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The Effect of Language Use on the Financial Performance of Microfinance

Banks: Evidence from Cross-border Activities in 74 Countries

Abstract

This multi-year study examines the relationship between financial performance and language use,
observing 405 partnerships between microfinance banks and their international financial partners in 74
countries. Drawing on language research in international business, we find that microfinance banks
based in English-speaking, French-speaking, and Spanish-speaking countries have higher performance.
Furthermore, the linguistic distance between the home country of a microfinance bank and the home
country of its international partner(s) is negatively related to its financial performance. Our large-scale
study confirms the effect of language use on organization-level financial performance and extends

research on language in multinationals from intra-firm to inter-firm relationships.

Keywords: language in business, English, French, Spanish, microfinance, inter-firm international

partnership, firm performance



1. Introduction

A study commissioned by the UK government shows that lack of foreign-language proficiency is
estimated to cost the economy 3.5% of its GDP (Foreman-Peck & Wang, 2014). These language-driven
costs are hard to estimate, because firms typically cover a substantial share of them in the form of missed
business opportunities or miscommunications (CILT, 2006). We argue that the global microfinance
industry is a context in which the effects of language use on organization-level financial performance
can be captured empirically. In this highly international industry, language is a salient characteristic of
cross-border partnerships.

In this paper, we study the language-infused relationship between international financial partners
(such as lenders, donors, and investors) and microfinance banks (MFBs).! Such banks provide banking
services like credit, savings, and insurance to micro-entrepreneurs and local households in a financially
sustainable manner (Morduch, 1999). MFBs often operate in low-income countries with limited ability
to communicate for professional purposes in one of the global languages such as English, Spanish, or
French. Language-skilled university graduates are not attracted to MFBs because they perceive
microfinance as a low-paying banking industry with low prestige (Access-Assist, 2014). This makes it
difficult to hire staff with requisite language skills to communicate with international financial partners,
who are based in high-income countries such as North America and Europe and who are separated from
MFBs by a large linguistic distance. Yet, in order to deliver banking services, MFBs need to
communicate with these partners because they provide access to capital, knowledge, and other
resources.

Microfinance represents a particularly relevant context for studying language effects on financial
performance for several reasons. International donors (e.g., the Melinda and Bill Gates Foundation),
regulatory authorities, and international agencies (e.g., the World Bank) collectively push for global

transparency that ensures that detailed performance information about MFBs is available. This

! Providers of financial services to low-income people and their income-generating activities are often termed
microfinance institutions (MFIs). In this paper, we call them microfinance banks (MFBs) because the nature of
their activities is similar to that of banks even though only some of them are regulated by national banking
authorities.



information would be inaccessible in most other industries, particularly in emerging markets (Beisland,
Mersland, & Randay, 2014). As one of the world’s largest banking markets in terms of number of
customers served,’ the industry is highly dependent on standardized written manuals, handbooks, and
codes of practice. The Consultative Group to Assist the Poor (CGAP), a microfinance branch of the
World Bank, plays an important role in producing these documents primarily in English, but also in
other global languages such as French and Spanish. These languages enjoy the status of the official or
“semi-official” language in many Latin American and African countries and they are used in strategic
domains of society, such as government, law courts, mass media, business and the educational system
(Crystal, 2003; Simons & Fennig, 2018). An additional reason for our choice of industry stems from
our own extensive experience’ in microfinance. We have witnessed how suboptimal language practices
can persist in this industry for a long time. International financial partnerships within the microfinance
industry are typically not under the same competitive pressure to be terminated as relationships between
regular commercial firms because there is no take-over market for underperforming MFBs (hardly any
of them are publicly listed). Neither is the performance of MFBs affected by ownership type, or their
for-profit versus non-profit status (Mersland & Strem, 2009), indicating that also MFBs with non-profit
status focus on long-term financial sustainability. Thus, the microfinance industry is almost like a
natural “laboratory,” exhibiting an extreme case (Yin, 2014) in which we can disentangle the distinct
effects of language use on the financial performance of MFBs.

To the best of our knowledge, research on whether and how language matters for the financial
performance of organizations is yet to be undertaken.* Scholars have investigated the performance
effects of language use in conceptual terms (Luo & Shenkar, 2006) or in empirical terms by studying
how key factors such as effectiveness of communication (Harzing & Pudelko, 2014), knowledge flows

(Mékela, Kalla, & Piekkari, 2007; Reiche, Harzing, & Pudelko, 2015), and language-sensitive

2 Reed (2013) reports that MFBs reach 200 million families with credit services and Lloyd’s (2012) estimates
that 1 billion people will hold a micro-insurance policy within the next ten years.

3 Two of the co-authors of this study have 25 and 10 years of experience, respectively, having held various
management and board positions in the microfinance industry.

4 Given that many MFBs are not profit maximizing, we have also applied other performance measures such as
operational self-sufficiency (OSS) in this study. The OSS measures whether operating income covers operating
costs, financial costs, and provisions for loan defaults.



recruitment (Peltokorpi & Vaara, 2014) have indirect implications for organization-level financial
performance. Researchers have also suggested that “soft” skills such as culture and language may have
“hard” performance outcomes (Brannen, Piekkari, & Tietze, 2014; Piekkari, Welch, & Welch, 2014),
although large-sample empirical evidence is still limited. We respond to this call, as much of the
previous language research in IB is qualitative in nature (Tenzer, Terjesen, & Harzing, 2017).
Furthermore, much of the research has focused on language within multinational corporations (MNCs)
(Brannen et al., 2014) rather than on inter-firm partnerships (e.g., Boussebaa, Sinha, & Gabriel, 2014;
Cuypers, Ertug, & Hennart, 2015; Joshi & Lahiri, 2015). We address these research gaps by exploring
the effect of language use on organization-level financial performance, based on panel data on 405
partnerships between MFBs and their international financial partners in 74 countries.

The contribution of the present study to the research on language in international business is fourfold.
First, by using large-scale, multi-year, multi-country panel data we empirically confirm the effect of
language use on the financial performance of microfinance banks. Much of the existing research focuses
on initial international expansion, exporting, and foreign market entry (Crick, 1999; Hurmerinta,
Nummela, & Paavilainen-Méntymaki, 2015; Leonidou, 1995; Lopez-Duarte & Vidal-Suarez, 2010)
rather than on the more long-term effects of language on firm survival and performance. Furthermore,
we specify which languages matter for the financial performance of the firm, as the existing research
primarily considers the role of English without comparing it to other languages (e.g., Boussebaa et al.,
2014; Cuypers et al., 2015). Our findings indicate that English is the most effective global language in
the microfinance industry, although we also see positive effects in the use of Spanish and French.
Second, we address language use in inter-firm relationships (between the MFB and its main
international financial partners), whereas the existing research mostly focuses on intra-firm
headquarters-subsidiary relationships. Specifically, we argue that from a language perspective, inter-
firm relationships differ from intra-firm relationships due to variations in resource access, contractual
relationships, and governance practices. Third, we investigate language in the context of microfinance
as a global service industry. Much of the existing language research focuses on manufacturing rather
than the service sector. Yet, we know that the delivery of services is highly language-dependent

(Holmgqvist, 2009; Holmqvist, Van Vaerenbergh, & Gronroos, 2017) and this issue is particularly salient



in the case of MFBs. While interaction with clients in emerging markets is locally embedded (Bruton,
Khavul, & Chavez, 2011) and necessitates mastery of local languages and dialects, successful
interaction with international financial partners depends on the MFB’s ability to use a global language
to access capital, knowledge, and best practices. Ultimately, the interaction with these international
partners determines the quality of services provided to local borrowers. Fourth, our focus on emerging,
low-income markets enriches the existing research on language in international business, which is
conducted predominantly from the perspective of developed markets such as the UK, USA, Finland,
Germany, Japan, and Sweden (Tenzer et al., 2017). Emerging markets often have several official
languages due to their colonial past, rendering them a highly rich language environment. Furthermore,
the value of language skills is extremely high in emerging countries where the level of education and
the general proficiency in English, or any other global language, tend to be low.

In the next section, we first describe our research context of the microfinance industry and the type
of international partnerships that characterize this industry. This is followed by our theoretical
underpinnings and the development of hypotheses. The remaining sections outline the methodology,
operationalization of key variables, and empirical results. The paper concludes with a discussion of our

key findings and suggestions for future research.

