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Policy makers and practitioners agree that the scaling up of microfi-
nance requires financial sustainability in the industry and access to
commercial capital markets. At the same time they worry that the
commercialization of microfinance may lead to a mission drift: Mi-
crofinance institutions (MFIs) may abandon their focus on poor, ru-
ral, female borrowers and orientate themselves towards more prof-
itable clients. In this contribution we review the empirical evidence
on commercialization and mission drift in microfinance, and the ev-
idence is that fears of a mission drift in the industry do not seem
warranted. Furthermore, we report on a recent study in which we
attempt to broaden the analysis of mission drift, by comparing the
impact of commercial microfinance banks as opposed to ordinary
retail banks on household access to and use of bank accounts. We
find that commercial microfinance banks do expand the frontier of
finance providing further justification to their support by bilateral
and multilateral donors.

Politiker und Praktiker stimmen darin iiberein, dass es fiir eine Aus-
weitung der Mikrofinanzbranche finanzieller Nachhaltigkeit und
des Zugangs zu kommerziellen Kapitalmdirkten bedarf. Jedoch sor-
gen sie sich gleichzeitig, dass solch eine Kommerzialisierung zu ei-
nem Mission Drift fithren konnte: Mikrofinanzinstitutionen (MFI)
konnten ihren Fokus auf arme, lindliche und weibliche Kreditneh-
mer aufgeben und sich profitableren Kunden zuwenden. In diesem
Beitrag geben wir einen Uberblick iiber die bestehende empirische
Literatur zu Kommerzialisierung und Mission Drift, und die Ergebnisse zeigen, dass die
Sorge um einen Mission Drift in der Mikrofinanzbranche unbegriindet erscheint. Wir ge-
hen zudem auf die Ergebnisse einer neuen Studie ein, in der wir die Analyse des Mission
Drifts zu erweitern suchen, indem wir den Einfluss kommerzieller Mikrofinanzbanken auf
den Zugang zu Bankkonten mit jenem von normalen Retailbanken vergleichen. Wir fin-
den, dass kommerzielle Mikrofinanzbanken den Zugang zu Finanzdienstleistungen tat-
sdchlich ausweiten, was ihre Unterstiitzung durch bi- und multilaterale Geber gerechtfer-
tigt erscheinen lisst.
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1. Introduction

“Now [microfinance] is in great danger of being how well the investors and the microfi-
nance institutions are doing and not about ending poverty.”
(Sam Daley-Harris, then Director of Microcredit Summit Campaign, 2008)

The Initial Public Offering of Banco Compartamos in Mexico in April 2007 set off an in-
tensive debate among practitioners, policymakers and academics whether the microfinance
sector was now on its way to become profit-orientated business (New York Times 2008).
With donor money being limited and global demand for microloans estimated to be ten
times as high as the amount already lent (Deutsche Bank Research 2007), the industry has
long discussed suitable ways to tap capital markets. While the need for additional funding
sources achieves unanimous acclaim, the opinions differ tremendously when it comes to
the question how far a potential commercialization of microfinance should go.

Commercialization in this context means that Microfinance Institutions (MFIs) apply
commercial principles in their operations and attempt to be financially self-sufficient (e.g.,
Charitonenko et al. 2004). The main concern about a move down the commercialization
road is that it might lead to a mission drift implying that for-profit MFIs become less fo-
cused on their initial target group (typically poor and female customers) and switch their
attention to customers that are less credit-constrained (Mersland/Strom 2010).

Commercialization critics claim that profit-orientated MFIs such as Banco Comparta-
mos intend to benefit their investors but not their borrowers. Mohammad Yunus, founder
of the Grameen Bank and winner of the 2006 Nobel Peace Prize, argues that profit-orien-
tated MFIs would raise interest rates and engage in aggressive marketing and loan collec-
tion. As a result, borrowers whom microcredit was supposed to help overcome poverty
could even be harmed (Yunus 2011). These arguments represent the traditional poverty
lending approach: the primary goal is to reach the poor, and especially the poorest of the
poor, with the help of credit extended by donor-subsidized MFIs (Robinson 2001). It im-
plicitly assumes that MFIs typically face a trade-off between financial sustainability, i.e.
the ability to cover the cost of lending out of the income generated from lending, and out-
reach, i.e. focusing the lending activities on the poor that otherwise have no access to cred-
it (Hermes et al. 2011).

