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Abstract. This paper examines empirically the relation between governance mechanisms and the performance of Euro-
Mediterranean microfinance institutions (MFIs) in terms of outreach and sustainability. Specifically, we found that perform-
ance-based compensation of managers is not associated with better performance of MFIs. The results identify trade-offs
between MFIs outreach and sustainability depending on larger board size, and on higher proportion of unaffiliated directors.
Moreover, the study shows that the more women there are on the board the better the performance, and reveals that external
governance mechanisms help MFIs to achieve better financial performance. This study also allows us to distinguish other
factors leading to better sustainability such as Regulation, and the use of individual lending methodology. However, the
MFTIs, active as NGOs, seem to be more consistent with their social mission than with their financial performance.
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1. Introduction

Microfinance is the provision of financial and non-
financial services to the poor who are excluded from
financial /credit markets because they are considered
unbankable. Indeed, microfinance institutions have
evolved primarily as a consequence of the efforts in-
dividuals and assistance agencies have committed to
the idea of ensuring that the poor people have access
to some form of credit. The majority of MFIs! claim
having a dual mission of reaching poor borrowers (out-
reach), and being financially sustainable (sustainability).

While the social goals of reaching the poorest and pov-
erty alleviation are valid, financial sustainability has
emerged as one of the core management and govern-
ance issues. The shrinking resources base for donor
funds to support the increasing demand for grants and
soft loans implies that MFIs will eventually have to
support themselves (Ledgerwood 1999). However,
their sustainability will focus on governance structures
within the industry. Indeed, as Labie (2001) observes,

I Microfinance Institutions

in the last decade corporate governance principles have
imposed themselves as the basic rules for any well-run
company to follow. The trend has however transcended
from traditional business companies but now is part of
the globalization process often seen as a tool for stand-
ardizing the controlling vision for any major organiza-
tion in the world. The drive towards Governance has
been propelled by a number of factors, particularly the
collapses of some of the major players in the Industry,
the influx of private Equity and fall in donor funding.

Governance is about achieving corporate goals. The
fundamental purpose of MFIs is to contribute to a
country development. This involves reaching out to
more clients, especially the poor (Helms 2006; John-
son et al. 2006). Not least but now growing in impor-
tance, especially among donors, is the requirement that
MEFTIs achieve financial sustainability.

Microfinance practitioners assert that good governance
is the key to a successful MFI (Campion 1998; Rock
et al. 1998; Labie 2001; CGAP 2006; Helms 2006;
UN 2006). In spite of these observations, only few
studies have focused on governance and the examina-
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tion of the linkage of various governance mechanisms
and performance (McGuire 1999). It seems relevant
to examine closely the role of various governance
mechanisms since MFIs managers control significant
resources. Except the study of Hartarska (2005), and
those of Mersland and Strem (2007), and Cull et al.
(2007), no more studies attempt to shed light on the
link between governance and performance, especially
in the Euro-Mediterranean countries, although it is a
very active zone with a microfinance industry quite
diverse (NGO?, NBFI3, Bank) where actors should
simultaneously pursue the most effective way of real-
izing their social objective while achieving superior
levels of profitability.

While exploiting a recently conducted survey by the
author in order to study the efficiency of MFIs in Medi-
terranean countries, the annual financial reports of the
microfinance institutions, and other relevant informa-
tion collected from Microfinance Information Ex-
change (MIX), this paper aims to investigate the link
between governance and Euro-Mediterranean MFIs’
performance in terms of outreach and sustainability
since governance guides an institution in fulfilling its
corporate mission and protects the institutions assets
over time. As Rock et al. (1998) notes it is the key
to guiding management in strategic issues and carry-
ing out the agreed upon strategic plans. The empirical
model explores the joint and individual effect of man-
agement compensation, board diversity, and external
governance mechanisms on both MFI sustainability
and the depth and breath of outreach while controlling
for individual characteristics and, as well as country’s
specific factors. The results show that performance-
based compensation does not improve performance.
MFIs with larger boards seem to do better. More in-
dependent boards are more effective, however. Board
diversity (Higher proportion of women) seems to amel-
iorate the outreach. External governance mechanisms
especially auditing and regulation improve the finan-
cial sustainability.

The remainder of this paper is organized as follows.
Section 2 deals with the research context. Section
3 briefly reviews the few related studies. Section 4
presents the conceptual framework as well as work-
ing hypothesis. Section 5 looks at data description and
methodology. Section 6 discusses the empirical find-
ings, and Section 7 draws conclusions emanating from
the findings.

2 Non-Governmental Organisation

3 Non-Financial Bank Institution
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2. Microfinance in Mediterranean

Experience throughout the world has proven that mi-
crofinance helps the poor to increase income, build
their business, and secure their future by reducing their
vulnerability to external shocks. Furthermore, micro-
finance is often a powerful tool for empowering the
poor, especially women, to take charge of their eco-
nomic well-being and those of their families.

