Brussels School
4 Economics & Management

Diversification of Microfinance Institutions:
Determinants for Entering the Remittances
Market

Ritha Sukadi Mata

As financial intermediaries, microfinance institutions (MFIs) contribute to
integrate remittances into the formal financial system. Using a database
including 225 MFIs from Latin America and the Caribbean, this paper investigates
the institutional factors that influence the MFI decision-making process of
entering the remittances market. Operational, managerial, and financial
performances are considered as potential explanatory factors. Results exhibit
that financial performance has the highest impact on the MFIs’ decision to
diversify by offering a remittances service.

Keywords: microfinance, remittances, money transfer activity, diversification

JEL Classifications: G21, L25, 015, 016

CEB Working Paper N° 10/043
2010

A revised version of this working paper may be available on the following

webpage: http://www.solvay.edu/latest-updates-ceb

Université Libre de Bruxelles - Solvay Brusselso®tbf Economics and Managemen|
Centre Emile Bernheim
ULB CP114/03 50, avenue F.D. Roosevelt 1050 Bra&elL GIUM
e-mail: ceb@admin.ulb.ac.béel. : +32 (0)2/650.48.64 Fax : +32 (0)2/650.41.88




Diversification of Microfinance Institutions:

Determinants for Entering the Remittances Market

Ritha Sukadi Mata

Abstract

As financial intermediaries, microfinance instians (MFIs) contribute to integrate
remittances into the formal financial system. Usindatabase including 225 MFIs from Latin
America and the Caribbean, this paper investigdtesnstitutional factors that influence the
MFI decision-making process of entering the remites market. Operational, managerial,
and financial performances are considered as pakesxplanatory factors. Results exhibit
that financial performance has the highest impactttee MFIs’ decision to diversify by

offering a remittances service.

Key words:microfinance, remittances, money transfer actj\iyersification

JEL: G21, L25, O15, 016

! Université libre de Bruxelles, Solvay Brussels Sghif Economics and Management, Centre Emile Bémhe
and CERMi. Contactrsukadim@ulb.ac.b&he author would like to thank Marek Hudon, Mardbies Ariane
Szafarz and Didier Toussaint for their valuable nwnts, and the Bernheim Foundation for its funding.




[. Introduction

According to the World Bank (2009), the remittanf@®ney sent home by migrants) towards
developing countries amounted to 317 billion US2009, representing a 93% growth over
the last five years. Remittances are the secomgtdarsource of foreign capital flows, after
foreign direct investments and before official depenent aid. Given their magnitude and
weight in receiving countries’ economfesemittances represent a strong tool for economic
development. In this paper, we focus on the shiremittances dedicated to savings. Those
savings increase the availability of funds in tkeremy, provided the money is recycled by
financial institutions. As many remittances recesvare excluded from the banking system
because of their socio-economic profile (Shaw, 2006crofinance institutions offer them a

promising alternative.

Penent (2003) shows that in 1998, 51% of remittameere dedicated to direct consumption
(household needs, education fees), while the renpt©% were used to finance investments
(business projects, housing). In that respecthgavmay reveal instrumental as they increase
the availability of funds for valuable projects. Wever, as many remittances receivers are
excluded from the banking system, their potenaairsgs are not optimally dealt with. This is
where microfinance institutions can intervene as tinbanked poor represent their typical

clientele.

The impact of remittances on development has besesaed in the literature. Ratha (2003)
argues that remittances are more broad-basedodistd (as they flow directly to households),
less volatile, and more counter-cyclical than otbmurces of external financing for receiving
countries. Amuedo-Dorantes and Pozo (2006) sthegge¢mittances flow tends to discourage

exportations and hinder output and employment,ihgatb real exchange rate appreciation.