Supporters of the financial system perspective (Robinson 2001), in contrast, argue that
commercialization is actually beneficial for the potential borrowers: commercialization en-
sures financial sustainability which guarantees large-scale outreach to poor customers in
the long run (Hermes/Lensink 2011). Commercial microfinance banks may also receive
support from international donors and development banks through subsidized credit lines
and equity participation. This support is rationalized by the conjecture that microfinance
banks generate positive externalities by offering financial services to small firms and
households which would not be served by “ordinary” retail banks. Whether commercial
microfinance providers can actually expand the frontier of finance has, however, been
questioned by practitioners and academics (e.g. Christen 2001).

In this paper, we first review the empirical evidence on commercialization and mission
drift. The existing literature typically compares the outreach of MFIs, as proxied by the
average loan size and the socioeconomic characteristics of borrowers, to identify mission
drift and examines whether changes in outreach are related to commercialization, as prox-
ied by profitability, ownership or funding structure. These studies do not provide strong
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evidence for a mission drift in microfinance. While MFIs do seem to move more upmarket
as they become more mature, aggregate trends do not point to a substantial reduction in
social performance of the microfinance industry as a whole. Moreover, fears of a funda-
mental tension between the financial and social performance at the level of individual
MFIs do not seem warranted.

In the second part of the paper we address two key gaps in the existing empirical litera-
ture on mission drift: First, continued public support to commercial microfinance banks
can only be justified if they provide social benefits above and beyond those provided by
ordinary commercial retail banks. As a consequence, the social performance of commer-
cial MFIs should not only be compared to that of non-commercial MFIs, but also to that
of ordinary retail banks. Second, while academics and practitioners argue that access to
saving and payment services is equally important for poor households as access to credit,
the social performance of MFIs has been predominantly measured in terms of their lend-
ing activity. A comprehensive analysis of mission drift should take into account the range
of financial services which MFIs provide to the poor, the accessibility of these services, e.g.
the number of branches, ATMs and other points of sale, as well as the number and socioe-
conomic characteristics of households which use these services.

We present results of a recent study using household-level survey data from South-East
Europe in 2006 and 2010 to shed light on whether microfinance banks expand access to
finance as compared to ordinary retail banks. Our results suggest that this is the case. The
impact of microfinance banks on expanding the frontier of finance is twofold: First, they
are more likely to locate in regions with larger shares of low-income and informally em-
ployed households. Second, if, in addition to a retail bank, they do locate in a region the
number of low-income and informal-income households with a bank account increases.

The remainder of the paper is organized as follows. In section 2 we provide an overview
of the existing literature on commercialization and mission drift. Section 3 describes the
data and methodology we use in our analysis, while section 4 presents the results. Section
5 concludes.

2. Review of the existing literature
2.1 Commercialization and MFIs’ financial and social performance

In this section we review case studies and cross-sectional studies which examine the im-
pact the commercialization process has on MFIs’ financial performance (measured by op-
erating revenues, cost-efficiency, return on assets, or loan portfolio quality) and social per-
formance (measured by the proportion of female borrowers, average loan sizes or the fo-
cus on rural vs. urban markets).

Mersland/Strom (2010) examine a dataset that contains rated MFIs in 74 countries in
the period from 1998 to 2008 to analyze whether the MFI sector as a whole has experi-
enced a mission drift. As proxies for mission drift they employ the average loan size as
well as the MFI’s proportion of lending to urban, to male and to individual borrowers.
Surprisingly, the evidence for a mission drift in the industry as a whole is rather weak:
Neither average loan sizes nor the proportion of lending to urban, to male as well as to
individual borrowers seems to have increased over time. However, their result that aver-
age loan sizes increase with increased average profit and cost indicates that mission drift
may occur if MFIs aim for better profitability. But this effect can be offset by better cost
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efficiency. Hermes et al. (2011) analyze whether there is actually a trade-off between
MFIs’ cost efficiency and their outreach to the poor. Using a dataset that covers 435 MFIs
and 1,318 observations over a period of 11 years (1997-2007), they find evidence that
outreach is negatively related to the efficiency of MFIs. Similarly to Mersland/Strom
(2010) they conclude that increased efficiency might only be achieved if MFIs focus less on
the poor, i.e. if mission drift takes place.

Tchakoute-Tchuigoua (2010) examines the impact of profit-orientation on financial
performance using a comprehensive dataset covering 202 MFIs in the period from 2001 to
2006. He finds that the financial performance of profit-orientated MFIs is better than that
of non-profit seeking MFIs with respect to their portfolio quality but that there is no sig-
nificant difference in profitability. He also finds that profit-orientated MFIs are more so-
cially efficient than non-profit seeking MFIs both in terms of breadth of outreach (mea-
sured by the number of active borrowers) and depth of outreach (measured by the average
loan balance per borrower over the gross national income per capita).