2. International financial partnerships in the microfinance industry
Present-day microfinance began as a local philanthropic development effort in the 1970s with
Bangladeshi Mohammad Yunus, winner of the Nobel Peace Prize in 2006, as the best-known pioneer.
International financial partnerships, which are largely based on contractual agreements, are more the
norm than the exception among MFBs. A global survey shows that 38% of MFBs have a foreign
initiator, 41% have international commercial debt, 51% have foreign subsidized debt, 24% have at least
one foreign director, and 33% are members of a formal international network (Mersland, Randey, &
Strem, 2011). These numbers suggest that microfinance is a highly international banking industry in
which international financial partnerships with MFBs play a key role.

Figure 1 shows a typical partnership in the microfinance industry, which is very different from the

equity-based headquarters-subsidiary relationships that have dominated language research in



international business. The first half of the language dyad is the MFB based in a low-income country in
the “South”. MFBs can legally be banks or other types of financial institutions regulated by national
banking authorities, or they can be organized as member-based cooperatives or NGOs (Mersland,
2009). As Figure 1 illustrates, international financial partners represent the second half of the language
dyad. They are based in high-income countries in the “North” (though in some cases we observe South-
to-South collaborations as well, e.g., Bangladeshi-based BRAC entering African countries like Liberia
and Uganda). International financial partners include development-motivated international non-
governmental organizations (NGOs), investment funds, and so-called microfinance investment vehicles
(MIVs). Based on contractual agreements, these partners provide MFBs with technical assistance,
network access, funding, and sometimes ownership ties and are often actively involved in the start-up
phase of the MFB regardless of ownership type. Not only are MFBs in the South “reaching out” to the
North to form partnerships, but also organizations in the North, such as international “impact lenders,”
are turning to the South in search of attractive partners (Hummels & Millone, 2014). In fact,
international funding is one of the main innovations that makes microfinance different from other

poverty-lending models (Mersland & Strem, 2012).

Insert Figure 1 about here

Our study focuses on dyadic relationships between MFBs and their international financial partners
rather than on multiple relationships between MFBs and local stakeholders (see Figure 1). MFBs are
typically separated from their international financial partners by a great (geographical, cultural,
economic, and linguistic) distance. MFBs based in low-income countries often struggle to access skilled
labor and sophisticated funding and market knowledge locally, particularly in rural markets. For them,
accumulation of in-house funding and market knowledge becomes critical, but it often requires
proficiency in a global language. Knowledge creation and sharing in a global service industry such as
microfinance have been high on the agenda of policy-makers for decades (e.g., CGAP of the World
Bank). In addition, there are other international knowledge-sharing initiatives such as the Microfinance

Gateway (www.microfinancegateway.org), an online donor-funded library. Another such initiative is



http://www.microfinancegateway.org/

Mixmarket (www.mixmarket.org), a web platform that helps to match MFBs with international lenders,

networks, and service providers. As Figure 1 suggests, the flows of knowledge, capital, and other
resources from international financial partners in the high-income North to the MFB in the low-income
South are language-dependent and thus affect the performance of the partnership.

The question of how to define and measure performance in the context of the microfinance industry
has been debated extensively (Bruton et al., 2011). While there have been high hopes that microlending
would alleviate poverty in terms of, e.g., increased employment and empowerment of women, the
evidence is still limited. Banerjee, Karlan, & Zimman (2015, p. 1) summarize its impact as “a consistent
pattern of modestly positive, but not transformative effects.” Guérin and Kumar (2017) conclude that
contrary to common belief, access to microfinance does not always empower women. Furthermore,
critics point out its negative side effects, such as predatory lending with exceptionally high interest rates
(Hudon & Sandberg, 2013). Thus, “the business of doing good” is not straightforward and the debate
on how to measure and evaluate the performance of MFBs has been going on for the past two decades
(Armendariz & Morduch, 2010). Nevertheless, as indicated by Mersland and Strem (2010), “sufficient”
financial performance is a prerequisite for the successful, long-term operation of MFBs. To sum up,
language affects the organization-level financial performance of MFBs in low-income countries in
terms of financial as well as social returns, but we focus on the organizational-level financial

performance.

3. Theory and hypotheses

As discussed in the previous section, international partnerships in the microfinance industry more
closely resemble contractual alliances between external parties than equity-based internal headquarters-
subsidiary relationships in MNCs, which have been the focus of much of the language research in
international business (Piekkari et al., 2014). The nature of these contractual agreements, lack of local
resources (capital, knowledge, and language), and governance and ownership structures limit the ability
of MFBs to deal with language issues. Yet, the stream of research on headquarters-subsidiary
relationships in MNCs provides a useful starting point for us: it suggests that language influences

managerial decisions and ultimately financial performance (Brannen et al., 2014), even if hard-core
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evidence to establish this relationship is still lacking. The study by Monteiro, Arvidsson, and
Birkinshaw (2008) is a step in this direction. They found that the poorly performing subsidiaries did not
have access to “best practices” and were not included in internal networks that could provide them with
timely information. While these authors did not focus on language use per se, their study points to the
detrimental consequences of limited language skills for foreign subsidiary performance. As Luo and
Shenkar (2006, p. 324) explain in conceptual terms, “[g]lobal language design affects corporate
performance via several channels,” such as communication, coordination, knowledge sharing, and value
creation.

The literature on international alliances and joint ventures is only beginning to consider language
issues (Brannen & Salk, 2000; Liu, Adair, & Bello, 2015; Joshi & Lahiri, 2015). What emerges from
this body of research is that language use is central to the performance of international partnerships
since partners provide and receive capital, expertise, and other resources through acts of
communication. In this stream of research, language takes on primarily two meanings: a national
language that is closely linked to the national culture of each alliance partner (e.g., Brannen & Salk,
2000; Cuypers et al., 2015; Drori, Manos, Santacreu-Vasut, Shenkar, & Shoham, 2018) and language
as a communicative resource that is used in the interaction between partners (Liu et al., 2015).
Communicative resources are not limited to language but include also “the non-verbal, visual, symbolic,
and material” (Karhunen et al, 2018, p. 1000). These two approaches to language can also be combined
(e.g., Joshi & Lahiri, 2015).

In international business research, the relationship between language and national culture has
attracted attention (Tenzer et al., 2017). During the 1960s and 1970s, early writers in international
business drew heavily on Edward T. Hall’s (1959) work on culture, and for many years language was
subsumed under the concept of culture (Piekkari & Westney, 2017). In more recent research, however,
language has been recognized as a separate construct worthy of attention in its own right (Brannen et
al., 2014; Brannen & Mughan, 2017). While we recognize that language is the defining feature of many
cultures, in this paper we adopt the position that language is analytically distinct from culture. This
approach is well aligned with our focus on the use of global languages.

Research on international joint ventures and inter-firm relationships differentiates the national



language of the parent company and the language of the joint venture or the target (Brannen & Salk,
2000). Brannen and Salk (2000) used mixed methods to study a German-Japanese joint venture.
English, the official language of the international joint venture, was the mother tongue of neither the
Japanese nor the Germans, and “a lot of difficulties arose from the lack of a shared language” in the
daily negotiations between managers who were running the venture (Brannen & Salk, 2000, p. 474).
These authors conceptualized language as an organization-level factor specific to the joint venture in
question. Cuypers et al. (2015) investigated in a large quantitative study the effects of linguistic distance
and proficiency in a shared language on ownership structure. Their findings show that acquirers take
lower equity stakes in foreign targets when linguistic distance and differences in English language
proficiency are high. As in our study, they also viewed language as a country-level factor.

The second approach to language is to treat it as a communicative resource. Research in strategic
management acknowledges that “the language managers use profoundly influences their perceptions of
the world around them and thus the strategic options their firm might consider” (Brannen & Doz, 2012,
p. 80). In this regard, international partners may be separated from the MFB by a “discursive void”
(Tietze, Tansley, & Helienek, 2017, p. 152), where one party uses a contextually specific corporate
language while the other party uses a conceptually abstract language (Brannen & Doz, 2012). Liu et al.
(2015) studied the operation and performance of international joint ventures and found that partners
who share relational metaphors and are linguistically matched have superior outcomes. Joshi and Lahiri
(2015) combined the two approaches to language (i.e., as national language and as communicative
resource) and found that language friction, which occurs when two parties engage in abstract reasoning
and problem solving using different native tongues, affects selection of alliance partners. They
identified an inverted U-shaped relationship whereby little language friction may enhance alliance
formation by MNCs, while excessive friction may prevent collaboration. In our study, we approach

language as a country-level construct rather than as one specific to the MFB in question.

