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Abstract

Through a bottom-up approach, microfinance givesesg to flexible, convenient and
affordable financial services to the poor, whichpemer and equip them to make their own
choice and build their way out of poverty. Micrddimce can be considered as a major tool in
order to reach the “Millennium Development Goalst sp by the United Nations. Indeed,
microfinance has been shown to help reducing pgyvenproving welfare and allowing poor
people to protect, diversify and increase theirrees of income. Despite the largely
recognized social benefits of microfinance, thet@ers still facing some deep challenges,
such as the effective way to combine the sociakimmsand the need for profit. In line with
this, good corporate governance can be a way tohreacial objectives while being
profitable. The aim of this paper is to study th#uence of a set of governance mechanisms
on some performance indicators of Microfinanceitasbns (MFIs) located in South-Asia.
By governance mechanisms, we mean the board $&epdetings frequency, the duality
Chairman/CEO duality, the presence of a female CE® Board’s members’ education, as
well as the CEQ's, the efficiency of the internahtrol, the MFI's legal ownership structure,
and the political and legal environment. Regardimg dual mission — social and financial —
inherent to MFIs and considering previous empiristldies, five performance indicators
were chosen. On the financial side, three finarrabs commonly used in the banking sector
were selected: the Return On Assets (ROA), the &jpaial Self-Sufficiency (OSS) and the
Operating Efficiency. On the social side, the numifeactive borrowers enables to estimate
the width of a MFI's social impact (Schreiner, 2D(2urther, based on the hypothesis that the
lower the loan, the poorer the borrowers, the ayersize of the loan seems to be an
appropriate indicator of the depth of outreach bR (Mueller and Uhde, 2008).

The issue of corporate governance within MFIs seengsesting mainly for three reasons.
Among the large literature on microfinance, onlyfeav researchers (Hartarska, 2005;
Hartarska and Nadolnyak, 2008; Labie, 2001, 2008rsland, 2008, 2009) have addressed
this issue. This contrasts with the importance mjiwe corporate governance in the
microfinance practitioners’ and policy makers’ coomity, where weak governance
structures are considered to be the second mosbriamp risk factor in this industry.
Therefore, as an industry facing specific challenged operating environments, the field of
microfinance needs studies dedicated to the amsabfsts governance mechanisms and their
impact on performance.

1 Paper accepted at the RENT XXIII Conference - Research in Entrepreneurship and Small Business. The
conference will be held at Corvinus University of Budapest (Hungary), on November 19-20, 2009.



Given the wide diversity among MFIs — be it in terof financial self-sufficiency, target
clients (women vs. men), distribution channels, sge an obvious necessity to restrict the
analysis to a limited geographical area. South Asis been chosen because it is seen as the
birthplace of modern microfinance and houses tihgekt MFIs in the world, in terms of
outreach, number of clients, and size of loansf@ayt Our empirical analysis is focusing on
a unique dataset of 59 rating reports about 59 NtBls five South-Asian countries, namely
India, Nepal, Bangladesh, Sri Lanka and Pakistduwe. fime frame stretches from 2001 until
2008, with a majority of them written during the shoecent years. Although these reports
come from three different ratings agencies (M-CRORISIL and JCR-VIS), they do not
show any significant differences in terms of evabra methods used. We did a stepwise
regression for each of the five performance indicat

We found that not all known governance mechanisfifsctaperformance, and that no
mechanism has an impact on all five performanc®sanamely ROA, OSS, Operational
Efficiency and Depth and Width of outreach. To Ipegiith financial performance, we
observe that labor productivity, appropriate knalgle and trainings of the board, as well as
the number of people sitting at the board, candmsidered as three effective mechanisms in
microfinance, as they positively impact either RA¥SS or Operational Efficiency. When it
comes to social performance of MFIs, none of the ijovernance mechanisms seems to be
an appropriate tool to enlarge the outreach ofnatitution. These results seem to show that
different variables affect financial and social fpemances and that even different types of
financial performance are explained by differenttdas. Moreover, our analyses have not
confirmed some previous results related to the ohpd the CEO/Chairman duality, the
CEO'’s gender, and the stability of the politicaldaegal environment. This can, at least
partly, be attributed to the small size of our skmpFinally, we suggest some
recommendations for future research.
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Introduction

Microfinance — a financial instrument specificatlgsigned for the poorest — has become an
intensely discussed topic, as the UN Year of Migedit in 2005 and the Nobel Peace Prize
awarded to Muhammad Yunus and the Grameen BankR06 attest. Through a bottom-up
approach, microfinance gives access to flexiblaeyeaient and affordable financial services
to the poor, which empower and equip them to ma&g bwn choice and build their way out
of poverty (Armendariz and Morduch, 2007).

If the idea of providing small alternative loanstk@ micro-entrepreneurs and poor families
that are conventionally considered “unbankableias really new, we often refer to the 70’s
and the creation of the Grameen Bank (Bangladéstgion International (Latin America)
and Bank Rakayat (Indonesia) as the date of bifththe modern microfinance concept
(Bayulgen, 2008). According to some estimates, yodaere are more than 10,000
Microfinance Institutions (in short MFI) that help 150 million people acro$e world,
mainly in developing countries (PlanetFinance, 3009

The recent and massive public interest for miceofoe is due to the fact that it can be
considered as a major tool in order to reach théléNhium Development Goals” set up by

the United Nations. Indeed, the social benefitsmaéro-financing have been extensively
studied, and it has been shown to be positivelyetated with economic development by
reducing poverty, improving welfare and allowingopgpeople to protect, diversify and

increase their sources of income and assets (BaryyuRP08). Further, social-empowerment,
increased self-esteem and dignity can be considarezhg the most beneficial outcomes of
microfinance institutions (Dowla, 2006; Bayulge008; Duflo, 2009).

Nevertheless, this developing tool is facing ldtslmallenges and today, it only helps a little
fraction of the world’s outcasts of traditional Barmy services (Christen, Rosenberg and
Jayadeva, 2004). The sector mainly faces threelecigas. First, it is far from being
financially sustainable; a large part of the ingidns have not reached their profitability
threshold yet. Without subsidies and donations, esogsearchers argue that up to ninety
percent of MFIs would disappear (Morduch, 2000; hdaand Raymond, 2008). Second,
penetration rates of microcredit services amongpberest populations are still very low
(Robinson, 2001; Christen, Rosenberg and Jayad®®@4). If in 2006, MFIs had lent an
estimated total amount of $25 billion, this poroshould reach at least $250 billion to help
the 900 millions of underprivileged people stillneed (Dieckman, 2007). Next, no consensus
has been reached about the effective way to combimesocial mission and the need for
profit, the dual goal of every microfinance institun. Should we choose for an
institutionalization and a strict focus on finanngarformance, as stated by the institutionalist
approach, or should we follow a welfarist point wéw and accept the maintenance of
subsidized MFIs (Ayayi and Noél, 2007)? These @sting theoretical approaches are
referred to as the ‘microfinance schism’ (Armengdamd Morduch, 2007).