The Euro-Mediterranean region consists of 21 coun-
tries. The microfinance industry in this zone is young
with high growth potential. Currently, it is estimated
that there are over sixty microfinance institutions
(MFIs & NGOs), and a potential of numerous other in-
stitutions producing credit to poor microentrepreneurs
(Bassem 2008). The majority of these programs are
south of the Mediterranean (Egypt, Jordan, Lebanon,
Morocco, Palestine, Tunisia, and Syria). Programs also
exist in Spain, France, Italy, Kosovo, Albania, Bosnia,
and Croatia (Fig. 1).

Euro-Mediterranean MFIs aim to provide financial
services to low-income households, even the extremely
poor, in a participatory and non-paternalistic develop-
ment approach to the great interest of the donor com-
munity, policy makers, development researchers and
practitioners. According to the so-called “win-win”
proposition MFIs should combine the socials goals,
such as poverty alleviation and reaching poor house-
holds (outreach) with operational and financial self-
sufficiency (sustainability) based on access to interna-
tional financial markets independently from interna-
tional development agencies. Therefore, MFIs should
simultaneously pursue the most effective way of real-
izing their social objective while achieving superior
levels of profitability.

The region’s top MFIs are openly committed to best
practice microfinance. In terms of depth of outreach,
the sector has generally moved towards serving more
and more of the poor clients. According to FEMIP and
Sanabel, the Mediterranean represents a potential mar-
ket for the microfinance with nearly 40 million cus-
tomers, whereas currently only 9 million people profit
from the financial assistance of the companies operat-
ing in this sector. The number of borrowers increased
by more than 43% per annum between 2004 and 2006,
against 20% on a worldwide scale, an indication that
the sector as a whole is reaching more of the marginal-
ized in the society. The region’s top MFIs have proven
also to have excellent leadership abilities, impressive
outreach and growth, as well as a commitment to best
practice microfinance. Furthermore, it is estimated that
around 85% of the region’s active clients are served by
sustainable MFTIs.
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3. Literature review

Governance in microfinance has been recognized to be
an important issue. However, the biggest problem to
microfinance practitioners has been balancing the dual
mission of outreach and sustainability. The changing of
microfinance environment has shown a move towards
sustainability ultimately leading to governance issues
as donor funds shrink and equity inflows increase in
the microfinance sector. Microfinance institutions have
therefore embraced boards and adopted principles of
corporate governance to ensure their survival.

Investigating the link between good governance and
the performance of MFIs in terms of outreach and sus-
tainability is crucial since governance guides an insti-
tution in fulfilling its corporate mission and protects
the institution assets over the time. However, there is
a limited amount of academic studies dealing with this
subject, partly due to the lack of data.

While using three surveys of rated and unrated East
European MFIs from three random samples in the pe-
riod 1998 to 2002, Hartarska (2005), investigates the
relation between governance mechanisms and financial
performance. Financial performance and outreach con-
stitute dependant variable dimensions and governance
mechanisms include board characteristics, managerial
compensation, and external governance mechanisms
such as rating, financial statements audited, and su-
pervision. The author finds that performance-based
compensation of managers is not associated with
better performing MFIs; lower wages suggested for
mission-driven organization worsen outreach. She also

4 This figure quotes the most famous MFIs in the Mediterranean
region.

identifies that a more independent board has the better
ROA, but the board of employee directors gives lower
financial performance and lower outreach. Finally, the
author concludes that external governance mechanism
seems to have a limited role in the study region.

In a recent study, Mersland and Strem (2007), use a
self-constructed global data set on MFIs spanning 57
countries collected from third-party rating agencies.
The authors study the effect of board characteristics,
ownership type, competition and regulations on the
MFTIs outreach to poor clients and its financial per-
formance. They found that split roles of CEO Chair-
man, a female CEO, and competition are an impor-
tant explanation. Moreover, the authors found that the
larger board size decreased the average loan size, while
individual guaranteed loan increased it. Finally, they
conclude that there is no difference between non-profit
organizations and shareholder firms in financial per-
formance and outreach.

The third study was conducted by Cull ef al. (2007)
looking at MFIs financial performance and outreach as
well, with a focus on lending methodology?, control-
ling for capital and labour cost as well as institutional
features. While using the data from 124 rated MFTIs,
the authors found that MFIs which focus on providing
loans to individuals perform better in terms of prof-
itability. Yet, the fraction of poor borrowers and fe-
male borrowers in the loan portfolio of these MFIs is
lower than for MFIs which focus on lending to groups.
The study suggests also that individual-based MFIs,

5 Lending methodology refers to the way loans are given. Indi-
vidual loans, group loans, and village banks (which are bigger
groups that often have wider objectives than to serve as a guaran-
tee mechanism only) are the categories used.
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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. However, no governance
variables, such as board characteristics or ownership
type are taken into consideration.

The limited academic investigation into the link be-
tween governance mechanisms and performance of
MFIs in terms of outreach and sustainability, and the
fact that other governance mechanisms such as the
proportion of women in the board remain unexplored
justify the importance of a similar study in the Euro-
Mediterranean zone, characterized by a very active
and quite diverse microfinance industry, that complete
former studies.