Roberts (forthcoming) analyzes the relationship between adopting a for-profit legal
form and lending rates. Using data on reports of 358 MFIs in 2009, he finds that a
stronger for-profit orientation corresponds with higher interest rates for MFI clients.
However, there is no evidence that this contributes to greater profitability and therefore
sustainability because the stronger profit orientation is also associated with higher MFI
costs. Whether an increase of interest rates does have an effect on the demand for credit
by microlenders is analyzed by Karlan/Zinman (2008). Conducting randomized trials with
a major, for-profit consumer microlender in South Africa, they test the hypothesis of price
inelastic demand for consumer credit. Using a sample that includes former borrowers of
the institution, they find evidence for price inelastic demand for a wide range of prices.
Similarly, Debejia et al. (2012) analyze unexpected price changes at SafeSave, a microfi-
nance organization operating in the slums of Dhaka (Bangladesh), and find relatively low
interest rate elasticities.

The privatization of Tanzania’s National Bank of Commerce, which was split into the
“new” National Bank of Commerce and the National Microfinance Bank, is analyzed by
Cull/Spreng (2011). They estimate the impact this privatization has on banks’ profitability
and the quality of their credit portfolios. Using quarterly balance sheet and income state-
ment data between December 1998 and December 2006, they find that the “new” Nation-
al Bank of Commerce’s profitability and portfolio quality improved although credit
growth was slow. Regarding the National Microfinance Bank, there is evidence that prof-
itability has since improved and lending has slowly grown, while the share of non-per-
forming loans has remained low. Similarly, Clarke et al. (2009) analyze the privatization
of Uganda Commercial Bank (UCB). Using quarterly data from 1996 to 20035, they find
that both profitability and the rate of credit growth increased to par with other Ugandan
banks. At the same time, there is no evidence that outreach has declined - to the contrary,
the results rather indicate that it might have expanded.

Mersland et al. (2011) analyze whether international influence affects the financial and
social performance of MFIs. They distinguish between four sources of such international-
ization effects (international initiator, international directorship, international debt, and
international affiliation/networks) and exploit a dataset of 379 MFIs in 73 developing
countries between 2001 and 2008. They find that internationalization of MFIs does not
enhance financial performance or financial self-sufficiency: while having an international
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initiator significantly increases return on assets and operational self-sufficiency, the effect
vanishes once subsidies are taken into account. In contrast, the internationalization of an
MFI seems to significantly affect its social performance. All aspects of internationalization
increase the MFI’s bias in preferring women as customers. Yet, in case of outreach to rural
areas, the different dimensions of internationalization have conflicting results: While re-
ceiving international subsidized debt seems to increase outreach to the rural market, being
member of an international network and having an international initiator tend to reduce
the MFD’s presence in the rural market.

2.2 Factors impacting on the relation between profitability and outreach

Cull et al. (2007) find that the relationship between profitability and outreach depends on
the lending technology of the MFL. Using annual data on 124 MFIs in 49 developing
countries from 1999 to 2002, they analyze whether MFIs tend to move away from serving
poorer clients as they mature or as they increase self-sustainability. In case of individual-
based lenders, they find that an increase in size and age of the MFI is associated with less
outreach, whereas increased profitability is associated with more outreach. This can be in-
terpreted as evidence that mission drift does not occur as a result of the trade-off between
profitability and outreach, but simply as a result of an MFI becoming more mature. In
contrast, for group-lenders size, age and profitability are not associated with the outreach
indicators. Kar (forthcoming), analyzing a panel data set of 409 MFIs in 71 countries bet-
ween 2003 and 2008 from the Microfinance Information Exchange (MIX) Market
database and the Micro-Banking Bulletin (MBB), also finds increased MFI age and size to
be associated with a decrease in outreach. He interprets this as a scaling up effect.

Quayes (2012) studies a cross-sectional sample of MFIs retrieved from the MIX Market
database. He finds differential results for the impact of financial sustainability on the
depth of outreach measured by average loan size depending on the disclosure level of the
MFIs: While there is evidence for a trade-off between outreach and financial sustainability
for the low-disclosure MFIs, financial sustainability has a positive impact on the depth of
outreach for the high-disclosure MFIs.