2 More than 25% of the GDP for Lesotho or Lebanariristance (World Bank, 2009)



The World Bank (2006) and Giuliano and Ruiz-Arrga@09) argue that remittances improve
the country’'s creditworthiness and enhance its ssd® international capital market.
Globally, the remittances seem to have a positmpact on the recipient countries’ GDP

(e.g., Faini, 2007; Glytsos, 2005; Solimano, 200&opeus and Lensink, 2067)

The social interest of having microfinance instdos involved on the remittances market is
twofold. First, financial institutions benefit fromscreening processes that help identifying
valuable investment projects and allocating catfitiently to various borrowetsSecond,

institutionalized savings give remittances receivire opportunity to secure their residual

monies as lendable funds (Gheeratwl, 2010).

The remittances market provides diversification apmities to MFIs in terms of revenues
(through commissions on money transfers) and volwhectivities. Indeed, the money
transfer activity can be viewed as a call-prodadttract new clients, particularly in countries
where loan portfolios growth is constrained by ldek of access to commercial refinancing
mechanisms. Furthermore, involvement on the rentés market gives MFIs the opportunity
to fulfill their social goals by providing proxinyit low-cost and safe money transfers given

their presence in remote areas.

To our knowledge, while literature exists on deteants of banks’ growth and
diversification strategy (see for instance Cyetal, 2000; Landi and Venturelli, 2001), the
literature has not analyzed, so far, the instindlofactors that drive the MFIs’ decision to
diversify by entering the remittances market. Tgaper aims to fill this gap. Using the MIX
Market database reporting the financial statemeh®25 MFIs operating in Latin America
and the Caribbean (LAC), we test the impact of sdvebservable factors on the money

transfer activity (MTA). Our results suggest thetahcial performances or the capacity for

% Nevertheless, a few studies (Chanal, 2005 or Azam and Gubert, 2005) find a negativesicn
* See for instance Allen and Santomero (1999) ancatdski (2007) for literature on this issue.



MFIs to leverage funds has a significant effecttlom probability to have MFIs providing a
money transfer service, while profitability and oggeonal performances are not determinant
factors in the decision-making process and shoaléimlyzed as results of the decision to

enter the money transfer market.

The rest of the paper is organized as follows.i&edt examines which financial institutions

are able to provide financial services to remiteenceceivers. Section Ill discusses the
potential determinants of the decision for an M¥-enhter the remittances market. Section IV
describes the data and methodology used. Sectipnesents and comments the empirical

results. Section VI concludes.

[l. Financial inclusion of remittances receivers

The money transfer market is made of formal acforsney transfer operators, commercial
banks, post offices, and credit unions) and inforoes hawalas, friends, and family

members).

The formal market is dominated by money transfezraprs (MTOs). The main MTOs at
global level are Western Union and MoneyGfaMTOs use privately-owned proprietary
networks to provide low-value money transfers ddioaky and internationally to people
who lack access to or do not wish to use bank feemglsernet al, 2006). Transfers are
mainly carried out through the companies’ proprigtalectronic Funds Transfer networks,
though some small operators rely on telephonerBach major MTO operates in a similar
manner, with a central database linking all agestter the sender pays the transfer amount

and fee, the funds are immediately transferredrftbeey is available to the receiver within a

> Hawalas are systems in which the operator recen@sey from the remitter and authorizes his paringhe
receiving country to give a counterpart of equinéleralue (not necessarily money) to the beneficiary
(Mahamoud, 2006).

® See Sukadi Mata (2009) for details.



few minutes). The sender then informs the recipiaatally by phone. MTOs provide their
services through their branch offices and througteresive networks of partners that are
banks, postal offices, MFIs, travel agents, chexdhers, foreign exchange bureaus, etc. (Isern

et al, 2006).

Other formal actors also provide the opportunitysémd money through electronic transfer
mechanisms (SWIFT, Giro), or paper-based mechan{sheques, postal ordefs)n both
cases, at least the senders must hold an accouheifinancial institution providing the
money transfer service. This requirement limits ake of these mechanisms by migrants, as
migrants and the majority of remittances receivdos not hold accounts in financial
institutions. However, banks and credit unions ianplementing transfer services that are
accessible to migrants and remittances receiveis.for instance now possible for migrants
to remit around the world through a network of 208dit unions Ifiternational Remittance

Networkor IRne) without holding an account in these credit unif@aptaet al, 2009).