4. Conceptual framework
and working hypothesis

While focusing on the microfinance field, the govern-
ance can be defined as the process of guiding an insti-
tution to achieve its objectives while protecting its as-
sets. It refers to the mechanisms through which donors,
equity, investors, and other providers of funds ensure
themselves that their funds will be used according to
the intended purposes (Hatarska 2005). The presence
of these control mechanisms is crucial either to align
the interests of managers and providers of funds since
they may have diverting preferences and objectives, or
to monitor the performance of managers to ensure that
they use their delegated power to generate the highest
possible returns for the providers of funds. This notion
comes from the agency perspective. It found its origins
in the work of Jensen and Meckling (1976) who assim-
ilate the firm to a node of contracts. The explanatory
model of the structures of financing and shareholding
is founded on the assumption of asymmetry of infor-
mation and conflicts of interests between managers and
providers of funds. According to Jensen and Meckling
(1976), agency relationship is a contract under which
“one or more persons (principal) engage another per-
son (agent) to perform some service on their behalf,
which involves delegating some decision-making
authority to the agent” ©. In this case the relation of
agency will relate the principal (owner) and his agent
(manager), this last being engaged to serve the interests
of the first. From these relations the concept of agency
costs emanates, costs which result from the potentially
opportunist character of the actors (moral hazard) and
information asymmetry between the contracting parties

6 Jensen, M. C.; Meckling, W. H. 1976. Theory of the firm: mana-
gerial behaviour, agency costs, and ownership structure, Journal
of Financial Economics 3: 305-350.
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(adverse selection). These agency costs represent the
loss in value compared to an ideal situation where there
is no information asymmetry and conflict of interests.
According to the theorist of agency, an organisation is
considered efficient if it minimises the agency costs.
This purpose can be intended through an effective gov-
ernance mechanism.

According to Keasey et al. (1997), the most impor-
tant features of an effective governance framework
are ownership structure (including institutional and
managerial ownership), CEO (manager) and director
(board member) remuneration, board structure (size
and composition), auditing, information disclosure,
and the market for corporate control. Usually, research
literature related to this field use partial measures. In
other words, governance studies treat separately the
impact of each variable such as compensation, board
size, independence and diversity, and external mar-
ket forces on firm performance. However, since lat-
est studies (Hermalin and Weisbach 2003) identify the
complementarities, and the correlation between these
mechanisms, this study will investigate the impact of
the majority of these mechanisms excluding ownership
due to lack of data on ownership structure.

The most important attribute that distinguishes micro-
finance institutions from others is what has come to
be called its dual mission of balancing a social agenda
or social impact with its financial objectives. The MFI
combines a social development mission (provision of
financial services to the lowest income population pos-
sible), with financial objectives that drives the institu-
tion to achieve self-sufficiency and thereby accomplish
sustained service delivery without dependence on sub-
sidies. These dual objectives (social: outreach, and fi-
nancial: sustainability) make difficult the study of gov-
ernance of MFIs, especially with their different types:
Non-profit, Non-Governmental Organizations (NGOs),
For-profit Microfinance Institutions, Credit Unions.
This challenge is surmounted by formulating and test-
ing hypothesis based on insights from the literature on
corporate governance, former studies (Hartarska 2005;
Mersland and Strem 2007; Cull ef al. 2007), govern-
ance in banks and in Non-profit organizations, and by
estimating the impact of the governance mechanisms
on both sustainability and outreach.

4.1. Internal governance mechanisms

The incentives of top management have been character-
ized as an important mechanism of corporate govern-
ance as it ensures the alignment of the management
with the shareholders interest (John ef a/.2004). In other
words, it serves as a mechanism for resolving the con-
flict of interests between the managers and shareholders.
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Brick et al. (2006) highlighted that director compensa-
tion should also affect performance of a firm. With re-
gard to banking institutions, higher-powered incentives
may encourage managers to take higher risks at the ex-
pense of depositors, who would suffer if the institution
fails; thus, low pay-performance sensitivity is suggested
(John, T.A. and John, K. 1993). In fact, it is proved by
Adams and Mehran (2003), Houston and James (1995),
John and Qian (2003), that pay-performance sensitivity
in banking is lower than in other industries.

Since in non-profit firm there is a growing problem of
informational asymmetry between clients and manag-
ers (i.e., managers possess much crucial information
about the product), it seems that the fixed management
salaries is the best choice for mission-driven organiza-
tions (Easley and O’Hara 1998). With the fixed sala-
ries, the managers, indifferent between telling the truth
or lying, will find it to their benefit to tell the truth.
Therefore, if the client and donors find the informa-
tion provided by non-profit managers more credible,
the firm will be better-funded and better-performed.

Hypothesis 1. MFIs whose manager receives a fixed
salary will not perform worse than MFIs whose man-
agers receive performance based remuneration.