2 A Microfinance Institution is simply an organizati that offers different financial services to #ne®ry poor.



Among microfinance industry practitioners, the waeds of governance structures is also
seen as a major risk (Center for the Study of Fr@rinnovation, 2008). In response to this
potential threat, guidelines and best practicesualgovernance have recently flourished
(Rock, Otero and Satlzman, 1998; Campion and Feankrz, 1999; Lapenu and Pierret,
2005). However, this practical advice suffers fram evident lack of consistent theoretical
background (Mersland, 2008). Corporate Governamck is set of operating mechanisms
have only recently been studied in microfinance/e@ithis, our study’s aim is to contribute
to fulfill an important gap of scientific knowledgend to try to complete and stretch some
former empirical studi€sassessing the impact of corporate governance dorpence of
Microfinance Institutions located. There is a vastount of diversity in MFIs’ characteristics
throughout the world, be it in terms of financi&lfssufficiency, target clients (women vs.
men), distribution channels (rural or urban regjpes$c. (Callaghan et al., 2007). Given the
wide diversity among MFIs, a consistent synthesisiot relevant and we see an obvious
necessity to restrict the analysis to a limitedgyaphical area. South Asia has been chosen
because it is seen as the birthplace of modernofimance (Yunus, 2003; Armendariz and
Morduch, 2007). It houses the largest MFIs in tharley in terms of outreach, number of
clients, and size of loans portfolio (Callagharakt 2007; Gaul and Tazi, 2007). It is also
considered as one of the most mature markets fooeredit services.

This exploratory study aims at examining the infice of governance mechanisms, such as
the ownership structure, the CEO’s skills, the Btmsize and compositidnon the social
and/or financial performance of MFIs in South Adia. this extent, we built a unique dataset
of 59 rating reports and realized a set of regoession a panel of performances and
governance variables.

The rest of the paper proceeds as follows. Sedtipresents a brief literature review on the
concepts of microfinance and corporate governaaoe, justifies our research question.
Section 2 describes our empirical study throughptarand variables descriptions and some
empirical specifications. Last, results are preseind discussed in Section 3.

1. Literature Review

For our study, we define corporate governance asmnibchanisms through which donors,
equity investors and other providers of funds makee that their funds will be used
according to the intended purposes (Shleifer arshi, 1997). A set of mechanisms has
been identified by Charreaux (1996) who suggesteduble classification: a first division
between internal and external governance mecharasith& second one between intentional
and spontaneous mechanisms. By “internal” (or $igciCharreaux (1996) means the

% The sole researches in this specific field aratatska (2005); Hartarska and Nadolnyak (2008):i¢. 42001,
2008); Mersland (2008); Mersland and @ystein St(2@09); Mueller and Uhde (2009).

“ All the governance mechanisms that we selectechareof Charreaux’s classification and are descfim
Section 1.



existence of mechanisms that are proper to an @a@#m, such as a legal structure,
remuneration policy or any board characteristic. tba contrary, legal auditors, consumer
associations or legal environment are externah@or specific) and, as of today, they have not
been studied in depth (Labie, 2004). Next, an tmeal mechanism is the result of a human
action and the establishment of a rule. Let us alsation that the existence and the role of
each mechanism depend on the size of the orgamnzats legal status and its nationality
(Charreaux, 1996).

The study of corporate governance in the field afrafinance started recently, in 1996
(Clarkson and Deck, 1996). All the above-mentiombdllenges facing microfinance (the
dual missions of MFIs, the coexistence of lots famizational models, etc.) complexify the
study and the understanding of governance procestea these organizations.

It has been widely demonstrated that corporate mpawee influences the performance of
organizations (Gedajlovic and Shapiro, 2002; Hakar 2005; Hartarska and Nadolnyak,
2008; Mersland, 2008; Mersland and @ystein Stradf92Mueller and Uhde, 2009) but few
researchers have studied the impact of governanc@eoformance of MFIs. Following
Adams and Mehran’s (2003) illustration of systemalifferences between the different
industries, it can be argued that each industryspasific challenges and a different operating
environment that need to be correctly assesseduaddrstood. This point highlights the
interest to restrict our analysis to a specific donsuch as microfinance.

The link between governance and performance inspgeific field of microfinance seems
interesting for several reasons. First, therel&ck of empirical work on the topic. Among the
large literature on microfinance, only three groopsesearchers (Hartarska, 2005; Hartarska
and Nadolnyak, 2008; Mersland, 2008; Mersland anydt&@n Strem, 2009; Mueller and
Uhde, 2009) have addressed this issue. Each of tjresips has focused on a specific set of
mechanisms and they all (apart from Hartarska aaabhyak (2008)) analyzed microfinance
from a global perspective. Our research differéasiaitself by looking at a restricted
geographical area, namely South Asia. More wilshgl when the sample will be discussed
in Section 2.1.

This lack of empirical studies contrasts with thgortance given to corporate governance
among microfinance practitioners and policy makeisere weak governance structures are
considered to be the second most important riglofac this industry (Center for the Study of
Financial Innovation, 2008; Mersland and @ysteis®t, 2009). Good corporate governance
has also been pointed out as a key lever in stiengig MFI's financial performances and
social impact (Rock, Otero and Satlzman, 1998; ¢,a2001; Helms, 2006).

Last but not least, in an attempt to formalize gnaace practices and better control this risk
factor, several policy guidelines have been issuethe subject (Rock, Otero and Satlzman,
1998; Campion and Frankiewicz, 1999; Lapenu and&je2005) without being in line with



rigorous scientific researches. Bridging this gapheoretical knowledge could be important
for the future and the development of microfinance.

