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How is this possible?



Why is not the microfinance market experiencing the same 
efficiency trend as other banking markets?



High operating costs pushes MFIs away from their
target clientele (Mersland & Strøm, 2010)



High operating costs drive the high interest rates in 
microfinance. Typical example of an MFI’s numbers

Basic accounting Example in % over 
portfolio

Interest and other income 
(Yield)

40%

- Funding costs 10%

- Operating costs 25%

- Provision costs (potential
losses)

3%

= Profit 2%



Why care so much about loan default?



Is there a u-curve in microlending?



Is there a u-curve in microlending?
An optimal level of default in relation to costs?
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Introduction Literature Data & 
Methodology Results

Research question:
Do non-performing 
loans influence 
operating costs of 
microfinance 
institutions?



Motivation 
• Problems with Development 
Finance Institutions (1950s – 1980s)

• Repayment rates <50%:
• “disappointing”(Adam etal.,1984, p.1)

• 100 % failure rate in Africa 
(Thillairajah,1994)

Introduction Literature Data & 
Methodology Results



Motivation 
• Microfinance emerged (1970s) 
as a solution

• Group lending 
• Progressive lending

• But focused on access to credit
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Motivation 
• Lending model: relationship banking
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Research problem:
• cost and default relationship, 

• established in banking
• e.g. Berger & DeYoung, 1997, 

Williams, 2004; Fiordelisi et al., 2011  

• nonexistent in MF research 
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Relevance

• High interest rate
• Microfinance reputation (Bateman, 2010).

• Possible elimination of very poor 
• most vulnerable (Amin et al., 2003; Pearlman, 2012). 

• Sustainable industry 
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• Lessons from banking literature:

• Relationship banking 
• Bharath et al., 2011; Boot, 2000; Petersen & Rajan, 1994

• Banking literature
• Berger & DeYoung (1997) 



• H1: negative relationship between NPLs 
and cost efficiency of MFIs.

• H2: positive relationship between NPLs 
and efficiency of MFIs.

• Non-linear relationship?
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• Sample:
• 607 rated MFIs in 87 countries 
• Time period: 1998-2015

• Methodology
• Battese and Coelli (1995) one-step stochastic frontier 

analysis

• Greene (2005) true fixed-effects SFA model
• GMM (endogeneity and reversed causality), pooled OLS 

and simple fixed effects as robustness checks
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• What we do:
• Estimate a cost function
• Use stochastic frontier analysis to 

estimate which factors drive MFIs 
away from the optimal cost function

• We find:
• Increased risk levels drive up 

operational cost levels (linear)
• However:

• “Too low” risk also drives up 
operational costs (curve-linear)



The trouble with our finding
• The optimal level of risk is on average very low

• PaR30 1-2%

• Thus, most MFIs will benefit (reduce their operational costs) by 
further reducing their risk 



• U-shaped relationship between non-performing 
loans and cost efficiency, 

• contrary to linear findings in regular banking 

• Lesson for practice. 
• balance operational efficiency and risk
• Low risk: streamline selection, monitoring & collection 

activities.
• High risk: install strict screening, monitoring & collection 

procedures
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Conclusion
• Generally, the high operational costs can not be «fixed» by 
increasing risk levels

• Thus, high operational cost must be «attacked» from other
angles

• Big data?
• Scoring?
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*, **, *** denotes statistical significance at the 10 percent, 5 percent and 1 percent level respectively
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