3.1 Hypothesis development
In this section, we suggest a stepwise development of hypotheses to test the effect of language use on

the organization-level financial performance of the MFB. We first predict the language effect on a more



general level (H1) and then propose hypotheses on the level of dyadic partnerships (H2 and H3).

We argue that the use of a global language provides the MFB with access to critical resources, best
practices, and timely information. A key question then is which languages serve as global languages in
the microfinance industry. There are about 7,000 languages (Lewis, Simons, & Fennig, 2016) but only
a few serve as global languages. A language achieves a genuinely global status when its special role is
widely recognized (Crystal, 2003, p. 3). The global status of a language is often measured in terms of
the number of countries in which this language enjoys the status of an official language; i.¢., it is used
in strategically important domains of society, such as government, law courts, mass media, business,
and the educational system (Crystal, 2003; Simons & Fennig, 2018). Today, English is the official
national language in more than 80 countries (Simons & Fennig, 2018). No other language — not French,
German, Spanish, Russian, Arabic, or Mandarin Chinese — enjoys such an undisputable status in the
world. By comparison, Spanish is the official national language in 21 countries and French in 39
(Simons & Fennig, 2018). The global status of English can also be justified by the number of native
speakers or foreign-language learners (Crystal, 2003).

For the purposes of our study of microfinance, English, French, and Spanish are the global languages
that matter due to the colonial past of many international partnerships between low- and high-income
countries. The largest market for microfinance is in Latin America, where Spanish is widely spoken. In
Africa, English and French are generally used to transcend indigenous languages and achieve national
cohesion between diverse ethnic groups. For example, both Zaire and Guinea are multilingual countries,
but French enjoys the status of an official language (Swift, 1993). These emerging markets represent a
rich environment consisting of unique indigenous languages as well as local varieties of global
languages in terms of pronunciation, vocabulary, and grammar.

English has established itself as the lingua franca of the international finance and banking industry
(Sanden, 2015). The dominance of English is evident in the number of microfinance-related documents
that the Microfinance Gateway library provides to MFBs and their international partners. The library

offers access to key documents, of which 8,341 are written in English, 1,258 in French, 1,052 in
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Spanish, and a few in other languages.’ Since MFBs in low-income countries lack state-of-the-art
knowledge and best practices of the industry locally, they become dependent on these resources that are
available primarily in one of the global languages. Therefore, we posit that a global language is
instrumental in enabling MFBs to access critical resources and timely information. Thus, we expect

that:

H1: MFBs based in countries in which a global language holds an official status have better financial

performance than MFBs located in countries with other official languages.

In our stepwise development of hypotheses, we now proceed to the level of dyadic partnerships and
argue that the ability of the MFB to engage in a meaningful business dialogue with international
financial partners is premised on a shared language, whether English or another language. If the MFB
does not have the requisite language skills its ability to communicate with external parties such as
international lenders, donors, and technical assistants will be limited. Similarly, the access of the MFB
to state-of-the-art research, competencies, and best practices of the industry about bank-customer
relationships, internal auditing practices, and IT systems becomes restrained because this information
is available mostly through international conferences, journals, blogs, and the web, but not locally.
Overall, the MFB gains hardly any benefits from its memberships in international partnerships if the
local managers and board members cannot communicate across borders. Thus, a shared language allows
partners to establish a common ground and build organizational routines that facilitate collaboration
and enable the effective management of their venture (e.g., Zollo, Reuer, & Singh, 2002). Such routines
include patterns of action for joint problem solving, contractual compliance, and intellectual property
sharing (Heimeriks & Duysters, 2007; Heimeriks, Klijn, & Reuer, 2009). A shared language contributes
to the development of these routines and improves the ability of partners to exchange timely and relevant
knowledge concerning, e.g., technological developments. Ultimately, the interaction of the MFB with
international financial partners affects its ability to use the latest knowledge in serving local borrowers

and improves its performance. Hence, we hypothesize that:

> www.microfinancegateway.org, retrieved May 2016.
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H2: MFBs based in countries that share a global language with the country of their international
financial partners have better financial performance than those MFBs that do not share such a

global language.

We posit that the linguistic distance between the MFB and its international financial partners has a
negative effect on the MFB’s financial performance. The notion of linguistic distance is central to our
study and has been discussed in the context of both intra- and inter-firm relationships. Starting from
intra-firm relationships between headquarters and subsidiaries, since the late 1990s a number of
empirical studies have emerged from Northern Europe exploring how language affects the internal
functioning of the internationalizing firm (Andersen & Rasmussen, 2004; Barner-Rasmussen, 2003;
Fredriksson, Barner-Rasmussen, & Piekkari, 2006; Marschan, Welch, & Welch, 1997; Marschan-
Piekkari, Welch, & Welch, 1999a, 1999b). For example, Marschan-Piekkari et al. (1999a, p. 435)
showed that subsidiary staff’s lack of fluency in the company language and the parent-country language
created a sense of distance and disconnectedness from headquarters. Similarly, Slangen (2011, p. 1702)
identifies linguistic barriers that generate costs and “complicate, impede, or slow down the process of
transmitting verbal messages” between MNC parents and prospective subsidiaries.

Linguistic distance between international financial partners has parallels with the notion of psychic
distance identified in research on the internationalization process of the firm. Johanson and
Wiedersheim-Paul (1975) viewed language as one of the key factors driving psychic distance between
countries, preventing information about the foreign market from reaching organizational decision
makers at headquarters (Dow & Karunaratna, 2006; Hakanson, Ambos, Schuster, & Leicht-Deobald,
2016). The measure of psychic distance has been extensively used to explain internationalization
patterns of companies originating from various countries. This research has shown that managers are
drawn to markets that endorse a short psychic distance, because it reduces the extent and cost of
adjustments that have to be made to ensure marketing effectiveness (Crick, 1999; Hagen, 1999; Holden,
1998; Leonidou, 1995; MacDonald & Cook, 1998; Mughan, 1990; Swift, 1991).

Cuypers et al. (2015) investigated language in inter-firm relationships in the context of cross-border

acquisitions. They found that linguistic distance has a negative effect on the equity taken by acquirers
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because it makes it more difficult for acquirers to access tacit information. Cuypers et al. (2015, p. 431)
argued that “differences in languages are important reasons why information is not transferred, and
hence why there is information asymmetry” in inter-firm relationships. They also posited that linguistic
distance remains relevant even though a growing percentage of business transactions are conducted in
English. In their concluding remarks, Cuypers et al. (2015, p. 440) speculated that “[s]ituations of
information asymmetry also arise in the context of investing and financing, so the ability to access
international sources of capital should be negatively affected by linguistic distance and low lingua
franca fluency.” We argue that the consequences of linguistic distance permeate a number of inter-firm

transactions, thus affecting negatively the financial performance of the MFB. Hence, we propose that:

H3: MFBs that are at a greater linguistic distance from their international financial partners have worse

performance than MFBs at a smaller linguistic distance.

4. Methods

Much of the existing research on language in IB is qualitative in nature and there is a clear “need for
more large-scale studies covering [...] a wide variety of country contexts in order to probe the
generalizability of the impact of foreign language use” (Tenzer et al., 2017, p. 836). In fact, during the
past five years there has been an increase in the number of quantitative studies on this topic, reflecting
the general state of this field of study. For the purposes of this study, we group quantitative language
research in IB into four overlapping categories: knowledge flows and transfer (e.g., Peltokorpi, 2015;
Peltokorpi & Vaara, 2014; Reiche et al., 2015; Schomaker & Zaheer, 2014); communication,
coordination, and control (e.g., Barner-Rasmussen, Ehrnrooth, Koveshnikov, & Maikeld, 2014;
Bjorkman & Piekkari, 2009; Harzing & Pudelko, 2013; 2014; Jeanjean, Stolowy, Erkens, & Yohn,
2015; Lauring & Selmer, 2013; Swift & Wallace, 2011), expatriate management (e.g., Fan, Cregan,
Harzing, & Kohler, 2018; Freeman & Olson-Buchanan, 2013; Ishii, 2012; Selmer, 2006; Wang, 2012);
and cross-border acquisitions and alliances (e.g., Cuypers, Ertug, & Hennart, 2015; Dow, Cuypers, &
Ertug, 2016; Joshi & Labhiri, 2015; Kedia & Reddy, 2016). Our study of the effect of language use on
the organizational-level financial performance of microfinance banks can be placed under the last

heading.
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4.1 Data

The dataset consists of 405 rated MFBs (unit of analysis) from 74 countries. The rating reports come
from the five leading rating agencies specializing in microfinance: MicroRate, Microfinanza, Planet
Rating, Crisil, and M-Cril. The decision of an MFB to obtain a rating from an international rating agency
indicates some form of international orientation since a rating is often needed when accessing funders
or seeking other types of international partners. In this regard, it can be argued that the dataset has a
certain sample selection bias, since only rated MFBs are included. However, in practice, MFBs
interested in accessing cross-border partnerships and funding need to present an external rating report
as a prerequisite for entering into negotiation. This applies in particular to younger MFBs with the need
to gain an international reputation. It has also become a necessity for MFBs with international

pretensions to present their profiles at www.mixmarket.org. In order to get a full transparency score (5

diamonds) on this web platform, they need to include an external rating report.