Informal remittances systems are all remittancesraiprs working outside the regulated
financial sector, such as transfers between indalgl andhawalas(Freund and Spatafora,

2008).

In terms of financial inclusion of remittances neees, MTOs by themselves do not offer
financial services other than the money transfetiviac However, when they have
partnerships with banks or MFIs, account-to-accoantcash-to-account transfers (the
recipients receive money on their accounts in thantial institution) can be possible.
Informal actors are neither able to offer additiofiaancial services. It is however easily
conceivable to havbawalasoperators also operating as moneylenders or sa\kagpers.

The market actors that can contribute to integrett@ttances into the financial system and the

’see Isernet al.(2005)



economy are thus the actors that already operatkeofinancial market with the provision of
financial services other than money transfer. Wam tbome to the issue of financial inclusion
and accessibility to financial services for peofileis is directly related to the ability of MFls,
unlike other financial institutions, to develop medologies that enable the financial

inclusion of people excluded from traditional banks

MFIs operate on the remittances market throughextdapproach (without business alliances,
by moving funds between their own locations or tigto their bank accounts) or through
alliances with MTOs, banks, or consortiums of parsn An MFI's choice of business models
is usually limited by country regulations and maniealities (see table 1). In many countries,
an MFI without a banking license can act only asnagr subagent of a MTO, or establish a
correspondent relation with a commercial bank ootlaer type of licensed financial
institution. Market structure will also affect anAVs choice of business model. The market is
often oligopolistic (and monopolistic in some raggolike Western Africa where 70% of
official payments are handled by one large MTO deulinay exclusivity to its partners) and
segmented.

Table 1 Different MFls, different approaches (Isexthal, 2006)

Key factors
Between branch offices

Business goals Provide services directL/v

Competition / ™ Through MFI's bank accoupts
Regulatory environment

Market sales MTCs

Existing infrastructure “a Work through aIIiance% Banks

Other factors Consortium

Regulation can constitute an entry barrier for MHAIS order to cope with regulation

restrictions and gain a presence in the market,ynMials choose to offer money transfer



services through partnerships with MTOs or comna¢tezanks. Well-established MTOs offer
reliable products with the potential to generatarge volume of transactions and a growing
number of MFIs have established alliances to becageat or subagent with MTOs such as
Western Union or MoneyGram. Part of the attractbra partnership is simplicity (Isermt

al.,, 2006): in fact, many companies provide a presatkpge of well-tested products, a
technology platform, limited training, and marketimaterials for the MFIs to begin
operations. Agents benefit from an established tagestwork and existing marketing
campaigns in other countries, both of which helpémerate a larger volume of transfers.
From the customers’ perspective, the main advantgdlee reduction of transaction costs,
since the service is now available at the locatllégspecially in rural areas). However, there
are a larger number of partners involved in thagaation, compared to the direct approach,
and the more intermediaries there are betweenetingter and the recipient of remittances,

the higher the commission charged may be.

Although commercial banks and MFIs complement edbRr regarding money transfers and
work as partners in business models, in termsnainttial inclusion they are, to some extent,
substitutes or competitors. Actually, both are fiicial institutions able to provide financial
products linked to remittances, and the money tearectivity could allow them to identify
potential clients. Banks may then be interestethbyreceivers of large transfers as well as by
frequent receivers of small amounts. In this c#isey compete with MFIs in trying to turn
remittances receivers into clients of their rangér@ancial products. If we focus for instance
on deposits products, in commercial banks, unlik®&FIs, one of the access barriers is the
minimum capital requested to open an account. Hewehis barrier could be overcome by
remittances flows. If commercial banks take thipanunity to design products adapted to

receivers in terms of accessibility (simplified pedures for instance for financially illiterate



people), the competitive advantages of MFIs red¢atovcommercial banks can be significantly
reduced. However, MFIs still have a geographic athge as they are presents in areas
underserved by commercial banks, and an expedisgnéage in providing financial services
to financially excluded people. MFIs are thus impot actors in the perspective of including

remittances flows in the financial system in ortesupport local economies.