Mersland/Strom (2009) analyze the effect of corporate governance mechanisms (such as
board and CEO characteristics and firm ownership type) as well as competition and regu-
lation on an MFI’s financial profitability and outreach to poor clients. Exploiting a sample
of 278 MFIs from 60 countries in between 2000 and 2007, they find evidence that finan-
cial performance improves with local rather than international directors, internal board
auditors and female CEOs. However, there is no evidence for differences in financial per-
formance and outreach between non-profit organizations and shareholder firms. Also,
regulation does not seem to have an influence.

Vanroose/D Espallier (2013) analyze the relationship between outreach and perfor-
mance of MFIs on the one hand, and the development of the traditional financial sector
on the other. Their sample covers 1,073 MFIs from all six main developing regions of the
world which report to the MIX Market database in the time period from 1997 until 2006.
They find that MFIs reach more clients and are more profitable where traditional bank
sector development is low. However, in well-developed markets, MFIs give smaller loans
indicating they serve poorer borrowers there. Hence, this might be interpreted as evidence
that mission drift takes place in underdeveloped banking markets, but not in developed
ones.
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2.3 Conclusion and assessment of the literature

Existing case studies and cross-sectional analyses do not provide strong evidence for a mis-
sion drift in microfinance. While MFIs do seem to move more upmarket as they become
more mature, aggregate trends do not point to a substantial reduction in social perfor-
mance of the microfinance industry as a whole. Moreover, while the outreach of MFD’s is
negatively correlated with cost-efficiency, the fear of a fundamental tension between prof-
itability and social performance at the level of individual MFIs does not seem warranted.
A move upmarket might even be desirable if the corresponding better financial perfor-
mance and sustainability increase MFIs’ capability to reach more low-income customers in
absolute terms.

The above findings should mitigate the fears of policy makers that financial support of
the microfinance industry may no longer be contributing to their development objectives.
Moreover, if commercial microfinance banks do not seem to differ substantially in terms
of outreach, the public support to them in the form of subsidized funding or technical as-
sistance seems no less warranted than the support of non-commercial MFIs. Indeed, one
may argue that to enhance the sustainability of their interventions, bilateral and multilat-
eral donors should target their support to those institutions which are financially sustain-
able.

But, in times of budget cuts, how should policy makers justify public support to an in-
dustry which seems to be able to achieve the desired social performance without compro-
mising financial performance? Continued public support to commercial microfinance
banks can only be justified if they provide social benefits above and beyond those provid-
ed by ordinary commercial retail banks. This reasoning points to a first gap in the litera-
ture on mission drift in microfinance: Mission drift should not only be measured by social
performance of institutions within the microfinance industry, but in the context of ex-
panding the frontier of the financial sector as a whole. As a consequence the social perfor-
mance of commercial MFIs should not only be compared to that of non-commercial MFIs,
but also to that of ordinary retail banks. The comparison of outreach of microfinance
banks as opposed to ordinary retail banks is especially important in those developing
economies with substantial private foreign direct investment in the banking sector, e.g.
Emerging Europe and Latin America. If the retail networks of international banking
groups provide banking services to similar households as microfinance banks, then public
support of the latter is hardly warranted.

A second shortcoming of the previous literature on mission drift is that the social per-
formance of MFIs is predominantly measured in terms of their lending activity. This is
surprising, since academics and practitioners increasingly argue that access to savings and
payment services are equally important for poor households to smooth consumption
shocks, accumulate productive assets and to reduce their transaction costs of economic ex-
change (World Bank 2007). As a consequence a comprehensive analysis of mission drift
should take into account the range of financial services which MFIs provide to the poor,
the accessibility of these services, e.g. the number of branches, ATMs and other points of
sale as well as the number and socioeconomic characteristics of households which use
these services.

In the next section we summarize results from a recent study which takes a first step at
assessing the mission drift of MFIs in a broader financial sector development context. In
Brown et al. (2012) we compare the outreach of a major commercial MFI in South-East
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Europe (ProCredit Bank) to the outreach of large retail banks in the same region. We
study outreach in terms of the use of bank accounts (and thus the use of savings and pay-
ment services) as opposed to household use of loans. Moreover, by analyzing the branch-
location decision of ProCredit Bank over time, we assess the contribution of this commer-
cial MFI to expanding the geographic availability of financial services in the region. Our
findings suggest that in South-East Europe this commercial MFI has expanded the frontier
of finance. In regions where ProCredit Bank opened a new bank branch the number of
households which use bank accounts has increased, and this is especially the case among
low-income households and households with informal employment. Moreover, compared
to ordinary retail banks, ProCredit is more likely to open new branches in areas with a
higher share of low-income households and households which operate in the informal sec-
tor.