Most guidelines recognize that the board of directors is
the focal point for corporate governance. The composi-
tion and structure of the board have a direct bearing on
corporate governance. Board of directors is designated
for the purpose of ensuring the alignment of the firm
activities with its specified objectives. The board has
the duty for making sure that the top managers are
behaving in a way that will provide the optimal value
for shareholders (Coles et al. 2001).

There is a view that larger boards are better for corpo-
rate performance because they have a range of exper-
tise to help to make better decisions, and are harder for
a powerful CEO to dominate. However, recent thinking
has leaned towards smaller boards. Jensen (1993), Lip-
ton and Lorsch (1992) argue that large boards are less
effective and are easier for a CEO to control. When the
board gets too big, it becomes difficult to co-ordinate
and process problems. Smaller boards also reduce the
possibility of free riding by individual directors, and
increase their decision taking processes. Empirical
research supports this. For example, Yermack (1996)
documents that for large U.S. industrial corporations,
the market values firms with smaller boards more high-
ly. Eisenberg et al. (1998) also find negative correlation
between the board size and profitability when using a
sample of small and mid-size Finnish firms. In Ghana,
it has been identified that small board size enhances the
performance of MFIs (Kyereboah-Coleman and Biekpe
2005). Mak and Yuanto (2003) echo the above findings

in firms listed in Singapore and Malaysia when they
found that firm valuation is highest when the board has
five directors, a number considered relatively small in
those markets. In a Nigerian study, Sanda ez al. (2003)
found that, firm performance is positively related with
small, as opposed to large boards.

Hypothesis 2. Board size should have an inverse cor-
relation with MFIs performance

The third common monitoring mechanism advocated
by the agency perspective is the board composed of a
majority of independent directors. These non-executive
or “outside” directors are believed to provide superior
benefits to the firm as a result of their independence
from firm management. Under this organizational de-
sign, conflicts of interest can be avoided and executive
leaders can be evaluated more objectively.

The literature suggested that increases in the proportion
of outside directors on the board should increase firm
performance as they are more effective monitors of
managers (Adams and Mehran 2003). The proportion
of the outside directors can be measured in terms of
the ratio of outside directors to board size. The positive
aspect of having board independence was evidenced
in the study by Byrd et al. 2001, that highlighted the
survival of firms in the thrift crisis due to greater pro-
portion of independent directors on the board. Kyere-
boah-Coleman and Biekpe (2005) also found a positive
relationship between the proportion of outside board
members and performance of MFIs in Ghana.

Hypothesis 3. MFis performance will be affected posi-
tively by the proportion of non-affiliated outsiders on
the board.

Corporate governance literature argues that board di-
versity in terms of women and minority representation
is potentially positively related to firm performance.
Board diversity promotes a better understanding of the
marketplace, increases creativity and innovation, pro-
duces more effective problem solving, enhances the
effectiveness of corporate leadership, and promotes
effective global relationships (Robinson and Dechant
1997). Fondas and Sassalos (2000) argue that diversity
in board composition via greater female representa-
tion will lead to improved board governance and top
management control. In microfinance, the study of Ky-
ereboah-Coleman (2006) shows that having women in
CEOs on MFI boards enhance performance, and also
the more women there are on the board, the better the
performance. Furthermore, having a high fraction of
women in the board would help the MFI understand its
customers better so as to separate the good risk from
the bad (Mersland and Strem, 2007).

Hypothesis 4. Board diversification and the presence
of women will lead to a better performance of MFI
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Another principle of effective bank supervision is ef-
fective internal audit. Internal audit helps to identify
problem areas and to avoid major collapse. The in-
ternal board auditor provides independent, objective
assessment of the appropriateness of the organization’s
internal governance structure and the operating effec-
tiveness of specific governance activities. Reporting
of all internal audit reports in the accurate and timely
manner is essential for evaluation of the institution’s
status and need for any change in strategy. Policy pa-
pers for MFIs stress the importance of internal audit
and recommend that the internal auditor reports di-
rectly to the MFI board (Steinwand 2000).

Hypothesis 5. MFI allowing their internal auditors to
report directly to the board should show higher finan-
cial performance.

4.2. External governance mechanisms

The external governance mechanism can be imple-
mented as a result of the failure or the weakness of
internal governance mechanisms. In the microfinance
industry donors and creditors are increasingly relying
on information from audited financial statement and
rating agencies (Hartarska 2005). These external gov-
ernance mechanisms are an important mechanism that
provides depositors, creditors and shareholders with
credible assurances that they will refrain from fraudu-
lent activities. In other words, it reduces informational
asymmetries between the different stakeholders and
the firm (Healy, Palepu 2001).

Audited financial statements are an important tool
for the assessment of MFIs by regulators and capital
markets. They form an important part of the effective
corporate governance. The auditor’s role is to provide
a disinterested and objective view whether the finan-
cial statements on the MFI are in line with generally
accepted accounting standards. It is a means to ensure
potential investors and donors that MFI complies with
the accounting practices and managers do not misrep-
resent financial information.