Our dataset thus represents internationally oriented MFBs that have the intention to practice
microfinance in a business-oriented and transparent manner. Moreover, our data on rated MFBs have
some distinct advantages over data obtained from other widely used MFB databases (e.g.,

www.mixmarket.org). First, our data contain important information, e.g., on international initiators and

network memberships, unavailable from other sources. Second, our data are not self-reported by firms
as in the Mixmarket database; instead, our data were collected and verified by a third party, the rating
agency (Beisland & Mersland, 2012). Third, our data contain information on a mix of small and large
MFBs, whereas Mixmarket data contain relatively more of the very large MFBs that are rated by
traditional agencies such as Standard & Poor’s, rather than microfinance-specific rating agencies.

We consider our data robust because comparisons of the methodologies used by the five above-
mentioned rating agencies do not reveal any major differences from the methodology we use in our
study. The five rating agencies differ in emphasis and availability of information. Thus, there are
different numbers of observations across the variables and the reported years. To be able to combine
the various rating methodologies, we annualize and measure in US dollars the data entries using the
official exchange rates at the time. The rating reports, representing the basis for the database we

constructed, extend from 1999 to 2009. The dataset is an extended, up-to-date version of a dataset used
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in several prior studies (Randey, Strem, & Mersland, 2015; Galema, Lensink, & Mersland, 2012;
Mersland et al., 2011; Mersland & Strem, 2009).

In addition, we employ random effect estimations under the assumption that the unobserved
heterogeneity error term is uncorrelated with each independent variable. Testing for shared bias method
as a source of endogeneity, we observe that Harman’s one factor test reveals no underlying scales or
structure among variables (Sharma, Yetton, & Crawford, 2009).

For each MFB, we identify by a dummy variable whether international financial partners are
initiators, directors, network members, or debt providers, in accordance with the availability of the data
(see Appendix A for the descriptive statistics on MFBs’ international partner types). A number of legal
and organizational forms are present in our dataset; however, all MFBs are either non-governmental
organizations (NGOs), member-based cooperatives, or shareholder-controlled firms with various
degrees of profit motivation. Using a dataset of rated MFBs ensures that only internationally and
professionally oriented MFBs are included. We do not include other microfinance providers, such as
government banks, small savings and credit cooperatives, and development programs that offer micro-

credit solely for welfare.

4.2 Dependent variable

We measure MFBs’ financial performance (dependent variable) in terms of real, inflation-adjusted
return on assets (ROA). ROA is our main indicator of financial performance because it “summarizes”
an MFB’s financial success and has been used in prior studies (Mersland et al., 2011; Cull, Demirglic-
Kunt, & Morduch, 2007; Hartarska, 2005). Since MFBs differ greatly in their debt-to-equity ratios and
since they may have different profit orientations, ROA is a better indicator of the financial performance
of an MFB than the traditionally used return on equity (ROE) indicator (Mersland & Strem, 2009).6
Specifically, the ROE indicator is subject to limitations as it is sensitive to capital structure, and capital
structure preferences can be associated with different ownership forms (such as for-profit, non-profits,

or cooperatives).

& We have performed an additional robustness test with ROE (return on equity at the end of a given period) as
the dependent variable and the test results do not deviate substantially from the ROA results of this study.
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Most MFBs operate with a “double bottom-line” approach that values social returns as well as
financial returns (Armendariz & Morduch, 2010). Nevertheless, as indicated by Mersland and Strem
(2010), the main struggle of MFBs is to keep operational costs down in order to enhance financial
performance. These authors suggest that MFBs with good financial performance can use this to enhance
their social performance or outreach, but the reverse is not true. Thus, we focus on financial performance
in this paper. In addition, we also apply the operational self-sufficiency (OSS) ratio, a much-used
sustainability benchmark in the microfinance industry. This indicator also mirrors, to a large extent, the

cost/income ratio, commonly applied in traditional banking efficiency research.

4.3 Independent variables

In order to capture the effect of language on MFBs’ financial performance in inter-firm international
partnerships, we use the Ethnologue database. Ethnologue is a comprehensive, up-to-date online
language database covering over 7,000 world languages.” The database is comprised of three tables:
one presents the countries with summary statistics of languages within that country; the second lists the
existing languages worldwide with their genealogical classification and regional statistics. Specifically,
the classification of a given language determines its place in the genealogical tree of world languages,
and specifies its family, branch, sub-branch, sub-sub-branch, and so on.® The third table presents
detailed statistics on how each language is used by country, comprising over 11,000 language-country

combinations (https://www.ethnologue.com/data-consulting). It must be noted that using Ethnologue

allows us to draw on comprehensive and up-to-date language data. In this regard, we follow Dow and
Karunaratna (2006) who drew on an earlier version of Ethnologue (Grimes, 1996).

With regard to the operationalization of Hypothesis 1, we consider whether one of the global
languages — English, Spanish, or French — is a major language of the country in which the MFB is
based. Following Dow and Karunaratna (2006), we consider a language a major language in a country
if at least 20% of the country’s population use it as their first or second language and/or it holds an

official status of a statutory working language in that country. Hence, we use the notion of a major

7 The description of the dataset is based on Lewis et al. (2016).
8 E.g., the English language has the following classification: Indo-European = Germanic - West = English.
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language as a proxy for the status of an official language with regard to English, Spanish, and French.
A dummy variable accounts for the presence of the global languages, English, Spanish, and French,
respectively. The notion of a major language also plays a central role in our operationalization of other
hypotheses.

With regard to Hypothesis 2, we account for whether a global language is shared between the MFB’s
country and its international partner’s country. The dummy variable named “shared global language”
has a value of 1 if the MFB’s country and the international partner’s country share at least one global
language, and 0 otherwise. Similarly, three additional dummy variables specify which of the global
languages, English, Spanish, or French, are shared.

With regard to Hypothesis 3, we follow Dow and Karunaratna (2006) in capturing the linguistic
distance between the MFB’s country and the partner’s country. The linguistic distance variable denoted

by LD/ is the factor loading of three-language distance indicators (L1 to L3) defined as follows:

L1: Genealogical distance between the two closest major languages (as defined in the above
paragraph) spoken in the MFB’s country and the partner’s country, respectively. It is measured on
an ordinal scale from 1 to 8, with the following gradations: 8 —languages belong to different families;
7 — same family but different branches; 6 — same branch but different sub-branches, and so on down
to gradation 1, where the languages belong to the same sub-branch at the sixth level or represent the
same language. In so doing, we follow Dow and Karunaratna (2006), who used a scale from 1 to 5
in the context of a trade flow analysis. We employ a finer scale (1 to 8) because our dataset involves
languages whose genealogical classification comprises significantly more than five levels.
Appendices B and C list the MFBs’ and international partners’ countries with up to three major

languages and their user bases.

L2: Incidence of MFB’s country’s major languages in the partner’s country, measured in terms of
the user base, i.e., the population of the partner’s country that speaks the major language(s) of the
MFB’s country. In the case of several such languages, their weighted average user base is calculated
(Dow & Karunaratna, 2006), where the weights represent the population of speakers of those

languages in the MFB’s country (the weights are normalized to sum to unity). Following Dow and
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Karunaratna (2006), we then map the resulting linguistic user base, i.e., of the MFB’s country’s
major languages in the partner’s country, onto an ordinal scale from 1 to 5 as follows: 1 = user base
comprises 90% or more of the partner’s country’s population; 2 = 50% to 90%; 3 = 5% to 50%; 2 =

1% to 5%; 5 = less than 1%.