As a result,the aim of this paper is to study the influence ofa set of governance
mechanisms on some performance indicators of MFI®tated in South-Asia

Such a question has already been investigated, giblzal level, by some researchers
(Hartarska, 2005; Hartarska and Nadolnyak, 2008rsMed, 2008; Mersland and @ystein
Strgm, 2009; Mueller and Uhde, 2009). Hartarsk®%2@ocused her analysis on Central and
Eastern Europe. Her results show that all govemanechanisms studied do not necessarily
significantly affect performances and that the ediéht measures of performance are not
necessarily influenced in the same way by the saehanisms. Some years later, Mersland
and @ystein Strgm (2007) analyzed other interngaegmnce mechanisms at a global scale,
i.e. on a larger sample. More recently, externalegsance mechanisms have been studied
more in depth by Mueller and Uhde (2009), thanksntticators developed by the World
Bank. They highlighted the important impact of goweent efficacy and the respect of
legislation on the global economic success of MEH. us note that, beyond the fact that
these three groups of researchers adopt particukthodologies and approaches, the
variables considered in their analyses vary artohfone study to the other.

Because of the dual mission — social and finaneiaf MFIs and considering previous
empirical studies, five performance indicators waresen.

On the financial side, three financial ratios comigoused in the banking sector were
selected: the Return On Assets (ROA), the Operalti@elf-Sufficiency (OSS) and the
Operating Efficiency. The ROAis one of the most commonly used ratios to reflleetprofit
margin as well as the institution efficacy. Simplyt, it measures the way the organization
uses its assets (Abate and Jansson, 2001). Howhbigekind of indicator aggregating a large
number of factors is not easy to interpret if iirgalyzed alone. In order to understand how an
institution is profitable (or not), Abate and Jamsg2001) recommend to also take other
indicators into account, such as the operatiorfaiefcy or the quality of the portfolio. The
0SS represents an institution’s capacity to cover dferational expenses thanks to its
financial revenues. When this ratio is higher tHanthe MFI can be considered as self-
sufficient. The last financial ratio, representithg@ operational efficacy, has been suggested
by Christen (2000) and by Mersland and @ysteinr8t(2007). It measures the costs of the
institution necessary to offer its credit services,low ratio being synonym of good
operational performance. This indicator illustraté® way institutions rationalize their
operations and, although less comprehensive tharfif$t ones, it bears the advantage of

® Whereas the Return On Investment (ROI) could hksee been an option, we preferred the ROA asthids
most used financial ratio in the microfinance btieire (see Hartarska, 2005; Mersland and @ystegn$t2009;
Mueller and Uhde, 2009).

® The Financial Self-Sufficiency (FSS) could alsosdvdeen used to measure the exploitation autondmy o
organizations (Cull et al., 2007). However, thiiadaloes not take the revenues coming from subsidied
donations into account whereas OSS does. As tHese @present a large amount in the microfinano@ey
flows (Mueller and Uhde, 2009), not taking donasidnto account in the microfinance context may léad
interpretation errors.



being more difficult to manipulate by the managetmand therefore enables more precise
comparisons (Abate and Jansson, 2001).

On the social side, the number of active borronenssed to estimate the width of a MFI's
social impact (Schreiner, 2002). Further, basetherhypothesis that the lower the loan, the
poorer the borrowers, the average size of the $e@ms to be an appropriate indicator of the
depth of a MFI's outreach (Mueller and Uhde, 2008).

What regards governance, we identified nine govereaamechanisms that were the most
frequently used in the literature. These are thardasize, its meetings frequency, the duality
Chairman/CEO, the presence of a female CEO, thed&oaducation, as well as the CEQO’s,
the efficiency of the internal control, the MFI'sgal ownership structure, and the political
and legal environment.

To sum up, the impact of seVesf these mechanisms on MFI's performance hasdyrbaen
studied, but at a worldwide scale. Previous emglistudies inform us about the existence of:

- a negative impact of board size and the numbentefnal chairmen on profitability
(Hartarska, 2005);

- a negative impact of the CEO/Chairman duality erafficial performances (decrease
of the ROA and increase of the Operational cod#gr¢land and @ystein Strgm,
2009);

- a positive impact of a female CEO on ROA and a tieg@npact on operational costs
(Mersland and @ystein Stram, 2009);

- a positive impact of a stable political and legavieonment on ROA, OSS and depth
of outreach (Mueller and Uhde, 2009).

Therefore, we expect these earlier studied mechanie be significantly related to (at least)
one of our five performance indicators. The empirgtudy we conducted in order to answer
such a question is detailed in the next section.

2. Empirical study

In this section, we present the sample and destiddependent, and independent, variables
of our model.

2.1. Sample description
Our empirical analysis focuses on a unique datas&9 rating reports (and so, 59 MFIs)

from five South-Asian countries, namely India, Nef@&angladesh, Sri Lanka and Pakidtan
The objective of these reports is to generate iedeéent information about MFIs, and a new

" The board size, the duality Chairman/CEO, thegnes of a female CEO, the CEO’s education, theieffcy
of the internal control, the MFI's legal ownersisipucture, and the political and legal environment.
8 Unfortunately, due to a lack of information, wedta eliminate Afghanistan from our study.



kind of visibility, in order to enhance the fundoglation system. The rating reports come
from three major Asian ratings agencies: M-CRIL (&iing reports), CRISIL (26 rating
reports) and JCR-VIS (2 rating reports). Althougleste reports come from diverse rating
agencies, Mersland and @ystein Strgm’s investigati(2009) they do not show any
significant differences in terms of evaluation noeth used. Indeed, all these agencies are
officially recognized by the CGAP and adopt ratiefiditions suggested by the Inter-
American Development Fund (Abate and Jansson, 2001)

These reports are in the public domain and werdighdadl on two complementary databases:
the MIX® (www.mixmarket.org) and the Rating Fdfigwww.ratingfund.org), between 2001
and 2008, with a majority of them written recentlyet us also note that the most recent
evaluation was selected if more than one reportavadable for one institution. Table A in
Appendix 1 presents the 59 institutions of our base as well as their country of origin.

Table 1 provides detailed information on the regland institutional characteristics of MFIs
included in our sample. In our sample, 43 MFIs afeem India, 8 in Nepal, 4 in Bangladesh,
3 in Pakistan and only 1 in Sri Lanka. To reflde brganizational diversity inherent to the
microfinance field, four different types of institons were selected: 37 Non Governmental
Organizations (NGO), 14 Non-Bank Financial Instaos (NBFI), 4 rural Banks and 4
Cooperatives or Credit Unions. The origin of theams is also presented.

® The Microfinance Information Exchange, Inc. (MI¥)the leading business information provider desiddo
strengthening the microfinance sector, through anline information exchange MIX Market
(www.mixmarket.org) and through a variety of pubtions (MicroBanking Bulletin and reports).