Hypothesis 6. MFIs with financial statement audited
achieve better performance than MFIs without finan-
cial statement audited.

According to Hartarska (2005), in the absence of de-
veloped equity and debt market, donors and investors
rely on independent evaluation of MFIs performance.
A MFIs rating reflects a rating agency’s opinion of en-
tity’s overall creditworthiness and its capacity to sat-
isfy its financial obligations. The raters evaluate objec-
tively and independently the corporate governance in
MEFT and rank it on a relative rating scale that would
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facilitate comparison. Unlike typical rating agencies
that rate the riskiness of issued debt, microfinance rat-
ing agencies rate the overall performance of the MFI
in terms of outreach and sustainability.

Hypothesis 7. Rating helps MFIs to achieve better
results

Many MFIs around the world operating as NGOs
have increased their assets, reorganized, and trans-
formed into regulated entities that can capture savings
deposits. A regulated MFI has more chance to earn
customer trust, and, by the way, to have a higher fi-
nancial performance. Hence, regulation is crucial for
microfinance sector development since it affects MFI
performance by changing the internal rule of the or-
ganization. It implies the access to an important and
low-cost funding source through the right to mobilise
savings. Due to this effect, the MFI wins the oppor-
tunity to increase the number of clients, but also to
increase average loan amounts for existing borrowers.
Moreover, if demands to fulfill regulatory requirements
divert attention away from serving the poor, and hold
back innovation in lending technology that has been
the driving force behind MFIs’ ability to serve even
poorer borrowers, regulatory involvement will lead to
“mission-drift” (Hartarska 2007). Therefore, the effects
upon depth and breadth in outreach may be uncertain
as well, either upon depth or breadth, or a combination
of the two (Mersland, Strom 2007).

Hypothesis 8. Regulation may guide the MFIs to fulfill
better sustainability, but not to achieve better outreach.

5. Data and methodological issues

Data for this study are obtained from various sources.
The major part comes from the survey conducted by the
author in 2006 in order to test the efficiency of micro-
finance institutions in Mediterranean (Bassem 2008).
The performance variables and some governance vari-
ables are also obtained from the annual financial re-
ports of the microfinance institutions collected from
Microfinance Information Exchange (MIX), a non-
governmental organization whose object is to promote
the exchange of information on the microfinance sector
around the world’. All this information is updated and

7 Informations on the MIX are available on the Web site www.
themix.org. The data bases on the MFIs are accessible by the mix-
market, an online data base accessible from the MIX site. Mix Mar-
ket, known formerly under the name of “Virtual Market of Microfi-
nance” was initiated jointly by the UNCTAD and the Government
of Luxembourg. In 2001, it was taken in charge by the Consultative
Group to Assist the Poor (CGAP), a consortium of backers which
works for the development of Microfinance in the world.
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completed by a questionnaire dealing fundamentally
with detailed questions on governance addressed to the
MFTIs in the region. The response rate was 58% with
40 institutions.

A special questionnaire was also addressed to the Med-
iterranean microfinance institutions that don’t figure in
the MIX MARKET data base. The response rate for
these MFIs was weak and near 20%, with four institu-
tions. Due to missing data, only two institutions are
taken into account. The final sample comprises 42 in-
stitutions working in 21 countries. Our sample is quite
representative of the Mediterranean microfinance in-
dustry as well as of the governance mechanisms and
the performance of MFIs in the region.

Following Hartarska (2005) works, our empirical
model used to test the hypotheses includes five major
potential groups of determinants and takes the form:

Py = o9t BiSy,t B My, + B3 B

i tB4EG, +BsM;+e

it it
where Pijt is a performance variable for MFI j, in coun-
try j, at time #; Sj; are MFI specific variables; M;;, are
management specific variables; B;;, are board-specific
variables, EGy;, | are external governance mechanisms;
and MI;, are the country-specific macroeconomic var-
iables. It is crucial to mention at this level that our
choice of a single-equation model is supported by the
hypothesis that various governance mechanisms are
endogenously determined is not always supported by

empirical evidence®.

Since MFIs are special institutions having a dual mis-
sion, their performance is measured in terms of out-
reach and sustainability (Table 1). Outreach is meas-
ured in breath and depth. Breath of outreach (NAB) is
the logarithm of active borrowers, depth of outreach
(DEPTH?) is the average loan size on GDP per capita.
Sustainability is measured by return on assets (ROA)
which is a standard finance literature measure of per-
formance, and by operational self-sufficiency (OSS).
This variable measures how well the MFI can cover its
costs through operating revenues.

MFTI specific variables (S;;,) are: MFI size measured
by the logarithm of total assets; MFI age measured in

8 Although the properties of the Hausman test for endogeneity
are not well understood in small samples, this test does not indi-
cate that the individual governance mechanisms are endogenous
(Wooldridge 2002).