[1l. Determinants of the decision to enter the remiganmoarket

We make the hypothesis that, like any firm thatsiders entering a new market, MFIs will
decide to enter this market if the expected reveritmnm the new activity are above the costs
it generates for the firm (Besanko al., 2007). They should therefore realize a cost-benefi
analysis, with potential benefits coming from a#fiecy gains linked to the new activity.
Potential sources of these gains for MFIs with aAViAré® economies of scale and scope
(thanks to an increased number of savers and berspvand what this implies in terms of
deposits volumes and loan portfolio size), econsmoie transaction costs (MFIs can save on
screening costs thanks to the MTA) and internaitaamarket (additional revenues generated
thanks to the MTA can prevent MFIs from borrowingaapital market and can lead to cross-
subsidization of their various activities). Regaglithe costs, money transfers can have a
negative impact on MFIs’ health if the challenges @isks associated to the activity are not
managed correctly The first challenges that will be faced by MFts aertainly associated
with regulatory requirements and partnership issaeghe level of commission perceived on
each transfer will depend on partnerships’ agre¢sn@nFIs will also have to implement an
efficient liquidity and information management syst that is adapted to money transfers
operations, bearing in mind that additional opersl costs may appear. An MFI may for

instance have to maintain a high level of liquidiyhich imply higher opportunity costs and

¥ See Besanket al (2007), Goddarét al, (2008), and Singkt al. (2003).
° See Isernet al. (2006)



operational risks) in order to avoid the occurrentea liquidity problem that may decrease

clients’ satisfaction.

This cost-benefits analysis is included in the bewa&SWOT analysis (strengths, weaknesses,
opportunities, and threats), as proposed by Is¢ral. (2006Y% MFIs must determine if
offering a money transfer service is in their begerest, considering the environment
(opportunities and threats of the remittances ntprigad their internal (or institutional)
capacities (their strengths and weaknesses). Ainglyzoth internal capacity and external
realities will help MFIs systematically decide wihet and how to launch money transfers, as
both the environment and MFIs’ capacities will helgtermine the expected revenues and

costs of the money transfer activity.

Understanding the business environment of the tenués market implies, for instance,
having a sufficient knowledge of the socioeconoprfile of the country and of the laws and
regulation relative to international money transfe@pportunities of the remittances market
(potential market size and, thus, potential revehuell be identified for instance through an
analysis of potential clients (both senders anctivecs) and an analysis of competition.
Variables that could then be used to study theuémtte of the environment and its
opportunities and threats on the decision to eheremittances market are: regulation (does
it allow all MFIs to operate on the money transfearket or should they enter through
business alliances with other market actors?)d#em international money transfer (is the
market growing or shrinking?), competitors (who @rey? Is the market saturated?) , number
of receivers among current MFIs’ clients (potentihénts), and some socio-economic and
financial access indicators (rate of populatiorhvatbank account, percentage of households

with a migrant member, etc.).

'°The following part of the section is largely insgirby Iserret al. (2006) propositions.



Regarding internal assessment, MFIs should exathiie own strengths and weaknesses in
terms of human and financial resources, and teolgmeal and organizational capacities, as
those can represent constraints or capabilitiegsHermoney transfer activity. The analysis
should then include examining overall financialfpenances, operational performances and
managerial performances (the MFIs’ capacity to mgan&uture cash flows from money
transfers, the business risk associated with morasfers, etc.), the availability of human
resources and their knowledge of money transferd,the management information system
(their capacity to manage the mass of informatedated to transfers). The internal capacities
that can be easily observed are the financial,atjperal, and managerial performances. Many
performance indicators exist in order to measuoseh Based on the Microrate and IADB
technical guide (Microrate and IADB, 2003), MFIghdncial performance can be evaluated
through 3 ratios, namely tHending expense rati@interest and fee expenses over average
gross portfolio) which measures the total inteesgiense incurred by the institution to fund
its loan portfolio, thecost of funds ratidinterest and fee expenses on funding liabilitesr
average funding liabilities) which measures therage cost of the company’'s borrowed
funds and thedebt over equity ratidtotal liabilities over total equity) which meassrthe
overall leverage of the institution. Operationalrfpemances can be measured through
efficiency and productivity ratios such as thigerating expenses rati@perating expenses
over average gross portfolio) apérsonnel productivit{number of active borrowers over
total staff). Finally, we suggest covering manageperformances through portfolio quality
(measured by thportfolio at risk and profitability (measured kngturn on assetandreturn

on equity for instance).