% The Microfinance Rating and Assessment Fund (BaEond) has been launched in 2001 by the Inter-
American Development Bank (IDB) and the Consul@aroup to Assist the Poor (CGAP) in order to inwero
transparency of MFI financial performance and tdcba market for MFI rating and assessment servimes
encouraging greater demand from MFIs for profesdicaxternal evaluations, as well as strengthenig t

quality of supply.



Table 1 — Regional and institutional charactersstitthe sample

| India | Nepal | Bangladesh| Pakistan | SriLanka | Total
Rating year
2001 1 0 0 0 0 1
2002 3 0 0 0 1 4
2003 3 0 1 0 0 4
2004 5 0 0 1 0 6
2005 3 4 2 1 0 10
2006 3 1 0 0 0 4
2007 17 3 1 1 0 22
2008 8 0 0 0 0 8
Legal structure
Non Governmental Organization
(NGO) 9 28 2 4 3 0 37
Non Bank Financial Institution
(NBFI) 13 0 0 0 1 14
Bank 0 4 0 0 0 4
Cooperative/Credit Union 2 2 0 0 0 4
Rating agency
CRISIL 24 0 2 0 0 26
M-CRIL 19 8 2 1 1 31
JCR-VIS 0 0 0 2 0 2
Total 43 8 4 3 1 59

This sample possesses the advantage of being alatded in terms of the grade attributed
by the rating agencies (generally from 1 to 5).

Our sample suffers from an important bias, namslgize. 59 observations can be viewed as
a too small number, especially given the fact thatintend to use a regression model based
on ten predictors and eight control variables (s&ew, Section 2.2.) of financial and social
performance of MFIs. According to some authors (Bed, 1999), a minimum of 10
observations per predictor is necessary. Harri8gL@nderlines that this principle is not
based on any empirical proof. Others suggest nioeeal rules than Harris and consider that
the number of observations must only exceed thebeurof variables by 40 (see Howell,
1997). Our sample of 59 observations respectsrtiies Moreover, the small size of the
sample must be regarded in line with the size efgbpulation. Between 2002 and 2007, an
average of 149 MIFs reported to the MIX, with a mom of 81 in 2002 and a maximum of

187 in 2005 (www.mixmarket.org).

Another bias lies in the fact that it only encongessMFIs able to pay for notation or to ask
for a subsidized rating. However, at the same titrenables to filter all the non professional

institutions that operate on a very small scaler €udy is, in a sense, restricted to the most
mature and professional institutions, that is tp, $hose that are probably the most able to
correctly answer to the growing demand for finahs@&vices. The next section describes the

variables used in our model.
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2.2. Variables description
a. Dependent variables

In line with relevant previous theoretical and enwai studies (Hartarska, 2005; Hartarska
and Nadolnyak, 2008; Mersland, 2008; Mersland arydt&@n Strgm, 2009; Mueller and
Uhde, 2009), we used five key measures to gaugedheomic and social success of MFIs:
Return Assets, Operating Self-Sufficiency, Operalacosts, Depth and Width of outreach.
Definitions of variables are given in Table 2 anable 3 shows univariate statistics (mean,
standard deviation, minimum and maximum values) dach dependent and independent
variable.

First, Return On Assetsis a commonly used ratio to reflect profitabilityy an institution. It
measures how an institution is using its assetgetterate the return (Abate and Jansson,
2001). In our sample, this ratio is on average tregd-0.59%) meaning that, on average,
MFIs have not reached their breakeven yet. Howeween looking at the median of the
sample, we found a value of 0.60%, meaning thdtdiadur observations are experiencing a
negative ROA while the other half is being profleab

Second, to capture the operational capability oMRil, we used theOperating Self-
Sufficiency ratio, defined as the ability to cover operatio@gbenses with financial income.
Our sample’'s mean reaches 103.37%, meaning thayemage, South-Asian MFIs are self-
sufficient. However, one must remember that the @816 takes the revenues coming from
subsidies and donations into account and thesen affpresent a large amount in the
microfinance money flows (Mueller and Uhde, 2009).

The Operational Efficiency allows to evaluate the costs associated with theplyg of
financial services. The lower the ratio is, thetérethe company rationalizes its activities. In
our sample, the mean ratio is very high (15.25%ingared to the traditional banking sector
(between 1 and 5%). This result can be explainethéyact that, usually, microfinance is a
highly labor intensive industry (Abate and Jans2991).

11



Table 2 — Variables definitions

N° ‘ Name | Variable type Definition Source
Dependent variables
ROA (Return On Assets) (%) Continuous Net retufotal assets Rating reports
OSS (Operational Self-Sufficiency) . Total financial revenues / (Operating expensesnamgial expenses + Loan loss .
Continuous o Rating reports
(%) provision)
Operational Efficiency (%) Continuous| Operating expes (salaries, administrative costs, etc.) / #yefoan portfolio Rating reports
Depth of outreach Continuous|  Average loan balgeceéorrower / GDP per capita Rating reports
Width of outreach Continuous | Number of active boseos Rating reports
Information independent variables
1 | Board size Integer Number of chairmen Rating reports
2 | Meetings frequency Integer Number of board anmestings Rating reports
3 | Chairman/CEO duality Dummy Takes the value héf CEO has also a chairman role, and 0 otherwise tindR@ports
4 | Female CEO Dummy Takes the value 1 if the CE®fa@male, and 0 otherwise Rating reports
5 | Board's education and experience Dummy Te_lkes.the value 1 |f the board has gnough experiand knowledge in the Rating reports
Microfinance domain, and 0 otherwise
6 | CEO's education and experience Dummy Tgkes_the value 1 |f the CEO has epough experiand&knowledge the Rating reports
Microfinance domain, and 0 otherwise
7 | Internal auditor Dummy Takes f[he value 1 if the MFI possesses an effigigatnal auditing system, and 0 Rating reports
otherwise
8 Non Governmental Organization Dumm Takes the value 1 if the MFI is registered as a Somernmental Organization Rating reports
(NGO) y (NGO), and 0 otherwise grep
9 Non Bank Financial Institution Dumm Takes the value 1 if the MFI is registered as a-Bank Financial Institution Rating reports
(NBFI) Y | (IFNB), and 0 otherwise grep

12




10 | KKZ Continuous | Arithmetical mean of the six gowence indicators* World Bank
Independent control variables

11 | GDP per capita ($) Continuous|  Ratio of grossekiim product to population IMF**

12 | Inflation rate (%) Continuous | Annual percentaggange in gross domestic product deflator IMF**

13 | MFI experience (year) Integer Years with mianafice operations Rating reports