9 The higher the value of DEPTH, the less poor clients are be-
ing served. Therefore from a poverty-alleviation perspective, a
smaller value of this variable is preferred.

Table 1. Definitions of dependent variables used
in analyses

Variable Explanation

Social Performance:

Outreach

NAB Logarithm of the number
of current borrowers

DEPTH The average loan size on
GDP per capita

Financial Performance:

Sustainability

ROA Return On Assets

oss Operational Self-Sufficiency

years since commencement, and MF/ fype measured
by three dummies (NGO, Non-bank Financial Institu-
tion, and bank). Since further studies (Navajas et al.
2003) show that the type of lending methodology used
influences the success of these organizations, our study
includes a variable /ndividual which is a dummy that
takes the value of one if the MFI used individual lend-
ing technology.

Variables built-in M;;, (Table 2) are: Fixed-wage, which
is a dummy for pay not based on performance, Ex-
perience that is used as proxy for the manger’s qual-
ity and is measured by the years of work experience.
The board-specific variables Bj;, contain: Board-size,
measured by the number of board members; /nde-
pendent, measured as the proportion of non-affiliated
board members; Women, measured as the proportion
of women on the board; Internal Board Auditor is a
dummy variable that takes the value of one if there
was an internal auditor with direct access to the board.

The variables included in EG;, | are: Regulation,
which is a dummy that takes the value of one if the
MFI was supervised by the central bank or other bank
supervisory agency; Rated is a variable that indicates
whether the MFI was subject to independent evalua-
tion or rating by an outside organization; Audited is a
dummy that also takes the value of one if there was an
audited financial statement in the year t-1.

Since MFIs are issued from north and south of the
Mediterranean, the dissimilarity in economic condi-
tions across countries are controlled by the size of the
economy (Economy size), measured by the logarithm
of a country’s GDP, and by the average inflation rate
(Inflation), measured by the average consumer price
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Table 2. Definitions of independent variables used in analyses

Variable Explanation
Fixed-wage A dummy being one if the manager receives a fixed salary
Experience The number of years of experience of the manager
Board-size Number of board members
Independent The proportion of voting board members who do not have an affiliation with any of the
stakeholders of the MFI
Women The proportion of the women on the board

Internal board auditor

A dummy being one if internal board auditor reports directly to the board

Audited A dummy that equals one if the financial statement of the MFI is audited and zero otherwise

Rated A dummy that equals one if the MFTI is rated by a specialized MFI rating agency and zero
otherwise

Regulation A dummy being one if the MFI is regulated by banking authorities

Individual A dummy that equals one if the MFI used individual lending methodology and zero otherwise

MFI age Number of years since the commencement

MFI size Logarithm of the total assets of the MFI

NGO The MFI is an NGO

NBFI The MFI is an non-financial bank institution

Bank The MFTI is an bank

Inflation Average annualized consumer price index

Economy size

Logarithm of total GDP (Gross Domestic Product of the country) for the year t

index. These variables are issued from the World Bank
Development Indicators. We wanted also to build a
variable that would take account of the institutional
differences between countries but we did not find an
adequate measure.

The descriptive statistics for this study are shown in
Table 3. Notably, we have complete records of data
for only 42 institutions. The performances of Microfi-
nance Institutions are widely spread. On average, the
MFIs recorded a return on assets of 5,935%. While
the minimum was — 7.58%, the maximum perform-
ance was 33% indicating a widely spread performance.
Similarly, the studied MFIs have on average an Opera-
tional Self-Sufficiency of 85.41% with respectively a
minimum and a maximum of 20.345% and 143.33%.
With regard to the DEPTH, the average value of rela-
tively weak 220 indicate that the poor borrowers are
very well served.

On average, the MFIs managers have 8.4 years of ex-
perience and 82.4% of these managers are receiving a

38

Fixed-wage. On average, 5 persons serve on the board
of an MFI and a standard deviation of 3,32 coupled
with a maximum board size of 16 members and a
minimum board size of 4 members suggest that these
boards are widely dispersed. The unaffiliated directors
represent on average 45% of the board members. The
descriptive statistics also indicate that on average 39%
of all boards are made up of women.

In our sample, around half of the MFIs have an inter-
nal auditor reporting directly to the board. Moreover,
81% of the MFIs studied have their financial statement
audited and 37% of the MFIs forming the sample are
rated. The result also shows that 42% of the institutions
are regulated, and the individual lending technology
constitutes 73% of the cases. The average age standing
for the MFI is about 3 years. The NGOs represent 59%
of our sample, however, the NBFI and Bank represent
respectively 17% and 9% of the sample. Finally, the
average inflation rate in all the countries subject to the
study is about 16%.
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Table 3. Descriptive statistics (N = 42)