L3: Incidence of the partner’s country’s major languages in the MFB’s country, measured in the
same way as L2, in terms of the linguistic user base, i.e., the population of the MFB’s country that
speaks the major language(s) of the partner’s country. In the case of several such languages, their
weighted average user base is calculated, where the weights represent the population of speakers of
those languages in the partner’s country. The resulting linguistic user base of the partner’s country’s
major languages in the MFB’s country is then mapped onto the same ordinal scale from 1 to 5 as in

the case of L2.

In addition to the above, we calculate the linguistic distance of the MFB’s country to English
following the same approach used to calculate L1; the resulting variable is denoted by L1MFe. In the
same way, we calculate the distance of the international partner’s language to English; the resulting
variable is denoted by L1IPe. This procedure allows us to consider cases where English is used
strategically to enhance the potential benefits of an international partnership. This is in line with
previous research demonstrating that organizations can improve their relative standing and prestige by

using English as a non-native lingua franca (Ku & Zussman, 2010; Neeley & Dumas, 2016).

4.4 Control variables

In order to isolate the impact of language from potentially confounding factors, we apply a number of
country control variables. We account for the institutional distance between MFBs and their
international partners, using aggregated values of institutional indicators from the Index of Economic
Freedom developed by the Heritage Foundation (Berggren & Jordahl, 2005; Meyer, Estrin, Bhaumik,
& Peng, 2009; Stroup, 2007). We also control for the potential effect of culture, as follows. In measuring
cultural distance between MFBs and their international partners, we apply Kogut and Singh’s (1988)

cultural distance index, which is based on Hofstede’s indices (e.g., Dow & Karunaratna, 2006; Meyer

18



et al., 2005; Filiou & Golesorkhi, 2016). In addition, we control for geographical distance as it often
relates to transportation, communication, and other transactional activities that a firm conducts when
collaborating with partners (Eden & Miller, 2004). The geographical distance between two countries is
measured as the geodesic line between the countries’ geographic centers, measured in kilometers
(Slangen, 2011). In accounting for other exogenous factors having an influence on a country’s language,
we also consider colonial ties between MFBs and their international partners. Colonial ties are measured
using a dummy variable. We consider the colonial empires of the UK, France, Germany, Belgium, the
Netherlands, Spain, and Portugal from the period 1650 to the present (Barraclough, 1988; Dow &
Karunaratna, 2006; Srivastava & Green, 1986). We include regional dummy variables adopted by
Mersland et al. (2011) to account for the MFB’s region and its international partner’s region (see Table
1). Inclusion of regional dummy variables® is helpful to control for “omitted variables” (Subramanian
& Wei, 2003). We also control for a number of MFB-specific factors that have been included in recent
microfinance-performance research (Cull et al., 2007; Mersland et al., 2011), including type of
ownership (non-governmental organization, cooperative, or shareholder), assets (size), MFB’s age,
MFB’s average loan, whether the MFB is international, and whether the MFB is regulated by local

banking authorities.

Insert Table 1 about here

5. Results

Table 2 provides descriptive statistics and the correlation matrix for the variables used in our study.
None of the correlation coefficients are of high magnitude. Testing further for potential
multicollinearity, we observe that the variance inflation factor reveals no symptoms of multicollinearity

in the models. In Tables 3 and 4 we report the random effect specifications, using generalized least

® Given the large number of countries in our sample, we could not use country-specific fixed effect dummy
variables due to methodological considerations, such as degree of freedom in regression models.
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squares in the panel data estimation on 405 MFBs, with missing values subject to listwise deletion, and
using the inflation-adjusted ROA and OSS as the dependent variables. We choose the random effect
model due to the nature of the variables of the study, which are mainly time-invariant.'® In addition, we
employ random effect estimations under the assumption that the unobserved heterogeneity error term
is uncorrelated with each independent variable. Testing for shared bias method as a source of
endogeneity, we observe that Harman’s one factor test reveals no underlying scales or structure among
variables (Sharma et al., 2009).

In Tables 3 and 4, Model 1 tests the effect on an MFB’s financial performance if a global language
holds an official status in the MFB’s country. Model 2 tests the effect on an MFB’s financial
performance if the MFB’s country and the international partner’s country share at least one global
language. Model 3 tests the linguistic distance (LD’) effect on an MFB’s financial performance. Model
4 accounts for the financial performance effect of the linguistic distance of the MFB’s country’s major

language and the partner’s country’s major language to English.

Insert Tables 2, 3, and 4 about here

In Model 1 (Tables 3 and 4), the MFB global language variables exhibit a positive and significant
(p < 0.001) correlation with an MFB’s financial performance. This result supports Hypothesis 1 and
suggests that the global language of an MFB’s country enables it to capitalize on better access to
knowledge and language-based resources available mainly in the high-income North. In Model 2 the
variable of a shared global language also exhibits a positive and significant (p < 0.001) correlation with
an MFB’s financial performance, thus supporting Hypothesis 2. Having a shared global language with
an international financial partner facilitates knowledge exchange and learning that in turn enhance the
MFB’s financial performance. In addition, the result from Model 2 in both tables exhibits a sizable and

significant (p < 0.001) positive effect of English as a shared global language, relative to Spanish and

10 This suggests that our hypothesized relationship between language and MFBs” financial performance is a
stronger determinant of variation in performance across MFBs than within MFBs over time.
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French. The coefficient of Spanish as a shared global language is positive but only marginally
significant (p < 0.05). Although French has a positive coefficient, it is not significant. It should be noted
that using three specific dummy variables (related to English, Spanish, and French) helps to reveal the
stronger impact of one specific shared global language, namely English, in comparison to the other two.
These results further support the argument made in Hypothesis 2 that a global language, and in particular
English, shared between the MFB’s country and its international financial partner’s country contributes
positively to the MFB’s financial performance.

In Models 3 and 4 (Tables 3 and 4), the LD/, L1MFe, and L11Pe variables are negative and significant
(p <0.01). It must be noted that we control for a shared global language in both Models 3 and 4, so as
not to overestimate the importance of linguistic distance. Our results support the prediction of
Hypothesis 3 that the linguistic distance between an MFB and its international financial partner has a
negative effect on the MFB’s financial performance. These results indicate that the use of the English
language stimulates exchange of capabilities, knowledge, and other resources, thus improving the
performance of the MFB. Due to its international scope, English linguistically dominates the
microfinance industry and thus, e.g., the English language proficiency of an MFB’s staff members is
important for its performance.!!

Tables 3 and 4 also reveal that a number of control variables are significantly associated with the
performance of the MFB. The institutional distance variable is significant (p < 0.01) and have a negative
impact on an MFB’s performance in all models. The significance of this variable highlights the disparity
of the institutional settings (e.g., legal, political, and regulatory) in which MFBs and their international
financial partners operate. The colonial variable is also significant (p <0.05) in all models in both tables,
highlighting the diverse language environment in the MFB’s country due to its colonial past. We

observe that the MFB’s age is positive and significant (p < 0.01) in all models, which could be expected

' Our results remain robust if the linear measurement scale of L1 variables is replaced with a non-linear, convex
decreasing scale. Specifically, the L1 construct is then measured in such a way that the difference between
languages on the family level is perceived to be stronger than the difference on the branch level;
correspondingly, the difference on the branch level is perceived to be stronger than the difference on the sub-
branch level, and so on. We considered several different variations of this approach. The details are available on
request.
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as the MFB achieves positive learning effects over time. Regulation of an MFB by banking authorities
exhibits a negative impact in all models and is significant in Models 2 and 3 (p < 0.05 and p < 0.01,
respectively), illustrating the high costs involved in being regulated. The MFB’s size has a positive and
significant effect (p < 0.01 in all models) on its financial performance, which indicates the existence of

organization-level scale economies in microfinance banking.

6. Discussion
The purpose of this paper was to explore the effect of language use on the organization-level
performance of microfinance banks that engage in international inter-firm partnerships. In international
business research, language has often been considered a “soft” issue that shapes the quality of
interaction between the communicating parties. To date, there has been very little empirical evidence
of the “hard” monetary effect of language use. Furthermore, previous research has looked at initial
international expansion in terms of recognition of international opportunities (Hurmerinta et al., 2015),
exporting (Crick, 1999; Leonidou, 1995), and foreign-market entry modes (Lopez-Duart & Vidal-
Suarez, 2010) rather than at the more long-term effects of language on firm survival and performance.