14 | Firm size (%) Continuous | Total assets Rating reports

15 | Labor productivity Integer Number of active lmwers / Total number of staff members Rating report

16 | Individual Dummy Takes the value 1 if the MFfifta exclusively individual loans, and O otherwise Rating reports

17 | Rural Dummy Takes the value 1 if the MFI opesat®inly in rural zone, and 0 otherwise Rating repo

18 | Urban Dummy Takes the value 1 if the MFI opesaainly in urban zone, and 0 otherwise Rating ntspo

*Data for 2001 and 2008 were not available, and so
are respectively estimated by the data for 2000 and

2007.
**|nternational Monetary Fund.
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Table 3 — Statistics summary

Name Obs. | Mean | Median| SD | Minimum| Maximum
Dependent variables

ROA 59 -0.006 0.006 0.073 -0.301 0.200
0SS 59 1.034 1.039 0.314 0.222 2.081
Operational Efficiency 59 0.152 0.119 0.136 0.019 .940
Depth of outreach 59 0.369 0.177 1.044 0.039 8.09P
Width of outreach 59 80,569 22,326 156,545 916,261 879

Ne Name Obs. |  Mean | SD | Minimum| Maximum

Informative independent variables

1 | Board size 57 8.37 4.02 2 23

2 | Meetings frequency 34 5.15 3.25 2 15

3 | Chairman/CEOQO duality 57 0.68 0.47 0 1

4 | Female CEO 59 0.17 0.38 0 1

5 | Board’s education 57 0.74 0.44 0 1

6 | CEO’s education 57 0.86 0.35 0 1

7 | Internal auditor 56 0.39 0.49 0 1

8 | NGO 59 0.61 0.49 0 1

9 | NBFI 59 0.24 0.43 0 1

10 | KKZ 59 -0.33 0.41 -1.11 0.14

Control independent variables

11 | GDP per capita (B 59 684.48 236.02 304.08 1016.14

12 | Inflation rate (%) 59 6.17 1.93 1.93 10.82

13 | MFI experience (year) 59 8.51 4.78 1 19

14 | Firm size ($ 59 9,626,648 | 17,576,09) 119,704 97,549,397

15 | Labor productivity* 59 173.34 92.76 40 479

16 | Individual 59 0.07 0.25 0 1

17 | Urban 59 0.22 0.42 0 1

18 | Rural 59 0.56 0.50 0 1

If we turn to social performance, tbepth of outreachis assessed through the average loan

balance per borrower divided by GDP per capitesuagested by Mueller and Uhde (2009).
The sample mean indicates an average loan of $p@i3Gorrower on our 59 MFIs.

Lastly, theWidth of outreach stands for the number of active borrowers (Sclereif002),
namely 80,569 clients, on average, in our datalideeiever, when it comes to the median
number of borrowers in MFIs, the figure drops ai328.

“In order to avoid large numbers, our analyseshvélmade on the logarithm of these variables.
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b. Independent variables

On the basis of the classification suggested by€hax (1996), we selected nine corporate
governance mechanisms (eight internal and one redtjethat were available in the rating
reports. Besides, we used eight control variabtesrder to erase some macroeconomic
disparities between countries and to work on a @aige basis. Unfortunately, as the reports
do not always disclose the entirety of this infotim® some variables were defined on a
smaller number of MFis,

To begin with the characteristics of the board,capacity to function effectively partly
depends on itsize(variable 1), namely the number of chairpersomdeéd, a board in the
microfinance sector should be large enough in aalgather the necessary key skills, but
small enough to enable each chairman to get agtiwelolved (Campion and
Frankiewicz, 1999). In our sample, MFIs count oarage eight chairmen.

Another important board characteristic is boareetings frequency(variable 2), namely
five per year on average in our sample, which mssigtent with the fact that institutions
expand and become more and more complex. The nmarmfe context indeed requires
frequent interaction between the board and the gemnant team in order to monitor a
potentially volatile loan portfolio and to ensureo@ctive managemer(Campion and
Frankiewicz, 1999).

Often, MFIs have diverging points of view on ttede of a CEO in the board (variable
3). Best practices recommend that a senior marssgees the board with a voice, but no
vote. This allows the board to gain from the CE@Wledge and skills, while respecting
the separation of powers that is crucial for effectmonitoring (Campion and
Frankiewicz, 1999). A majority of our MFIs (68%) dwve their CEO sitting on the
board.

MFIs may also use gender as selection criteridherr CEO, if the institutional mission
deems it necessary. For example, as in South Asist MiFIs are dedicated to the
empowerment of women, it might be judicious to hademale CEO (variable 4)
(Campion and Frankiewicz, 1999; Mersland and @gs&rom, 2009). Yet, regarding the
percentage of female CEO in our sample (17%), we a&a@ue that this theoretical
consideration has not reached a wide practicabrespyet.

Further, the board, through its members, shouldectely possess the necessary
knowledge and experience to address the strategitandds facing the MFI. Effective
microfinance boards consist of directors with aevidnge of skills such as social and
commercial skills, or strategic and operationalitds (Campion and Frankiewicz, 1999).
That is whyknowledge and experience of the boardre assessed through a dummy
variable representing their education (variable Similarly, the CEO needs to be

1 Ctf. Table 3.
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equipped with sufficient training and knowledge onder to manage the day-to-day
operations and bring accurate and relevant infaomab the board’s attention (variable
6). According to the rating agencies’ evaluatiocasiong 57 South-Asian MFIs, 74% of
the boards and 86% of the CEOs are consideredfasesly trained and experienced.

Another information variable is the presence ofirgarnal auditor (variable 7).“At its
best, the internal auditor provides independentjediive assessments on the
appropriateness of the organization’s internal gmance structure and the operating
effectiveness of specific governance activiti¢dérsland and @ystein Stram, 2009, p. 6).
Among 56 MFls, only 39% possess an efficient ireeauditing system.

The differentlegal structures that coexist in microfinance have been modeledutn
two dummy variables (variables 8 and 9). The fiesiable (variable 8) takes the value of
one if the MFI operates under a NGO legal statd®4ef our sample). The second
dummy variable (variable 9) represents a Non Bankri€ial Institution (23.73% of our
sample). All the other statuses (cooperative amal theank) are classified under a double
zero.