In the following section we build an estimable speation to identify internal and external

factors that have an effect on the probability afZihg an MFI deciding to operate on the

10



remittances market. Given the low data availahilitys paper will focus only on institutional

determinants of entering decision (what are thengths and weaknesses of MFIs). Actually,
to our knowledge, databases that contain envirohnmeficators such as the regulatory
framework faced by MFIs across countries and oveeraod of time and the evolution of the

average cost of sending money over a period of imenot available. However, if we refer to
Landi and Venturelli (2001), who studied the deteants of European banks diversification
strategy, variables related to economic and firdratiaracteristics of single banks explain the

diversification to a greater extent than contextakdes.

IV. Data and methodology

We use observations of 225 MFIs from 18 Latin Ameni and Caribbean (LAC) countrtés
The choice of LAC countries for the analysis hasrbenotivated by the highest available
number of observations, compared to other regidniseoworld. We study only one region
because the migration phenomenon varies acrossne@ivhich has an impact on the volume
of remittances received by countries and, thusthenopportunity the remittances market

represent for financial institutions).

The sample is divided into 2 groups of MFIs whichk:ahe ones that had a MTA in 2006
(26% of the sample) and the ones that did not (64%e sample). The dummy MTA has
been build based on the MIX Market website. Thelarmg variables (indicators of internal
capacities) used to determine the probabilitiesenfering the remittances market are:
indicators of managerial performance (MFIs profitgh), financial management and

operational performance.

6 MFIs will be dropped for the regression becafsmissing information.
2 The second region in terms of available numbebskrvations is East and central Asia, with 168
observations for 2006.
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First, as indicator of managerial performance, w8e the return on equity (RoE) and the
return on assets (RoA), both of which measure Mpisfitability. The RoE is obtained by
dividing net income (after taxes and excluding gngnts or donations) by average equity
over a certain period of time. The RoOA is calculalby dividing net income (after taxes and
excluding any grants or donations) by average ssadr a certain period of time. A positive
contribution of managerial performance in the ptolig of having a MTA may indicate that
managers are able to identify remittances markgodpnities or are confident in their
capacity to manage the MTA. On the other hand,gatnee relationship should indicate that

MFIs diversify in order to improve their profitalhy through products expansion.

Second, as indicator of financial management, veethe debt over equity ratio (D/E). It is

calculated by dividing total debt by total equitytal debt includes everything the MFI owes
to other parties, including deposits, borrowings] ather debt accounts. Total equity is total
assets minus total debt. The D/E ratio measurevkeall leverage of the institution and

depends on its risk. The less risky the MFI willgerceived by potential lenders, the higher
debt it will be able to carry for a given amountegjuity (and the higher the ratio will be). We
assume that some MFIs are perceived as less fishky dthers because the quality of their
financial management is perceived to be befepositive relationship with the explained

variable would indicate that MFIs that diversifyeahose with better financial performance
(strong institutional capacities), while a negatnedationship would support the idea of

diversification as a way for MFIs to find an altative source of funding.

Third, as indicator of the operational performanee, use the operational self-sufficiency

(OSS) not adjusted to subsidies, calculated byduhgi operating income (from loans and

12



investments) by the sum of operating costs, loas larovisions, and financing costs. OSS
indicates whether or not enough revenue has besreddo cover MFIs’ total costs. The
higher it is, the better is the quality of the mgement. A positive effect of the OSS on the

occurrence of a MTA may indicate that MFIs thatedsify are those that are well managed.