3. Microfinance banks and access to finance in South-East Europe
3.1 Data sources

Brown et al. (2012) study the use of bank accounts by households in four South-Eastern
European countries: Albania, Bulgaria, Macedonia and Serbia. Household-level informa-
tion on the use of accounts is taken from the EBRD-World Bank Life in Transition Survey
(LITS) which was conducted in 29 countries in 2006 and 2010 as a repeated cross-section-
al survey.! In each country, 50 Primary Sampling Units (PSUs) were selected with proba-
bility of selection proportional to PSU size. Then twenty households within each PSU were
randomly selected, resulting in roughly 1,000 observations per country.2 We augment the
LITS survey data with geographical information on the location of PSUs. We then match
the LITS survey data with geographical information on the branch location of the largest
microfinance bank in the region, ProCredit Bank, and with geographical data on the
branches of a large retail bank in each country. In each country, we choose the largest,
country-wide retail bank for which bank branch location data is publicly available.? Ap-
pendix 1 offers a cartographical overview of the locations of PSUs, ProCredit branches
and retail bank branches by country in 2006 and 2010 for Serbia.

The dependent variable in all our empirical analyses is Account which indicates whether
any member of the household has a bank account. Table 1 shows that in each of the four
countries the average use of bank accounts increased strongly between 2006 and 2010.
The increase is largest in Macedonia and Albania where the share of households with ac-
counts rose by 38 and 26 percentage points respectively. The increase in Bulgaria (12 per-
centage points) and Serbia (14 percentage points) is also substantial.

1 For details on the LITS survey see http://www.ebrd.com/pages/research/economics/data/lits.shtml. Beck/
Brown (2011) describe the use of financial services across all surveyed countries.

In the 2010 survey wave, 1,500 households were interviewed in Serbia.

In Albania and Serbia the chosen retail banks are those with the largest branch network in the respec-
tive country. In Macedonia we take the largest bank in terms of assets because the availability of online
branch location information is best for this bank. Only in Bulgaria we have to resort to the fourth
largest bank in terms of assets because all three larger banks do not provide historical branch location
information for 2006 online.

[OS 8]
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Table 1 also shows that the surge in bank accounts in the region coincides with the expan-
sion of the branch networks of both ProCredit as well as the retail banks. The number of
ProCredit branches in our sample increased from 111 in 2006 to 254 in 2010, while the
number of retail bank branches increased from 352 to 653. As a consequence of this
branch expansion the average travel distance* in kilometers between ProCredit branches
and surveyed households was reduced from 21.6 km to 10.5 km. By comparison, the aver-
age distance between retail bank branches and surveyed households was reduced from
10.5 km to 7.2 km. Overall, the larger number of bank branches and the shorter travel
distances to households indicate that the retail banks chosen for our analysis have a more
comprehensive coverage in the region than ProCredit Bank.

3.2 Methodology

The empirical strategy in Brown et al. (2012) exploits the information on the expansion of
the branch network of ProCredit Bank in the period 2006-2010. The LITS 2006 and LITS
2010 surveys provide repeated cross-section data, so that we do not observe the same
household in 2006 and again in 2010. We therefore generate a synthetic panel by match-
ing households observed in 2006 with similar households observed in 2010. Our matching
procedure is based on the proximity of households to branches of ProCredit Bank and the
retail bank, proximity to a town (with more than 10,000 inhabitants) as well as on the
household income level (low vs. high) and source (informal vs. formal). In order to make
household income levels comparable across survey waves, for households observed in
2010 their classification into the low vs. high income groups depends on whether the
household’s income is below the 2006 country median.

We perform a one-to-one match, i.e. each houschold in the 2006 LITS survey is
matched to one household covered by the LITS 2010 survey. LITS 2006 households that
cannot be matched to a LITS 2010 household are dropped and visa-versa. In addition, we
drop all observations that have missing values for at least one of the dependent or inde-
pendent variables. Our matching process generates a total sample of 2,613 potential
household pairs for our synthetic 2006-2010 panel.

To identify the impact of new ProCredit Bank branches opened between 2006 and
2010, we drop 1,009 household pairs which were already close to ProCredit Bank branch-
es in 2006. We further consider only household pairs for which the closeness to a retail
bank branch does not change between 2006 and 2010. We thus drop 110 household pairs
for which closeness to a branch of the retail bank changed in our observation period. This
leaves us with a total synthetic panel of 1,494 household pairs in two sub-samples: 477
pairs which are already within a 5§ km radius of a retail bank branch in 2006 as well as
1,017 household pairs which are not within a 5 km radius of a retail bank branch in 2006
and 2010.