Based on panel data of 405 rated MFBs located in 74 low-income countries, we made four
contributions to language research in international business. First, we provided robust empirical
evidence of the relationship between language use and performance of MFBs. All our hypotheses were
supported, indicating that language has an important effect on MFBs’ performance. Specifically, in
Hypothesis 1 we found that a global language that holds a major status in the MFB’s country provides
better access to and utilization of key resources (e.g., knowledge and capital) from high-income
developed countries. This performance-enhancing effect can be explained by the fact that the bulk of
microfinance knowledge, in the form of guidelines and support, is available primarily in one of the
global languages.

As for Hypothesis 2, we found that the presence of a shared global language between the MFB’s
country and the international partner’s country results in better performance of the MFB. We argued

that a shared global language facilitates a common understanding of how the partners in question solve
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problems, de-codify knowledge flows, manage the partnership, and establish which rules of engagement
to follow.

Furthermore, when testing Hypothesis 3, we found that MFBs’ performance is negatively affected
by the linguistic distance between its home country and its international partner’s country. These effects
can be due to both ex ante factors before forming the partnership, e.g., unfavorable conditions for
making a good contract with the partner, as well as ex post factors, e.g., higher costs of monitoring and
communication. Although we measured linguistic distance as an exogenous variable to MFBs’
performance, we also noted that MFBs’ organization-specific policies of language training and
recruitment may reduce this negative effect. This further suggests that MFBs with English-proficient
staff members can be expected to have better access to complementary resources, competencies,
technologies, and skills from their international partners. The case study of Oxfam by Lehtovaara (2009)
produced similar results.

Secondly, in studying dyadic relationships between the MFB and its international financial partners
we complemented and extended previous research by shifting the attention from intra-firm partnerships,
particularly headquarters-subsidiary ones, to inter-firm partnerships (Boussebaa et al., 2014; Cuypers
et al., 2015). Contractual agreements of this kind differ from equity-based relationships between MNC
headquarters and wholly owned subsidiaries in terms of the degree of control and influence that the
parties can exercise over each other. For example, international financial partners cannot impose a
common corporate language on the MFB in the same way that MNC headquarters can on its foreign
subsidiary. In practice, the default language choice is highly pragmatic, and it is often the only idiom
that the partners from the South and the North share with each other. Research on international alliances
is only beginning to consider language differences between partners (Brannen & Salk, 2000; Liu et al.,
2015; Joshi & Lahiri, 2015). Although past international business research has explored the impact of
institutional differences on the performance of international alliances (e.g., Filiou & Golesorkhi, 2016;
Lavie & Miller, 2008), we took this issue down to a more disaggregated level by addressing the specific
effect of language on organization-based performance.

Thirdly, our findings highlighted the importance of language for service provision. Previous research

on language in international business has largely focused on the manufacturing sector rather than the
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service sector (for exceptions, see Piekkari, Welch, Welch, Peltonen, & Vesa, 2013; Sanden, 2015).
The microfinance industry represents global services that are highly language-dependent (Holmgqvist,
2009; Sanden, 2015). In this paper, we argued that local customers’ experiences of service quality
(including the cost of loans) are ultimately a function of the quality of interaction between the MFB and
its international partners. Our findings showed that this interaction is shaped by language use and
significantly affects the performance of the MFB. Compared to products, services are more sensitive to
language due to the direct interaction between the MFB as the service provider and local borrowers as
the customers. The delivery of financial services requires high involvement from the firm in terms of
providing relevant information, taking risks, and actively participating in the service process
(Holmgqvist, 2009; Holmgvist & Van Vaerenbergh, 2013). Holmqvist and Gronroos (2012) point out
that language considerations do not only influence the service encounter, but also the customers’ initial
choice of the service provider, their intention to repurchase the service, and overall satisfaction with the
service. While we did not study whether MFBs experience language-related challenges in their
interaction with local customers, we identified such challenges in the relationships with international
partners.

Fourthly, our study focused on MFBs in emerging markets. We argued that from the viewpoint of
low-income countries, language skills are typically more important for economic activity and
international trade than for organizations based in more mature economies, partly because of the relative
scarcity of such skills in emerging economies. Previous research has been dominated by studies on
MNC:s in developed markets such as the Nordic countries (Andersen & Rasmussen, 2004; Marschan-
Piekkari et al., 1999a, 1999b) and Japan (Neeley & Dumas, 2016). Our sample of MFBs and their
international financial partners covered a broader range of language environments, with a high number

of MFBs based in Asia, Africa, and Latin America.

7. Conclusion
This study was partly motivated by the authors’ first-hand experience of working with microfinance
organizations and being exposed to significant language-related effects that generated operational costs.

For example, we observed how language-proficient staff members had to accompany auditors or
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directors on their site visits and leave their own tasks aside, and how large international business
meetings could not be organized because participants first had to be divided into several smaller
language-based groups to ensure meaningful communication. We have witnessed CEOs who were
recruited based primarily on their superior language capabilities rather than management capabilities,
or key executives who first had to be sent for language training for 6—12 months before they could start
working. During our more than 25 years of practical experience in the microfinance industry, we have
repeatedly observed the costs accrued due to language barriers between MFBs and their international
financial partners. And the findings of our global survey confirm this: language differences, if not
effectively managed, hamper the outcome of international partnerships.

International partnerships between organizations based in developed and emerging markets are on
the rise (The Economist, 2015). Specifically, our results provide managerial guidance to MFBs seeking
international financial partners as well as to international microfinance stakeholders searching for MFB
partners. When potential international financial partners are considered in the microfinance industry,
their ability to speak English as a lingua franca should be a major consideration. We argue that relatively
small investments in language training would offer considerable return on investment, because training
can be targeted to a relatively limited number of key individuals. The strong advantage of English-
speaking partners reflects the language intensity and communication challenges of the microfinance
industry more generally. However, MFBs and language-intensive partnerships in other industries can
take countermeasures by strengthening their communication abilities in English or other common
languages accessible to the partners.

One of the limitations of this study is that we used country-based factors (linguistic distance and
shared global language) to measure organization-level outcomes (the MFB’s financial performance).
Organizations within one country will vary in their ability to deal with language differences on a global
scale (for example, an organization based in Florida has the advantage of using Spanish over an
organization based in Idaho). Moreover, organizations can take remedies such as recruitment and
training to substantially reduce their home-based linguistic disadvantage. However, we would like to
point out that our observations are based on panel data that indicate a significant and persistent negative

effect of linguistic distance on the financial performance of MFBs over time. This finding points to the
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inability, in full or in part, of microfinance partnerships to alleviate language-based costs. We believe
this is a common challenge in many inter-firm relationships between partners from developed and
emerging countries. In other sectors that are more competitive and in developed countries, we expect
such suboptimal relationships to be less persistent. However, managers should still be aware of this
potential pitfall, as significant costs could incur before the root cause of faulty inter-firm
communications is discovered.

Another limitation of our study is that we focused only on one particular industry. MFBs and their
international partnerships are not traditional business partnerships and one needs to be aware that the
choice of partners depends on a range of factors other than language alone. These include availability
and opportunities of partnerships as well as the MFB’s own resource endowments and capabilities (e.g.,
Hoffmann, 2007). Such factors could represent confounding firm-level effects on partners’ proficiency
in English, but these lie beyond the scope of this study. Thus, follow-up studies are needed in other
industries. Nevertheless, we would argue that the diversity of MFBs and countries included in our
sample provides a basis for some generalization.