Finally, we add two additional explaining variablémt are specific to each MFI and that
could influence managerial decisions in terms ofediification through the remittances
market. First, we include a dummy for the offerdaposits facilities (Dep) by MFIs. We
assume that the motivation for MFIs to enter thmittances market increases with the
opportunity to turn migrants and remittances regsvsavings into deposits (Sukadi Mata,
2009). And second, we include a dummy for the legadus of the MFI (LSD), as it could

facilitate or complicate (barrier of entry) the pess of entering the money transfer market.

Table 2 presents the descriptive statistics ovtreables used for the logistic model. The first
line highlights that 26% of MFIs in the databaseb9 institutions out of 225, offer a money
transfer service. Regarding the legal status, tapnity of MFIs in the sample are non-profit
institutions (56.8%), followed by non-bank finardciastitutions or NBFIs (20.8%),

cooperatives (12.4%), banks (7.1%), and “othertituisons (2.6%). In terms of deposits
facilities, nearly 33% of the 225 MFIs of the sampbllect deposits. The last column of the
table provides the frequency at which the dummyswtered is equal to 1 (for instance, 59

MFIs of the sample operate on the money transfekehand 16 are banks).
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Table 2 Descriptive statistics

Frequency
Variables Obs. Mean Std. Dey. Min Max| (dummy=1)
MTA 225 .2622 4408 0 1 59
LSD: bank 225 0711 2575 0 16
LSD: cooperative 225 1244 .3308 0 1 28
LSD:non-profit 225 .5688 4963 0 1 128
LSD: NBFI 225 .2088 4074 0 1 47
LSD: other 225 .0266 1614 0 1 6
Dep 225 .3288 4708 0 1 74
RoA 225 3.24% 7.243 -36% 25%
RoE 225 1.14% 2.603 -226% 64%
0SS 225 117.56% 2.179 44% 194%
D/E 225 578% 421.108 4% 5205%

There are large differences in managerial perfonagnas RoA and ROE range respectively
from -36% to 25% with a mean of 3.24% for the RaAd from -226% to 64% with a mean
of 1.14% for the RoE. Also, the financial perforrnarranges widely, from 4% to 5205% of
D/E. Finally, an important dispersion exists betweperational performances of the MFls,

with the OSS varying from 44% to 194%.

Table 3 presents correlations between variables. ddirelation coefficient between MTA
and the non-profit status is highly negative, pneisig that non-profit MFIs are less likely to
enter the remittances market, while it is less tighpositive for the other statuses (except for
“other” status). This relation supports the ideat legal status is an entry barrier for MFls,
due to regulatory requirements that are difficdt hon-profit MFIs to comply with, as

highlighted in section II.
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Table 3 correlation table

LSD LSD LSD LSD
MTA Bank LSDCoop Non-profit NBFI Other Dep RoA RoE OSS D/E

MTA 1

LSDBank 0.22 1

LSDCoop 0.23 -0.10 1

LSDNon-profit -0.46 -0.31 -0.43 1

LSDNBFI 0.26 -0.14 -0.19 -0.59 1

LSDOther -0.09-0.04 -0.06 -0.19 -0.08 1

Dep 0.48 0.28 0.53 -0.68 0.26 -0.111

RoA -0.05 -0.06 -0.08 0.04 0.05 0.02 -0.101

RoE 0.04 -0.03 -0.03 -0.15 0.21 005 0.00 076 1

0SS 0.02 -0.05 -0.09 -0.01 0.12 0.02 -0.00.83 0.66 1
D/E 0.23 0.23 0.08 -0.41 0.18 0.27 0.33 -0.0941 -0.07 1

We observe a highly positive correlation betweea MTA and deposits facilities. This
relation highlights the tendency that MFIs provigliteposits facilities are willing to develop
a MTA in order to take the opportunity of turninggmants’ savings into deposits. Finally, in
terms of internal assessment, the coefficient gtpe and relatively high for D/E, presuming
a high influence of the financial performance oa tiecision to enter the remittances market,
while the influence of the profitability and theesptional performance on the decision seems

to be low.

The table highlights multicollinearity between R@#Ad RoE, as well as between RoA and
OSS. RoA and RoE will therefore not be includedetbgr in the model. Regressions with
ROA give similar results (as those with RoE as rganal performance indicator) that are not

reported here.