Variable Mean Standard Deviation Min Max
ROA 5.935 23.12 —7.58 33
OSS 85.41 20.345 143.33
NAB 8.238 45.11 2.34 45.23
DEPTH 220 111 654
Fixed-wage 0.824 0.578 0 1
Experience 8.4 16.12 2 11
Board-size 5.82 4 16
Independent 0.457 0.245 0 0.213
Women 0.398 0.367 0 0.453
Internal board auditor 0.478 0.532 0 1
Audited 0.812 0.634 0 1
Rated 0.376 0.512 0 1
Regulation 0.423 0.675 0 1
Individual 0.732 0.479 0 1
MFTI age 3.254 2.349 4 17
MFI size 17.634 2.115 7.311 23.546
NGO 0.598 0.463 - -
NBFI 0.178 0.234 - -
Bank 0.098 0.127 - -
Inflation 0.164 0.254 0.023 0.328
Economy size 19.34 2.278 12.432 34.897

Source: Authors’ estimates

6. Discussion of findings

As shown in Table 4 dealing with the estimation of the
impact on sustainability and outreach, our first hypoth-
esis stipulating that the remuneration system (perform-
ance-based compensation or fixed salary) is confirmed.
The coefficient of Fixed-wage is not significant in any
of the specifications. This result confirms former find-
ings, such as Hartarska (2005) and can be attributed
to the fact that MFIs managers may have not reacted
to performance-based compensation offered during the
study period.

Managerial qualifications as shown by the positive and
significant sign of Experience in the OSS and NAB
regressions as well as the enviable negative and sig-
nificant coefficient in the DEPTH indicate that the ac-
quired experience allows MFIs managers to reach poor
borrowers and produce better sustainability.

Board size is rather positively related to ROA, OSS,
and NAB suggesting to the contrary that MFIs with
larger boards seem to do better. The results reduplicate
our second hypothesis and confirm studies that support
the view that larger boards are better for corporate per-
formance since members have a range of expertise to
help to make better decision, and are harder for pow-
erful CEO to dominate. This is in sharp contrast to
finding by Jensen (1993), Lipton and Lorsch (1992),
Eisenberg et al. (1998), Sanda et al. (2003); however,
it confirms the finding of Kyereboah-Coleman (2006).
An important result of this study is the support for
the third hypothesis that MFIs with a higher propor-
tion of unaffiliated directors had better sustainability
(ROA & OSS) and also reach poor borrowers. This
result confirms previous works: Hartarska (2005), and
indicates that MFIs can also benefit from more inde-
pendent boards.
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Table 4. Regression Results of sustainability and outreach

Sustainability
ROA 0SS NAB DEPTH
Fixed-wage 2.76 1.38 —0.157 —0.356
(0.23) (1.02) (-0.47) (-0.36)
Experience 0.09 1.528 0.064 —0.024
(0.044) (9.72)%** (2.65)*** (3.22)***
Board-size 0.1927 0.1923 0.079 -0.028
(4.23)** (4.23)** (2.74)*** (0.61)
Independent 0.081 0.044** 1.528 -0.029
(2.21)** (1.54) 0.034 (1.93)*
Women 0.234 0.081 1.224%%* —0.567**
(2.18) (3.18) (0,09) (1.11)
Internal board auditor 0.94 0.061 2.34 0.34
(1.21) (0.42) (2.43) (0.09)
Audit 1.919%** 0.006** 0.003 -0.182
(0.203) (0.009) (0.002) (0.187)
Rating 0.006 0.033 0.138 -0.212
(0.009) (0.132) (0.071) (0.192)
Regulation 0.776%** 0.002%** -0.013 0.008
(0.161) (0.013) (0.054) (0.013)
Individual 0.348*** 0.009 0.024 -0.061
(0.075) (0.143) (0.055) (0.055)
MEFT age 0.174%** 0.168** 0.002%*** —0.018%**
(0.152) (0.072) (0.013) (0.137)
MFI size 0.033* 0,234%%* 0.012%* -0.125*
(0.132) (4.32) (0. 13) (0.432)
NGO -0.001 -0.109 0.003*%* —0.003***
(0.004) (0.084) (0.005) (0.005)
NBFI 0.059 0.417 0.003 -0.278
(0.013) (0.187) (0.009) (0.162)
Bank 0.19 0.271 0.102 0.023
(0.124) (0.238) (0.076) (0.301)
Inflation —0.196%** —0.020%** -11.915 -0.306
(0.025) (0.009) (1.814) (0.059)
Economy size -0.028 0.148 0.007** —0.006**
(0.008) (0.172) (0.002) (0.002)
Constant —3.2708** —3.2268** 0.2789 0.2962**
(-3.33) (-3.31) (2.11) (2.09)
Number of observations 42 42 42 42
World Statistics 79.23 83.34 92.12 89.37
Log pseudo-likelihood -168.93505 -146.57205 —123.87643 —178.34896
Pseudo R2 42 42 42 42

Absolute value of #-statistics in parentheses
*Significant at 10% level, ** Significant at 5% level, *** Significant at 1% level
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The results of the study confirm partially the fourth
hypothesis and show that board diversity (higher pro-
portion of women) improves social performance. This
is consistent with recent thinking and discussions
which point to the fact that governance reforms have
been geared towards the importance of gender diver-
sity, especially in the boardroom, and that the issue of
gender diversity is central and could enhance board
effectiveness by tapping broader talent pools for their
directors resulting in the more diverse board having
better relations with other stakeholders such as custom-
ers, suppliers, and employees (Ellis, Keys 2003) which
inevitably translate into performance and firm value
(Kyereboah-Coleman 20006).