Last, aKKZ composite index (variable 10), the sole exterrmalegnance mechanism,
models the political and legal environment of artop This composite index stands for
an arithmetical mean of the six governance indrsatweated by Kaufmann, Kraay and
Zoido Lobaton (1999) intended for the World Banklgees and recommendations. These
indicators are: “Voice and accountability”; “Patél Stability and Absence of Violence”;
“Government Effectiveness”; “Regulatory Quality”Rtile of Law” and “Control of
Corruption” and are detailed in Figure 1 in Appen2li

As previously mentioned, when examining the retedlop between governance and an
institution’s success, it is imperative to contiml macroeconomic and MFI's characteristics.
In this respect, we added eight control varialhesur regressions.

Two country specific data were used: tBess Domestic Produc{ GDP) per capita and
theinflation rate (variables 11 and 12).

Besides, thage of the MFI (variable 13) has been calculated as the repoyiag minus
the year in which the microfinance activities begglersland and @ystein Strgm, 2009;
Mueller and Uhde, 2009). Similarly, tls&ze of the institution (variable 14) and thabor
productivity (variable 15) of every institution were introduagacur model.

Next to this, regarding the existence of severahlmodels, a dummy variable (variable
16) summarized the characteristic of offering adliee or individual loans. Microfinance
services are provided with different methods in tBeAsia (Sa Dhan, 2005). Group
models include Self-Help groups, the Grameen maael joint-liability groups; the
individual model corresponds to individual banking.
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- Lastly, themarket type (mainly rural or urban) has been introduced inmodel through
a double dummy variable (variables 17 and 18). &there are significant difficulties to
deserve rural population, this might impact an ita8bn’s performances (Johnson,
Malkamaki and Wanjau, 2006). For instance, the afp®y expenses of rural
“microlenders” are much higher since their clieate more widely dispersed (Abate and
Jansson, 2001).

Table 4 shows the correlations between the independariables. There are strong
(significant at the 1% level) positive relationshipetween:

- Labor productivity and MFI size. It reminds the gehce of economy of scale in this
industry.

- GDP per capita and KKZ. In the countries that gateehigh economic wealth (Sri
Lanka, India), the KKZ composite index is higheénmleans that the political and legal
environment is often more stable and healthy in‘tesalthier” place.

And there exist also strong but negative relatigrsthat highlight the fact that the variables
are mutually exclusives between:

- NBFI and NGO types.

- Urban and rural.

Finally, four variables (“Width of outreach”, “GDPper capita”, “Firm size”, and “Labor
productivity”) have been reduced through a loganith transformation in order to avoid
scaling issues.
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Board size
Meetings frequency

Chairman/CEO duality-0.19/20.35

Female CEO
Board'’s experience
CEO's experience
Internal auditor
NGO

NBFI

KKZ

GDP per capita
Inflation rate

Firm size

Labor productivity

Table 4 — Correlation matrix
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MFI experience 0.1 0.29 -0.05 -0.03 -0.02 0.00 0.19 0.16 -0.07/:0.31:0.30 0.17 0.10 -0.15 1
033 009 069 083 089 099 015 023 061 0.02 002 020 044 0.25

Individual -0.11 -0.06 0.19 -0.12 0.01 0.11 0.06 -0.06 0.17[0:27 0.10 0.03 0.03[%0.30 0.21 1
041 073 016 036 095 041 066 065 021 004 044 083 085 0.02 011

Urban -0.04-0.09 0.10 0.09 0.21 -0.02 0.11 0.09 -0.01 0.06 0.22 -0.04 -0.07 -0.09 -0.12 0.18 1
0.77 061 046 051 012 088 040 050 095 065 0.09 078 057 049 0.38 0.17

Rural -0.01-0.13 0.08 0.04 0.03 0.04 -0.12 -0.08 0.01 0.03 -0.11 0.04 -0.02 0.13 0.21 -0.03[EGI6E 1

096 047 053 078 080 079 039 055 092 085 041 078 090 033 011 081 0.00
p-value

Significant at the 10% level



2.3. Test specification

In order to test the positive or negative impacitt thbome governance mechanisms have on
social and financial performance indicators of Miflsluded in our sample, we carried out a
forward stepwise regression for each of our depeneriablé?,

Regarding the large number of predictors (eightaenjelation to the small size of our
sample, the forward stepwise regression indeeddsording to Howell (1997), the best
selection procedure to identify the most importargdictors. A selection procedure aims to
identify those variables which, taking all elseointonsideration, allows us to explain a
significant proportion of the total variation. Thelependent variables are tested one by one
on the basis of the degree of significance of tozestest. The score test is a statistic based on
the comparison between two models that allows umasie a judgment on the statistical
significance of the model coefficients (Bernard99P This variable selection procedure
results in the model with the highest score. Theabée with the lowest probability below
0.05 enters the model. The variable with the newelst probability enters next, and so on. At
each step of the procedure, the variables intratlucgrevious steps are re-examined. The
variable with the highest probability greater tHaft is removed from the model, which is
then re-estimated. The other variables are thezva&iated in order to determine whether
they should be eliminated in turn. A previouslyrsigant variable can lose its significance
following the joint introduction of other variableend be eventually eliminated from the
model. A variable can also be eliminated on theisba$ a likelihood ratio test. The
construction of the model is completed when noalde satisfies the criteria for entry or exit
or when a model identical to the preceding oneeiected. When we study the different
financial and social performance predictor groupscomitantly within the framework of a
stepwise regression, only those variables, whiehratividually the most significant, all else
being equal, and which make the most significamtrdoution to the predictive power of the
model as a whole are selected.

In our case, the use of the stepwise regressidnles)an a way, to increase the robustness of
the analyses compared to a standard OLSQ, whilerlog the number of independent
variables. This effect is important what regards $imall size of our sample, as it has been
previously discussed.

The next section presents our results and comntieegs.

12 We have tested the classical regression for thedependent variables. These showed several preblEhe
Fisher tests were not significant for all of theethfinancial performance indicators, suggestingtavery robust
model. However, in small samples, the F test oftierall regression model may be non-significamrethough
t-tests for some beta coefficients are significast,is the case here. Dropping variables with ngnificant
betas may lead to a significant F in this situati®hat is what happened when we conducted the sepw
regression. On the contrary, F-tests were sigmifiea the 1% level for both social performance mess What
regards independence of observations, rather hayfiaktce Inflation Factors (8.231 for the NBFI ledaim)
informed us that some variables were highly coteelawhich corresponds to a tolerance value ofefss than
0.20 (0.121 actually). Therefore, the stepwise esegjion model has the advantage of narrowing dowseth
initial biases. The stepwise regression confirnesrttost statistical results generated by the fulli@ho
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3. Results and discussion

3.1. Robustness of the model

A general Fisher test that analyses the signifiedegel of the whole regression has been
realized for each of them. The Fisher tests wdrbighly significant (at the 1% level) for the
five financial performance indicators.