V. Results

The explained variable is a dummy: it takes valukthe MFI has a MTA, and O otherwise.

The logit model estimates the probability of emtgrihe remittances market.

15



We consider the following specification:

1
(1+exp[-(8, + BLSD+ 3, Dept B, RoEr B, OS85, D IE

P(MTA=1)=

P (MTA=1)being the probability to have the MTA dummy eqael.

Regressions are performed using the STATA softwarerder to assess the robustness of the
results, we test different specifications of the delo Table 4 presents the estimated
coefficients and robust t-statistics.

Table 4 regression results

Dependant variable: Money transfer activity (MTA)

(1) (2) 3 (4)
621
LSDBank (0.95)
. 614 -240 _145
LSDCooperative (-0.93) (-.34) (-.20)
. 11.335% 11,966+ 1545+ 1577+
LSDNon-profit (-2.15) (-2.92) (-2.07) (.040)
349 -303 _094 _116
LSDNBFI (0.67) (-.49) (-0.14) (-18)
oe 1.269%* 1,265+ 975+ 872
P (2.84) (2.82) (2.02) (1.73)
-.000 -.004
RoE (-0.06) (-.54)
002 011
0SS (.33) (0.96)
001* 001*
D/E (1.79) (1.97)
cons 1.122 -819 -1.187 2,502
(-1.88) (.66) (-1.54) (-1.59)
Observations 219 219 219 219
Pseudo R? 242 242 252 255

Robust t-statistics in parentheses
*significant at 10%; ** significant at 5%; ***sigffiicant at 1%
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Coefficients cannot be interpreted as a marginacebf explaining variables on the MTA,
only their signs can be interpreted. Variables vadsitive coefficients positively influence
the probability of entering the remittances markdtijle variables with negative coefficients
negatively affect this probability. In equationg,(®), and (3), we assume that the probability
to have MTA = 1 depends on only one category ofgperances (respectively management,
operational, and financial performance). In equmat{d) we include simultaneously the 3
categories, i.e., we allow the probability of hayia MFI with a MTA to be influenced
simultaneously by all performance indicators.

Equations (1) and (4) suggest that managerial padnce indicators or profitability do not
have a significant effect on the decision-makingcpss of launching a MTA, as none of the
coefficients is significant in the regressions.slts consistent with Cyrest al. (2000), who
find that the RoA and the RoE are determinantsheeivf banks’ growth decision, nor of the
decision to grow through product expansion. Authamgue that non-significance of those
performance indicators means that profitabilityaigesult of the choice to grow (through

diversification in our case), not a determinant.

Regarding the operational performances indicatbdinee analyzed as the only category of
performance influencing the decision-making procésguation (2)), or combined with
management and financial performance indicatorsigigon (4)), we do not find any
significant effect of this variable on the probékilbf having an MFI deciding to operate on
the remittances market. Here also, it could be edghat operational performance should be
analyzed as a result of the decision, given thesegumences of the MTA on MFIs’ overall
operational expenses (efficiency gains from the ramtivity versus additional operating
costs). However, we would have expected the operatiperformance to be determinant in

the decision-making process, either positively (Mtiat diversify are those who are able to
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control their operational costs) or negatively (MIFdiversify because they have excess

capacities and seek to improve their efficiefipy

The effect of financial performance on the likebloto have an MFI with a MTA appears in
all the specifications (equations (3) and (4)). Toeefficients of D/E are always significant
and positive. Since any growth requires relativalge expenditures of resources (Cyete

al., 2000), this result supports the argument thatrerg the remittances market is costly;
thus, MFIs that have facilities in borrowing fundscapital markets will be those with higher
probability to enter the new market, because trexethigher capacities to finance the initial

investments related to the new activity.