4 Travel distance, in contrast to linear distance, is the road distance between two locations as obtained
from Google maps. In our regression analysis we use travel distance thresholds of five kilometers as op-
posed to continuous measures of travel distance. This approach reflects the idea that the transaction
costs of using a bank account depend on whether a household is within walking, cycling or local public
transport distance of a bank branch or not. As robustness tests, we employ different travel distance cut-
offs (10 km, 20 km) and find our main results to hold in these specifications as well.
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4. Results

Brown et al. (2012) examine three questions in their empirical analysis: Do more house-
holds have a bank account in regions where ProCredit Bank has opened a branch com-
pared to locations where it has not opened a branch (Volume effect)? Is ProCredit Bank
more likely to open new branches in regions with a higher share of low-income or infor-
mal-income households (Location effect)? Does proximity to a ProCredit Bank branch in-
crease the use of bank accounts more for low-income and informal-income households
than it does for high-income and formal-income households (Composition effect)?

4.1 Volume and location effect

Table 2 presents univariate results for the Volume effect based on a difference-in-differ-
ence analysis. For each household pair in our synthetic panel we calculate the change in
the use of a bank account between 2006 and 2010. We then compare the average change
in account of those pairs for which a new ProCredit branch was opened within a radius of
5 km to those pairs for which a new ProCredit branch was not opened within a radius of
5 km. This comparison is conducted separately for household pairs which are close to a
retail bank and households which are not close to a retail bank.

The first row of Table 2 presents results for household pairs which are close to a retail
bank (in 2006 and 2010). The difference-in-difference results suggest that the use of bank
accounts increased by 24 percentage points more in regions where a new ProCredit branch
was opened in addition to an existing retail bank branch. The second row of Table 2
presents results for household pairs which are not close to a retail bank in 2006 or 2010.
Here, the difference-in-difference estimate shows that the use of bank accounts increased
by 41 percentage points more in areas without a retail bank, but where ProCredit Bank
opened a new branch between 2006 and 2010.

The Table 2 results suggest that the volume effect of microfinance branches is signifi-
cantly lower in regions where a retail bank branch is present compared to regions where
the retail bank is not present. However, the results for the subsample where the retail
bank is not close have to be interpreted with care because of the low number of pairs
which are located in areas with new ProCredit branches (only 30 observations).’

To examine the Location effect of microfinance banks, Brown et al. (2012) relate Pro-
Credit Bank’s location decision for opening new branches between 2006 and 2010 to the
socioeconomic characteristics of the regions (PSU) for which the LITS survey provides in-
formation in 2010. We relate the decision of ProCredit Bank to open a new branch within
5 km of a PSU to the share of low-income households, the share of households with infor-
mal income, the share of female-headed households and the share of Muslim households
in the PSU. To account for regional economic conditions we control for whether the PSU
is close to a regional economic hub (a town of more than 10,000 inhabitants) or not. We
further control, for whether the retail bank already had a bank branch in the region in
2006.

5 These univariate results are confirmed in a multivariate first-difference GLS regression that controls for
differences in all socioeconomic characteristics within household pairs that are not used in the matching
procedure and thus may vary across observation periods (e.g., household size, whether the survey re-
spondent has a university degree or owns a car, computer or mobile phone or has internet access).
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ProCredit close in | ProCredit not close Difference in
2010 in 2010 Difference (DiD)

0.2329%%* -0.0054 0.2383%%*
Retail bank close (0.0370) (0.0488) (0.0605)
(N=292) (N=185) (N=477)

0.5385*** 0.1302%** 0.4083***
Retail bank not close (0.1141) (0.0202) (0.1264)
(N=26) (N=991) (N=1017)

Notes: This table shows difference-in-difference estimates for account use (Account) for the subsample of
those households that are not close to a ProCredit branch in 2006. Households in 2006 are matched with
households in 2010 based on observables (ProCredit Bank close in 2006, Retail bank close in 2006, Town
close, Low income, Informal income). Standard errors and number of observations (N) are reported in
brackets. ***, ** * denote significance at the 0.01, 0.05 and 0.10-level. ProCredit close in 2006 (2010)
indicates that a ProCredit Bank branch is within 5§ km travel distance to household in 2006 (2010); Pro-
Credit not close in 2010 indicates that there is no ProCredit Bank branch within 5 km travel distance to
household in 2010; Retail bank close (in 2006) indicates that retail bank branch is within 5 km travel dis-
tance to household during the whole observation period (in 2006); Retail bank not close indicates that
there is no retail bank branch within 5 km travel distance to household during the whole observation peri-
od; Town close indicates that nearest town with more than 10,000 inhabitants is within 5 km travel dis-
tance to household; Low income indicates that household income is below country mean of 2006; Infor-
mal income indicates that survey respondent had no formal labor contract within the past 12 months.