Further, the possible existence of multicollingaiit variables has been assessed with two
different tests. First, the Durbin-Watson statissiche usual test to see if the assumption of
independent observations is met. As a rule of thuemDurbin-Watson statistic in a range of
1.5 to 2.5 means that one may assume independérmaservations. The Durbin-Watson
statistic generated values that vary between 1db2ah for the five equations. Second, we
used the Variance Inflation Factor (VIF) to asdes multicollinearity of each variable with
the others. The VIF is the reciprocal of toleranke.a rule of thumb, if tolerance is less than
0.20, a problem with multicollinearity is indicatetherefore, when VIF is high, there is high
multicollinearity and instability. The VIFs were roprised between 1 and 1.8, informing us
that all the variables are loosely correlated. Asoasequence, the corresponding tolerance
values all approach 1.

All the multiple linear regressions have been calgd for heteroscedasticity and strict
exogeneity of the residuals by examining the noitgalf their distribution curve. The
condition of normality of residuals was met for leaegression (although one could notice
longer tail on the right side of the graph for Gggemal Efficiency and Depth of outreach).
Finally, adjusted Rfor the five regressions were high enough to ssigtfet the stepwise
regression model explains a large part of the maga

The values of the standardized coefficients, thesteand p-values, related to the five
performance indicators, are shown in Table 5.

First, let us mention that none of our control &hles has an impact on the five performance
ratios. At best, they do have an influence on tivow indicators. Labor productivity has an
impact on the firm’'s ROA and OSS, whereas Individoans have an influence on both
Depth and Width of outreach of the firm.

The next two sections detail results what regardstial and social performance of MFlIs.
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Table 5 — Stepwise Regression Model: Results

NO

Operational
ROA 0SS Efficiency Depth

Width

STANDARDIZED COEFFICIENTS

10

11

12

13

14

15

16

17

18

Board size*
Meetings frequency
Chairman/CEO duality
Female CEO
Board’s education
CEO'’s education
Internal auditor
NGO

NBFI

KKZ

GDP per capita
Inflation rate

MFI experience
Firm size

Labor productivity
Individual

Urban

Rural

0.462 -
0.012

0.001 0.002

0.000

0.000

0.007

TESTS (p values)

Fisher

14.485 (0.000) 11.591 (0.002)  7.325 (0.01234.606 (0.000)

98.529 (0.00(

Durbin-Watson

1.739 1.581 1.457 1.897

1.668

Adjusted R

0.491 0.274 0.184 0.757

0.874

No. of observations

56 58 57 59

59

Legend (p values)

Significant at the 1% level
Significant at the 5% level
Significant at the 10% level

* Coefficients muligd by 100
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3.2. Financial performance

The only two significant influences of governancesamanisms on MFIs’ financial
performance are exerted by two board’s charadiesist

First, the Board'sexperience and education(variable 5) has a significant positive (0.451)
impact on the ROA of MFIs operating in South-Asli&is highlights the need for sufficient
skills and knowledge of any board of directors, atays in line with former guidelines
(Rock, Otero and Satlzman, 1998; Campion and Feavikz, 1999). Further, thBoard size
(variable 1) has a positive impact (0.462) on Openal Efficiency. This result suggests that
a large number of Directors positively influencée trationalization of operational costs,
although it is generally admitted that the lardez board is, the more difficult it is to reach
agreements between its members and to set stragagielines for the institution. This result
contradicts Hartarska’s (2005) finding that boaime $has a negative impact on profitability
and could mean a better allocation/division of saskhin the MFIs of our sample.

These are the sole governance mechanisms that tee@ave a significant impact on the
financial performance of MFIs.

Nothing can be said what regards the governanderadetermining the Operational Self-
Sufficiency.

If we look at control variables, another way to amte both the ROA and the OSS is to
increaselabor productivity (variable 15). If for an equal number of cliends, institution
has the capability to hire a fewer number of emgésy all else being equal, operating
expenses will be lowered and the return on asseksgher, which is quite logical.

3.3. Social performance

Other variables seem to have an impact on sociédnpeance. Th&DP per capita (variable
11) negatively (-0.380) influences the Depth ofreath, suggesting the fact that MFIs being
located in a wealthy country negatively influenbe taverage size of the loan accorded to
borrowers, which could mean that borrowers in tifésber” countries need less money.

Logically, the MFI's size (variable 14) has a high positive impact (0.898)the firm’'s
number of clients. All else being equal, with highatal assets, an institution might serve a
larger number of clients.

Individual banking (variable 16) has a positive influence (0.812) lom Depth of outreach
but negative impact (-0.198) on the Width of outteaHowever, despite the significant
coefficients, it looks tough to draw conclusionstbis variable as only four MFIs possess this
attribute.

Moreover, our analyses have not confirmed someiquewvesults related to the impact of the

CEO/Chairman duality, the CEO’s gender, and thdilgta of the political and legal
environment on performance.
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Finally, somewhat surprisingly, nothing can be saidhe role played by tHegal structures
(variables 8 and 9) in MFIs’ performance. For exlmpne could have expect®BFIs
(variable 9) to have a significant impact on thedar offer, due to the fact that this type of
institutions often works on larger scale. For ins® in India, Non Bank Financial
Institutions deal with 73% of the whole microfin@gclients (M-CRIL, 2007).

The lack of univocal results related to legal stnoes and financial performance does not
frame with recent theoretical approaches (i.e.,favist versus Institutionalist) but is in line
with some researchers’ conclusions (Dichter, 19%hie, 2004; de Briey, 2005; Mersland
and @ystein Strgm, 2009) who argue for the nongradance of any type of legal status. In
microfinance, their might exist a plurality of imention mechanisms, and there is space for
differentiated MFI, that could work in a complemamyt way: in different geographical
environments, on different scales, for differemdy of clients, and given, with or without
subsidies (de Briey, 2005).
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Conclusion

This article studied the effect of corporate goesice on Microfinance Institutions’
performance. Using a dataset of 59 rating reparts/e South Asian countries for the period
2002-2007, we were able to study how various iatieand external governance mechanisms
influence different dimensions of financial andiabperformances.

We found that not all known governance mechanisfifsctaperformance, and that no
mechanism is able to affect all five performancBosa namely ROA, OSS, Operational
Efficiency and Depth and Width of outreach.

