relation between governance ar-

rangements and MFI risk.

Excessive MFI risk-taking is an outcome of the board decision-making process,

which means the composition of the board plays a key role. To understand the

impact of board decision-making on MFI risk, Adams and colleagues (2005) theor-

ize that in a firm in which the CEO makes most relevant decisions (a firm with a

powerful CEO), outcomes are more extreme than they would have been if the firm

relied on a consensus among all board members to make decisions. The degree of

freedom managers have in decision-making is influenced by factors like the type

of firm and the market in which they operate. Based on Adams and colleagues
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(2005) we provide a typology of MFI types, which we use to argue that less com-

mercialized MFIs give managers more decision-making freedom. So we predict

that powerful CEOs can make the most extreme decisions in non-profit MFIs (Non-

governmental organizations), such that non-profit MFIs with powerful CEOs have

the most variable performance.

Still, the effect of CEO power on variability is not necessarily bad as long as

CEO power is associated with large positive deviations from the mean. It is only

bad when CEO power leads to extremely bad decisions and thus large negative

deviations from the mean. Therefore, we also investigate whether CEO power is

related to the positive or the negative deviations from expected performance using

quantile regression.

In chapter 6 we focus more on the MFI’s external risks. As MFIs commercialize

to become formal financial institutions, they are more influenced by the financial

economy and thus become more exposed to external risks like competition and fin-

ancial crises. In addition, formal institutions are subject to more regulation, which

creates the risk of not conforming to a country’s laws and regulations: regulatory

risk.

Also a lack of enforcement of regulations can be a risk for financial institutions.

Especially in developing countries debt enforcement institutions are very weak.

While in developed countries it takes usually less than a year to resolve insolvency,

in poor countries it often takes more than five years to resolve insolvency (Djankov

et al., 2008). In case of insolvency, waiting five years to retrieve the collateral implies

that lenders are much less willing to provide credit, which is also found by Djankov

et al. (2007). In chapter 6 we argue that in developing countries microfinance could

be a more efficient instrument than formal finance, because microfinance contracts

do not require any collateral. Therefore, microfinance institutions have a compet-

itive advantage vis-à-vis regular financial institutions when contract enforcement

is weak. A larger market for microfinance, with more diverse customers, implies

more diversification opportunities for MFIs’ loan portfolios. Therefore, we hypo-

thesize that weak contract enforcement is associated with less MFI risk.

1.8 Summary

The commercialization of microfinance has connected the world of microfinance,

which was previously primarily donor dominated, with the world of socially re-

sponsible investment. In chapter 2 we try to find out whether the popularity of
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socially responsible investment affects stock prices and returns. Chapter 3 invest-

igates whether microfinance investors obtain diversification benefits from their in-

vestment. Chapter 4 investigates whether there is a risk-return-outreach trade-off

and tries to quantify this trade-off. Chapter 5 and 6 look at microfinance gov-

ernance risk and regulatory risk, respectively.