Table 2: Volume effect

The economic rationale behind these variables is that the average socioeconomic condi-
tions in a PSU should affect the location decision of the microfinance bank. As we use av-
erage PSU indicators for 2010 we account for the expected future economic conditions in
a region which should drive the bank’s location decision between 2006 and 2010. We find
some evidence for a location effect of this microfinance bank: In those regions where a re-
tail bank is already present, ProCredit Bank was more likely to open a branch where in-
come levels are lower.®

Taking the volume and location results together, these effects suggest that the expansion
of the ProCredit branch network should have led to a disproportionate increase in the use
of bank accounts among low-income households as compared to high-income households.
We study the extent of this composition effect in the next section.

4.2 Composition effect

Table 3 presents univariate results for the Composition effect based on a difference-in-
difference analysis. Replicating our analysis in Table 2 we compare the average change in
account of household pairs for which a new ProCredit branch was opened between 2006
and 2010 to those pairs for which a new ProCredit branch was not opened. We conduct
this comparison again separately for household pairs which are close to a retail bank

6 We also use this location decision regression as the first stage in a two-stage instrumental variables ana-
lysis to yield unbiased estimates of the volume effect. We thereby take into account the empirical con-
cern that ProCredit Bank may have opened branches in those regions which experienced a strong aggre-
gate increase in economic activity and use of retail bank accounts and thus that the observed correla-
tion between account use and bank proximity may be due to reverse causality. The analysis does not
indicate that our results are driven by reverse causality.
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(Panel A) and households which are not close to a retail bank (Panel B). Within each pan-
el, we now compare the impact of new ProCredit branches for low-income and informal-
income households to the impact for high-income and formal-income households.

ProCredit close in ProCredit not Difference in Difference in Differ-
2010 close in 2010 Difference ence in Difference
0.3500%** -0.0303 0.3803%%*
Low income (0.0812) (0.0592) (0.1133)
(N=100) (N=33) (N=133) 0.2084
(0.1466)
0.1720%** 0.0000 0.1719** (N=477)
High income (0.0465) (0.0568) (0.0727)
(N=192) (N=152) (N=344)
0.2513%%* 0.0169 0.2344%%*
Informal income (0.0477) (0.0589) (0.0761)
(N=187) (N=118) (N=305) -0.0104
(0.1262)
0.2000%** -0.0448 0.2448** (N=477)
Formal income (0.0581) (0.0862) (0.1001)
(N=105) (N=67) (N=172)

Panel A: Retail bank close

Difference in

ProCredit close in ProCredit not Difference in Diff. .
2010 close in 2010 Difference ]1) crence in
ifference
0.5000%** 0.1269%** 0.3732%
Low income (0.1890) (0.0296) (0.2139)
(N=8) (N=410) (N=418) -0.0498
(0.2736)
0.5556%** 0.1325%** 0.4230%** (N=1017)
High income (0.1451) (0.0275) (0.1583)
(N=18) (N=581) (N=599)
0.5000%** 0.1294% %% 0.3706%*
Informal income (0.1457) (0.0238) (0.1537)
(N=18) (N=734) (N=752) -0.1221
0.2744
0.625%* 0.1323%** 0.4927%* (N=1017)
Formal income (0.1830) (0.0385) (0.0380)
(N=8) (N=257) (N=265)

Panel B: Retail bank not close

Notes: This table shows difference-in-difference estimates for account use (Account) for the subsample of
those households that are not close to a ProCredit branch in 2006. Households in 2006 are matched with
households in 2010 based on observables (ProCredit Bank close in 2006, Retail Bank close in 2006,
Town close, Low income and Informal income). Standard errors and number of observations (N) are re-
ported in brackets. ***, **_* denote significance at the 0.01, 0.05 and 0.10-level. ProCredit close in 2006
(2010) indicates that a ProCredit Bank branch is within § km travel distance to household in 2006
(2010); ProCredit not close in 2010 indicates that there is no ProCredit Bank branch within 5 km travel
distance to household in 2010; Retail bank close (in 2006) indicates that retail bank branch is within 5 km
travel distance to household during the whole observation period (in 2006); Retail bank not close indi-
cates that there is no retail bank branch within 5 km travel distance to household during the whole obser-
vation period; Town close indicates that nearest town with more than 10,000 inhabitants is within 5 km
travel distance to household; Low (High) income indicates that household income is below (above) coun-
try mean of 2006; Informal income indicates that survey respondent had no formal labor contract within
the past 12 months, whereas Formal income indicates that survey respondent had a formal labor contract
within the past 12 months.