Our fifth hypothesis is not confirmed by the empirical
results. Although the internal auditor reporting to the
board is the way to reach board governance with infor-
mation relative to internal firm governance, the results
indicate that the internal board editor seems not to have
any significant influence on MFIs performance. A simi-
lar result was found by Mersland and Strem (2007).

Although microfinance rating agencies rate the over-
all performance of the MFIs in terms of outreach and
sustainability, the empirical results show that this vari-
able does not have any significant influence on MFIs
performance. In addition, the study reveals that MFIs
having their financial statement audited achieve bet-
ter sustainability. These MFIs comply with accounting
practices and are able to reach higher levels of financial
performance.

Regulated MFIs do not reach more borrowers but ac-
cording to the results in Table 4, have significant and
positive ROA & OSS. Although this result is diverse
from past studies which did not find any relation be-
tween these two dimensions: Mersland and Strem
(2007), or found a weak relation: Hartarska (2005), it
brings the evidence that regulation may assure custom-
ers that they are treated fairly and this could lead to
more business and better financial performance.

Results indicate that the lending technology improves
considerably the financial performance of the MFIs.
This result can be attributed to the fact that the cost
argument is more important than the repayment argu-
ment for group lending or village bank. The supposed
efficiency in group lending does not hold in Mersland
and Strem (2007). From another point of view, it can
be justified by the new tendency toward the individual
microlending (Armendariz de Aghion, Morduch 2005),
since this methodology becomes highly recommended
(Armendariz de Aghion, Morduch 2000). This study
confirms well the study of Cull et al. (2007).

In conformity with the theory and former studies such
as Kyereboah-Coleman (2006), the age of the firm as
proxy for reputation impacts positively on performance
likewise the size of the MFI. Expectedly, the size of
MFT has a significant positive impact on performance.
This may be due to the fact that a large firm has the
ability to accommodate risk and to enhance produc-
tivity through diversification of products and services.
The study shows that NGOs are more efficient than
NBFI and show better social performance by reaching
the poor. It becomes clear that NGOs are more consist-
ent with their social mission than with their financial
performance. The results reveal also the significance of
controlling for crosscountry differences. The level of
inflation affects negatively the sustainability of MFIs.
Comparable results were found by Hartarska (2005), in
Central and Eastern Europe and the Newly Independ-
ent States. Finally, the study suggests that the economy
of big size affects outreach.

7. Conclusions and recommendations

This paper tests empirically the relationship between
corporate governance and Euro-Mediterranean MFIs
performance in terms of outreach and sustainability.
While using data from a self-conducted survey as well
as from the annual financial reports and from the Mix
Market, the study examines the impact of management
remuneration, board independence and diversity, in-
ternal auditor reporting directly to the board, exter-
nal governance mechanisms of control, and MFIs and
countries’ specifications. Results indicate that not all
known governance mechanisms affect performance
and in addition, different factors have the differential
effect on outreach and sustainability.

The study shows that explicit and implicit incentives
schemes such as compensation, perks, etc. become
less powerful and less able to motivate managers (De-
watripont, Tirole 1994). Results also show that larger
boards are better for MFIs performance since members
have a range of expertise to help to make better deci-
sion and are harder for powerful CEO to dominate.
Moreover, the study reveals that microfinance boards
with larger proportions of unaffiliated directors achieve
better results. Thus, independence of the microfinance
board should be encouraged.

The fundamental result of this study is that board di-
versity (higher proportion of women) enhances per-
formance and again the more women there are on the
board, the better the performance. Thus board diversity
is paramount for enhanced performance of microfi-
nance institution.

41



B. S. Bassem. Governance and performance of microfinance institutions in Mediterranean countries

Having financial statement audited, and being rated by
international agencies is synonym to a better financial
performance. It seems that external governance mecha-
nisms help MFIs to reach their financial performance.
This study allows us to distinguish other factors leading
also to a better sustainability such as Regulation and
the use of individual lending methodology. However,
the MFIs type (NGO) seems to be more consistent with
their social mission than with their financial perform-
ance. The microfinance institutions characteristics such
as age and size affect positively the performance, nev-
ertheless, the level of inflation has a negative impact
on the sustainability of MFIs.

Although this study brings some clarifications on the
link between the governance mechanisms and perform-
ance in microfinance, several governance mechanisms
remain unexplored such as CEO duality, graduate board
members, international directors, ownership structure.
Thus, it seems relevant to conduct more studies in or-
der to learn more about the impact of these governance
mechanisms on outreach and sustainability of MFIs not
only in the Euro-Mediterranean countries but also in
other parts of the world.
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