The existence of savings facilities impacts poslyivand significantly on the probability of
entering the remittances market in all the equatidimis could be interpreted in relation with
the D/E ratio, as deposits are parts of MFIs’ dibs consistent with Cyreet al. (2000) who
find that the more deposits over assets incredlsesnore likely banks are to grow through
product expansion rather than through branchingwéver, the result also supports the
argument that MFIs could operate on the remittancesket because they have the
opportunity to turn migrants’ savings into depo¢sikadi Mata, 2009). Finally, as expected,
being a non-profit MFI significantly decreases thebability for the MFI to enter the
remittances market, in comparison with the omigezlp of MFIs which are banks, except in
equation (1) where cooperatives are omitted. Thjgpsrts the arguments that banks and
cooperatives have an easier access than non-prsifiutions to the remittances market, in

terms of regulatory requirements.

13 See Landi and Venturelli (2001)
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In order to have an idea of the magnitude of tHiecefof significant explaining variables on
the likelihood to have MTA equal to 1, we calculéiteir marginal effects. It appears that
when D/E increases at the margin, the probabilithaving MTA equal to 1 increases by
0.025% (significant at 10%). A discrete changewhdy variable LSDnon-profit from 0 to 1
decreases the probability of having MTA equal foy127% (significant at 5%), while having
the deposit facilities changing from 0 to 1 incesashis probability by 15% (significant at

10%).

VI. Conclusion

This paper addresses the question of the drivedsvefsification in microfinance. It tries to
identify the determinants of MFIs’ decision to antee remittances market by providing a
money transfer service. Our results, closely rdlatethose of the traditional banking sector,
suggest that MFIs with a higher probability to eritee money transfer market are those that
have better access to liabilities, including defgo@o they have access to funds to invest in
the new activity), while their operational capastiand their profitability are not determinants
in the decision-making process and should probhblyanalyzed as a result of the decision.
These results suggest that, all other things beopgal, the probability of having an MFI
operating on the remittances market will positivelgpend on its capacity to finance
investment (and probably operational) costs reladdtie new activity. They also suggest that
MFIs enter the market because this could have faectedn their profitability (considered as a
result of the decision, not as a determinant). Timlies that, to some extent, as long as
financial resources are available, MFIs will tera launch a MTA, regardless of the
operational capacities and the managerial perfocemmvailable in the institutions. MFIs
with poor managerial performances then risk to gepee a deterioration of their overall

performances, due to failures in managing riske@sated with the MTA. It could therefore
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be interesting to study the impact of the MTA on IMFprofitability and operational

performance.

In terms of policy implications, results suggesatthin order to have MFIs playing a
significant role on the remittances market (becath®y can contribute either in reducing
transfer costs or in increasing the potential ahittances as lendable funds), competent
authorities should create a regulatory environntiggit enables a higher proportion of MFIs to
comply with the requirements (while not degradimgtomer protection). MFIs operating in
migration zones should also be encouraged to aperathe remittances market via financial
support at the initial stage of their new activitycase MFIs have limited access to liabilities.
However, creating an enabling regulatory environtmenproviding the funding will not be
sufficient to encourage MFIs to enter the monegdfar market: it may also be necessary to
provide technical support (training of employeed amanagers for instance) in order to limit

the negative impacts of the diversification on tip&rformances.

A major improvement of our analysis could be toaege the internal assessment by
integrating in the model variables that are relatedhe human resources and know-how
available in the MFI. Those variables should pesl{i contribute to the probability of having
an MFI entering the remittances market, all oth@ngs being equal. And, of course,
completing the internal assessment with varialib@$ tonsider opportunities and threats of
the environment will give a complete overview o€ tbost-benefit analysis of the decision

making process of entering the remittances mark@raviding a money transfer service.

The topic is widely understudied from different gmectives: from the perspective of

diversification motivations (what do MFIs expeatrir the money transfer activity?), from the
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perspective of the decision-making process (do NMgise the necessary resources to enter the
market? What are the resources to be considerad®)finally from the perspective of the
consequences of diversification (do the observdecesf correspond to expectations?). In
order to further study all these potential questitimat are important for the microfinance
industry, given the strategic implications that it@amces flows may have on MFIs’ activities
(for instance remittances may constitute long texsources that could overcome the issue of
funding long term loans), an improvement of avddadata on MFIS’ money transfer

activities is needed.
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