To begin with financial performance, we retain frahe stepwise regression that labor
productivity, appropriate knowledge and trainingstite board, as well as the number of
Directors sitting at the board, can be considerad tlree effective mechanisms in
microfinance, as they positively impact either ROBSS or Operational Efficiency. In
addition, what regards social performance of MRtse of the nine governance mechanisms
seems to be an appropriate tool to enlarge theachrof an institution. These results seem to
show that different variables affect financial aswtial performance and that even different
types of financial performance are explained bied#nt factors.

Moreover, our analyses have not been able to eonfirevious results (Hartarska, 2005;
Mersland and @ystein Stram, 2009; Mueller and URR@©9). This lack of significance can,
at least partly, be attributed to the small sizewf sample. This important limitation indeed
decreases the reliability of results. However,hibidd be noted that the distribution curves
met the condition of normality and that the obsBoves were uniformly spread along the
regression lines.

Finally, if a few answers in microfinance have bdéeuand, more questions remain. That is
why we would like to suggest some recommendationpbssible further researches. While
some traditional governance mechanisms seem to,wuodke detailed data (i.e., more
governance mechanisms, a larger sample of institsitietc.) are needed to better understand
how various governance mechanisms affect the pedioce of Microfinance Institutions. The
dynamic evolution of MFIs and their governance &tite could also be better reflected by
looking at consecutive rating reports, that isdg, seports written during different years for
the same institution. Lastly, the opposite relatmuld also make sense. Can a healthy
financial situation drive better governance pradit
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Appendix 1

Table A — MFIs’ full name and country of origin

N° Abbreviation Full name Country
1 SEEDS Sarvodaya Economic Enterprise Developmemices (Guarantee) Ltd Sri Lanka
2 UPAP Urban Poverty Alleviation Program of NRSP kiB@n
3 KASHF Kashf Foundation Pakistan
4 ASASAH Asasah Limited Pakistan
5 AFSL Arohan Financial Services Ltd India

6 ASA-GV Activists for Social Alternatives - Granvadiyal India

7 ASOMI Asomi India

8 ASSIST A Society for Integrated Rural Development India

9 AWS Aadharsha Welfare Society India

10 | BANDHAN Bandhan India

11 | BASIX Bhartiya Samruddhi Finance Limited India

12 | BGFL Bazaari Global Finance Ltd India

13 | BISWA Bharat Integrated Social Welfare Agency India

14 | BSS Bharatha Swamukti Samsthe Private Limited dialn
15 | BWDA Bullock-cart Worker's Development Assocati India

16 | CARD Community Action for Rural Development ladi
17 | CDC Community Development Centre India

18 | CFTS Cashpor Financial and Technical Servigds L India

19 | CRESA Centre for Rural reconstruction througtiaaction India
20 | ESAF Evangelical Social Action Forum India

21 | GK Grameen Koota India

22 | GSGSK Gandhi Smaraka Grama Seva Kendram India

23 | IASC Indian Association for Savings and Credits India

24 | KAS KAS Foundation India

25 | LEAD League for Education and Development India

26 | MIMO Mimo Finance Pvt. Ltd India

27 | MT Mahaseman Trust India

28 | NB Nirmaan Bharati India

29 | PF People’s Forum India

30 | PRM People Re-Construction Movement India

31 | RASS Rashtriya Seva Samithi India

32 | SANGAMAN | Sangamam Women'’s Multipurpose Thriftla@redit Co-Operative Society Ltd.| India
33 | SARALA Sarala Women Welfare Society India

34 | SCNL Satin Creditcare Network Limited India

35 | SSFC Shah Sandhu Finance Company Pvt. Ltd. India

36 | SHEPERD Self Help Promation for Health and Rravelopment India
37 | NRDSC Nepal Rural Development Society Centre Nepal
38 | SB BANK Swabalamba Bikas bank Ltd Nepal
39 |CsD Centre for Self Help Development Nepal
40 | BISCOL Bindabasani Savins Cooperative Sociedly Lt Nepal
41 | VYCCU VYCCU Savings and Credit Cooperative Ltd epsl
42 | PGBB Pashchimanchal (Western Region) GrameessHlank Ltd Nepal
43 | NUBL Nirdhan Uthan Bank Ltd Nepal
44 | CBB Chhimek Bikas Bank Ltd Nepal
45 | BURO Buro Bangladesh
46 | ASOD Assistance for Social Organization and Dmwaent Banglades

=)
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47 | SKDRDP Shri thethra Dharmasthala Rural Republic of Idkvelopment project’s India
Microfinance

48 | SKSM SKS Microfinance Private Limited India

49 | SML Share Microfin Ltd India

50 | SMS Saadhana Microfin Society India

51 | SNEHA MACS| Sneha Mahila Mutually Aided Thrift & Credit Coopéike Society Limited India

52 | SNFL Sarvodaya Nano Finance Ltd India

53 | SSIFSL Spandana Sphoorty Innovative FinancialiGes Limited India

54 | SU Sahara Uttarayan India

55 | SWAWS Sharda’s Women'’s Association for WeakettiSes India

56 | SHAKTI Shakti Foundation for Disadvantaged Women Bangladesh
57 | TMSS Thengamara Mohila Sabuj Sangha Bangladesh
58 | VSSU Vivekananda Sevakendra O Sishu Uddyan India

59 | WSE Welfare Services Ernakulam India

Appendix 2

Figure 1 — KKZ definitions

The WGI authors define governance as the traditanasinstitutions by which authority in|a
country is exercised. This includes the proceswligh governments are selected, monitored
and replaced; the capacity of the government teceffely formulate and implement sound
policies; and the respect of citizens and the $tatéhe institutions that govern economic gnd
social interactions among them. The WGI measurebsoad definitions of governance
capturing the key elements of this definition:

1. Voice and Accountability: the extent to which a country’s citizens are abl@articipate
in selecting their government, as well as freeddmxpression, freedom of association, and a
free media.
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2. Political Stability and Absence of Violence/Temrism: the likelihood that the
government will be destabilized ljpconstitutional or violent means, including teisor.

3. Government Effectivenessthe quality of public services, the capacity of tnl service
and its independence from political pressures;thadjuality of policy formulation.

4. Regulatory Quality: the ability of the government to provide sound @eb and
regulations that enable and promote private seldeelopment.

=R

5. Rule of Law: the extent to which agents have confidence in dideaby the rules o
society, including the quality of contract enforearhand property rights, the police, and the
courts, as well as the likelihood of crime and erade.

6. Control of Corruption: the extent to which public power is exercised fawvate gain,
including both petty and grand forms of corruptias,well as “capture” of the state by elites
and private interests.

Source Kaufmann, Kraay and Mastruzi (2009Yorld Bank
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