Although the results of this study primarily consider the effect of English as the dominant language
in international business, a significant amount of microfinance-specific knowledge has been developed
in Latin America, particularly in Bolivia and Peru. This makes it interesting for future research to
investigate the particular role of the Spanish language in this sector. Furthermore, we see a need to
address how both new and experienced organizations can become better at mitigating language and
other communication-derived costs in international partnerships. Finally, we invite the language-
sensitive community in international business to move beyond business settings, e.g., to the domain of
international development and aid. This is an area closely related to the microfinance industry, with

abundant international activities and presumably significant language-related costs.
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Table 1
Definition of Variables

Variables

Dependent variables

Return on assets (ROA)

Operational self-sufficiency (OSS)

Independent variables

MFB global language

Shared global language

Shared global lang. English

Shared global lang. French

Shared global lang. Spanish

Linguistic distance (LD)

L1: Genealogical distance between the two
closest major languages spoken in the
MFB’s country and the partner’s country

L2: Incidence of MFB’s country’s major
languages in the partner’s country

L3: Incidence of the partner’s country’s
major languages in the MFB’s country

Linguistic distance of the MFB’s country to
English (L1MFe)

Linguistic distance of the international
partner’s country to English (L11Pe)

Country control variables

Institutional difference based on indicators
including business, trade, fiscal, investment,
financial, monetary, labor freedom, freedom
from corruption, property rights, and
government size

Operational net income divided by average annual assets and
adjusted for country inflation

Interest and commissions earned on the loan portfolio divided
by the sum of operational costs, default cost, and funding
costs

Indicates whether one of the global languages, i.e., English,
French, or Spanish, is the major language of the country in
which the MFB is based

English Yes=1, No=0

French Yes=1, No=0

Spanish Yes=1, No=0

Indicates whether one or more of the following is true: the
MFB and their partners have a shared global language, either
English, French, or Spanish

Yes=1, No=0

Indicates whether English is the shared global language
between MFBs and their partners
Yes=1, No=0

Indicates whether French is the shared global language
between MFBs and their partners
Yes=1, No=0

Indicates whether Spanish is the shared global language
between MFBs and their partners

Yes=1, No=0
Factor loading Cronbach alpha
0.807 0.914
0.953
0.958

The same approach to calculating L1 is used

The same approach to calculating L1 is used

For each of these 10 indicators we compute the aggregate
institutional difference using the formula ]1-21 | IM; — 1P, |,

where IM; represents the value of the jth indicator for the
MFB’s country, and IP; — for the partner’s country,
respectively.
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Cultural distance based on Hofstede original
cultural dimensions of power distance,
uncertainty avoidance, individuality, and
masculinity/femininity

Colony

Geographical distance

Region Africa

Region Asia

Region EECA

Region Latin America

Region MENA

Region Europe

Region North America

MFB control variables

International MFB

MFB age

Type

Regulation

Assets

Average loan

We use Kogut and Singh’s (1988) index
%Z}*zl(CMj - CP])2 /V; , where CM,; represents the value of

the jth indicator for the MFB’s country, and CP; — for the
partner’s country, respectively. Further, ¥} represents the
variance of indicator ;.

Indicates that one or more of the following is true: MFBs
share a colonial link with international partners of empires of
the UK, France, Germany, Belgium, the Netherlands, Spain,
or Portugal post-1650.

Yes=1, No=0

Distance between two countries is measured along the
geodesic joining the countries’ geographic centers, in
kilometers

Indicates whether MFBs’ countries are in Sub-Saharan Africa
Yes=1, No=0

Indicates whether MFBs’ countries are in the Asia—Pacific
region
Yes=1, No=0

Indicates whether MFBs’ countries are in Eastern Europe and
Central Asia
Yes=1, No=0

Indicates whether MFBs’ countries are in Latin America and
the Caribbean
Yes=1, No=0

Indicates whether MFBs’ countries are in the Middle East and
North Africa
Yes=1, No=0

Indicates whether international partners’ countries are in
Europe
Yes=1, No=0

Indicates whether international partners’ countries are in
North America
Yes=1, No=0

Indicates whether one or more of the following is true: the
MFB is a member of an international network; the MFB has
an international initiator/director; the MFB has international
debt

Yes=1, No=0

The natural logarithm of the years (lagged by one year) since
the MFB started microfinance operations

Indicates whether the MFB is a shareholder firm or a non-
profit firm (we have grouped NGOs and cooperatives under
nonprofit firms and non-bank financial institutions and banks
under shareholder firms)

Shareholder=1, nonprofit=0

Indicates whether the MFB is regulated by banking authorities
Yes=1, No=0

The natural logarithm of the MFB’s assets

Average outstanding loan per loan client
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Table 2
Bivariate Correlation Matrix

Mean
1. ROA 0.113
2. OSS 1.211
3. MFB global lang. English 0.113
4. MFB global lang. French 0.367
5. MFB global lang. Spanish 0.142
6. Shared global language 0.325
7. Shared global lang. English ~ 0.182
8. Shared global lang. French 0.101
9. Shared global lang. Spanish  0.042
10. LD/ 0.000
11. Institutional distance 14.365
12. Cultural distance 0.481
13. Colony 0.142
14. Geographical distance 8,351
15. International MFB 0.737
16. Regulation 0.283
17. Average loan 602
18. Assets 6.425
19. Type 0.399
20. MFB age 0.866

Std.
0.104
0.811
0.104
0.218
0.034
0.467
0.387
0.302
0.120
1.000
11.017
1.013
0.352
3644
0.440
0.448
1052
0.588
0.473
0.315

1

1
0.67*
0.04
0.05
0.01
0.10
0.22
0.16
0.11
-0.01
-0.03
-0.08
0.31
-0.22
-0.06*
-0.11
-0.10%*
0.11**
-0.05
0.08%*

1

0.02
0.06
0.03
0.11
0.14
0.14
0.15
-0.02
-0.14%*
-0.01
0.25
-0.18
-0.19*
-0.03
-0.18%*
0.14%*
-0.03
0.12

1
-0.07*
-0.11
0.13*
0.15%
-0.08*
-0.07
-0.03
-0.25%
0.10*
0.12
-0.11%*
0.22%%*
0.05
-0.11
-0.01
0.02
0.03

1
-0.12%
0.14
-0.18
0.10%*
0.17*
-0.04
-0.20%*
0.05
0.18
-0.23*
0.21%*
-0.08%*
-0.01%*
-0.02
0.09
0.02

1
0.12*
-0.17
0.21
0.22%
-0.03*
-0.01
0.08**
0.19
-0.15
0.06
-0.03
0.02
0.02
-0.03
0.01

1
0.19* 1

0.18*% -0.15
0.19* -0.23
-0.04  -0.06*
-0.01  -0.23**

-0.09 -0.11

0.20* 0.16*

-0.18* -0.11

0.02  0.04*
0.16* 0.05%*

0.1 0.12
-0.11* 0.02
-0.21* -0.11

0.02  0.08*

1

0.25
-0.01
-0.19
-0.12
0.13%*
-0.18
0.01
0.03
-0.07*
0.05
-0.06**
0.01

9 10 11 12 13
1

-0.01 1

-0.17  0.24* 1

-0.16  0.22* 025% 1
0.23* 021* 024 0.12*% 1

-0.10  0.15* 0.16** 0.11* -0.12%* 1

0.07* -0.19** -0.08** -0.09* -0.14*
0.02** -0.11* 0.12** 0.10* 0.03*
-0.01 006 0.02 -0.03* 0.11

0.23* 0.08 0.19 0.21%* -0,25%
0.13* -0.07* -0.13 0.37* 0.13*
-0.17  -0.20 -0.11 0.15* -0.10

14 15
-0.18* 1
0.17  0.12
021  0.15
0.16  0.19*
-0.11  0.12%*
-0.14  -0.12

16

1
0.16*
0.21
0.11%*
0.15

17

1
0.25
0.26
-0.11

18

1
0.17
0.18

19

1
0.12%*

20

1

Note: Significance level: two tails: ** p<0.01, *p<0.05. Regional dummies are not included.
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Table 3
Results of Random Effect Model GLS with ROA as the Dependent Variable