Table 3: Composition effect
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The results in Table 3, Panel A confirm that in regions where a retail bank is already
present new microfinance bank branches are associated with a stronger increase in the use
of bank accounts among low-income households. The reported estimates suggest that a
new ProCredit branch increases the use of bank accounts among low-income households
by 35 percentage points while the corresponding effect for high-income households is only
17 percentage points. By contrast, there seems to be a much smaller difference in the im-
pact of new ProCredit branches on informal-income households (25 percentage points) as
opposed to formal-income households (20 percentage points).

The results in Table 3, Panel B suggest that in regions where a retail bank is not present
new microfinance bank branches are associated with a similar effect among low-income
households (50 percentage points) and high-income households (56 percentage points).
There seems to be a stronger difference in the impact of new ProCredit branches on infor-
mal-income households (50 percentage points) as opposed to formal-income households
(63 percentage points). Actually, we observe a stronger increase in the use of bank ac-
counts among high-income and formal-income households when a retail bank is not
present.

Due to the low number of observations in many cells in Panel B our results for the sub-
sample of pairs which are not close to a retail bank should be interpreted with care. Nev-
ertheless, this analysis yields an interesting finding: The relative impact of a microfinance
bank on low-income households is stronger in regions where a retail bank is present com-
pared to regions where the retail bank is not present. The intuition behind this result is
that in the former regions high-income households already have access to bank accounts
through the retail bank, so that the incremental effect of the microfinance bank is
strongest for low-income households. By contrast, in regions without a retail bank both
high-income and low-income households benefit from the entry of the microfinance
bank.” This result can also be interpreted as indirect evidence that commercial microfi-
nance banks, such as ProCredit Bank, provide high-quality banking services that are at-
tractive and suitable for a wide range of customers, and not services of inferior quality for
poor people. Consequently, the impact of such microfinance banks might not only lie in
their ability to expand the frontier of finance but also in setting high quality standards in
providing services to the lower end of the market.

5. Conclusions

The commercialization of microfinance and the possibly resulting mission drift of MFIs
away from their original target groups of poor, female, and rural borrowers towards more
profitable but less deprived customers has been the subject of much debate among practi-
tioners, policy makers and academics. The existing empirical evidence suggests that mis-
sion drift in microfinance should not worry policy makers. While MFIs do seem to move
more upmarket as they become more mature, aggregate trends do not point to a substan-
tial reduction in social performance of the microfinance industry as a whole. Even at the
level of individual MFIs there does not seem to be a fundamental tension between finan-
cial and social performance.

7 Again, we find confirmation for our main results in a multivariate regression and when taking into ac-
count the location decision of the bank in the first stage.
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The above findings suggest that to enhance the sustainability of their interventions, bi-
lateral and multilateral donors should target their support to those institutions which are
financially sustainable. But, in times of budget cuts, how should policy makers justify pub-
lic support to an industry which seems to be able to achieve the desired social performance
without compromising financial performance? Continued public support to commercial
microfinance banks can only be justified if they provide social benefits above and beyond
those provided by ordinary commercial retail banks. This seems to be the case. In a recent
study we use household-level survey data for four countries in South-East Europe in 2006
and 2010 to show that microfinance banks do expand the frontier of finance as compared
to ordinary retail banks. Holding constant the presence of ordinary retail banks, we find
that microfinance banks are more likely to open new branches in regions where there is a
higher share of deprived (e.g. low-income and informally employed) households. In re-
gions where microfinance banks open new branches (compared to those where they do
not) we see a surge in the use of bank accounts, especially among low-income households.

These new empirical findings have implications for policy makers who aim to foster ac-
cess to financial services by supporting commercial microfinance banks. They confirm that
public investment in microfinance banks seems warranted even in emerging markets that
are served by relatively large retail branch networks of international banking groups.
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Serbia, 2006
ProCredit, Komercijalna and PSU

+ Komercijalna Bank
x ProCredit Bank
® Primary Sampling Unit (PSU)
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Serbia, 2010

ProCredit, Komercijalna and PSU

+ Komercijalna Bank
x ProCredit Bank
® Primary Sampling Unit (PSU)

Appendix 1: Serbia: Bank and household locations in 2006 and 2010
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