ROA Model 1 Model 2 Model 3 Model 4
Constant 0.168 0.124 0.226 0.254
0.619 (0.062) (0.086) (0.036)
MFB global lang. French 0.025%**
(0.002)
MFB global lang. Spanish 0.056%**
(0.002)
MFB global lang. English 0.123%**
(0.001)
Shared global language 0.043%** 0.036** 0.028**
(0.015) (0.016) (0.022)
Shared global lang. English 0.232%**
(0.012)
Shared global lang. French 0.026
(0.045)
Shared global lang. Spanish 0.122%*
(0.048)
LD/ -0.522%*
(0.039)
L1MFe -0.036**
(0.015)
L1IPe -0.057**
(0.014)
Institutional distance -0.020** -0.013** -0.032%* -0.021%*
(0.012) (0.005) (0.001) (0.002)
Cultural distance -0.115 -0.187 -0.192 -0.180
(0.012) (0.042) (0.028) (0.025)
Colony 0.016* 0.025* 0.026%* 0.015*
(0.081) (0.021) (0.033) (0.083)
Geographical distance -0.438 -0.512 -0.451 -0.475
(0.036) (0.054) (0.039) (0.032)
Region Africa 0.005 0.007 0.010 0.006
(0.001) (0.002) (0.004) (0.003)
Region Asia -0.004 -0.003 -0.001 -0.005
(0.001) (0.000) (0.000) (0.001)
Region EECA -0.016 -0.015 -0.021 -0.012
(0.002) (0.005) (0.007) (0.006)
Region Latin America -0.003 -0.001 -0.006 -0.004
(0.001) (0.001) (0.003) (0.002)
Region MENA -0.027 -0.018 -0.022 -0.019
(0.009) (0.008) (0.011) (0.009)
Region Europe 0.015 0.014 0.013 0.016
(0.008) (0.004) (0.007) (0.006)
Region North America 0.025 0.021 0.023 0.022
(0.013) (0.009) (0.011) (0.012)
International MFB -0.006 0.001 0.006 -0.004
(0.014) (0.018) (0.016) (0.012)
Regulation -0.006 -0.135%* -0.123%* -0.082
(0.001) (0.044) (0.018) (0.013)
Type -0.005 0.002 -0.004 -0.019
(0.518) (0.017) (0.015) (0.016)
Assets 0.008** 0.005** 0.005%* 0.009**
(0.001) (0.005) (0.002) (0.000)
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Average loan 0.002 0.001 0.015 0.006

(0.014) (0.002) (0.000) (0.001)
MFB age 0.005%* 0.001** 0.006** 0.004**

(0.002) (0.000) (0.000) (0.000)
Overall R-square 0.35 0.29 0.31 0.34
Wald chi-square 162.68%** 134.45%** 145.29%** 155.56%**
Observations 1326 1228 1184 1176

Note: *** p <0.001; ** p <0.01; * p<0.05 and standard errors in brackets. Model 1 tests the effect on an MFB’s
financial performance if a global language holds an official status in the MFB’s country. Model 2 tests the effect
on an MFB’s financial performance if the MFB’s country and the international partner’s country share at least one
global language. Model 3 tests the linguistic distance (LD’) effect on an MFB’s financial performance. Model 4

accounts for the financial performance effect of the linguistic distance of the MFB’s country’s major language and
the partner’s country’s major language to English.

40



Table 4

Results of Random Effect Model GLS with OSS as the Dependent Variable

OSS Model 1 Model 2 Model 3 Model 4
Constant 0.581 0.214 0.426 0.514
0.619 (0.062) (0.086) (0.036)
MFB global lang. French 0.025%**
(0.002)
MFB global lang. Spanish 0.056%**
(0.002)
MFB global lang. English 0.123%**
(0.001)
Shared global language 0.023%** 0.019%** 0.022**
(0.019) (0.012) (0.015)
Shared global lang. English 0.228%**
(0.034)
Shared global lang. French 0.047
(0.051)
Shared global lang. Spanish 0.108*
(0.044)
LD/ -0.422%*
(0.032)
L1MFe -0.014**
(0.011)
L1IPe -0.047**
(0.016)
Institutional distance -0.015%* -0.023** -0.022%* -0.027**
(0.007) (0.015) (0.011) (0.012)
Cultural distance -0.125 -0.167 -0.173 -0.184
(0.018) (0.022) (0.019) (0.024)
Colony 0.015* 0.024* 0.023* 0.018*
(0.062) (0.022) (0.023) (0.053)
Geographical distance -0.381 -0.421 -0.541 -0.486
(0.025) (0.047) (0.029) (0.036)
Region Africa 0.006 0.005 0.009 0.011
(0.001) (0.002) (0.003) (0.006)
Region Asia 0.005 0.003 0.002 0.004
(0.001) (0.000) (0.000) (0.001)
Region EECA -0.012 -0.013 -0.011 -0.014
(0.003) (0.007) (0.009) (0.005)
Region Latin America -0.003 -0.001 -0.005 -0.007
(0.001) (0.002) (0.001) (0.002)
Region MENA -0.028 -0.017 -0.019 -0.020
(0.009) (0.006) (0.010) (0.009)
Region Europe 0.016 0.015 0.011 0.012
(0.008) (0.004) (0.006) (0.007)
Region North America 0.021 0.018 0.019 0.020
(0.011) (0.009) (0.012) (0.011)
International MFB -0.004 0.001 0.003 -0.005
(0.004) (0.012) (0.015) (0.013)
Regulation -0.009 -0.315% -0.131%* -0.073
(0.077) (0.014) (0.015) (0.019)
Type -0.004 0.001 -0.004 -0.018
(0.005) (0.011) (0.013) (0.014)
Assets 0.004** 0.005** 0.006** 0.007**
(0.001) (0.004) (0.002) (0.000)
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Average loan 0.021 0.002 0.016 0.008

(0.013) (0.002) (0.000) (0.001)
MFB age 0.005%* 0.002%* 0.003** 0.004**

(0.002) (0.000) (0.000) (0.000)
Overall R-square 0.29 0.28 0.30 0.33
Wald chi-square 142.88** 128.45%* 143.71%%* 152.14%*
Observations 1126 1112 1042 986

Note: *** p <0.001; ** p <0.01; * p<0.05 and standard errors in brackets. Model 1 tests the effect on an MFB’s
financial performance if a global language holds an official status in the MFB’s country. Model 2 tests the effect
on an MFB’s financial performance if the MFB’s country and the international partner’s country share at least one
global language. Model 3 tests the linguistic distance (LD’) effect on an MFB’s financial performance. Model 4
accounts for the financial performance effect of the linguistic distance of the MFB’s country’s major language and
the partner’s country’s major language to English.
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Appendix A. Descriptive Statistics on International Partner Types

Mean Std. Min Max Obs.
International initiator 0.377 0.485 0.000 1.000 290
International commercial debt 0.406 0.491 0.000 1.000 260
International subsidized debt 0.514 0.500 0.000 1.000 260
International director 0.558 1.201 0.000 6.000 220
International network member 0.328 0.471 0.000 1.000 295

A global survey of 405 MFBs in 74 countries shows that as many as 38% of the MFBs have an
international initiator, 41% have international commercial debt, 51% have international subsidized debt,
24% have at least one international director, and 33% are members of a recognized international
network.
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Appendix B. International Partners’ Country of Origin, Geographical Region, and Major Languages

First major language Second major language Third major language
Country Region Language Users Status Language Users Status Language Users Status
Belgium Europe French 75.49% Dutch 50.09% English 34.60%
Canada North America English 75.09% French 28.44%
Cayman Islands North America English 89.29% Haitian Creole 37.14%
France Europe French 95.01% English 38.06%
Germany Europe Standard German 96.22% English 55.87%
India Other Hindi 29.18% English 15.47% X
Italy Europe Italian 94.93% English 33.28%
Luxembourg Europe French 87.48% X Standard German 64.06% X Luxembourgish 55.73%
Netherlands Europe Dutch 93.15% English 89.00% Standard German 70.01%
Nicaragua North America Spanish 99.66%
Norway Europe Norwegian 89.09%
Peru Other Spanish 85.58%
Philippines Other Filipino 44.69% English 39.74% X Tagalog 21.35%
Poland Europe Polish 96.99% English 33.14%
South Africa Other Zulu 50.10% Xhosa 35.14% Afrikaans 31.49%
Switzerland Europe French 64.35% Swiss German 54.82%
United Kingdom Europe English 90.06%
United States North America English 77.98%

Note: The table displays up to three major languages in the partners’ countries. Users represents the fraction of the country’s population that speaks the respective language (regardless of whether
as a native speaker or not). The major languages are labeled first, second, and third in accordance with the number of users. A language is deemed major if at least 20% of the country’s population
uses it as their first or second language. In addition, a language is deemed major if it holds the official status of a statutory working language in that country, which is indicated by the Status column
(see Dow & Karunaratna, 2006).
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Appendix C. MFB’s Country of Origin, Geographical Region, and Major Languages

First major language

Second major language

Third major language

Country
Albania
Argentina
Armenia
Azerbaijan
Benin
Bolivia
Bosnia and Herzegovina
Brazil
Bulgaria
Burkina Faso
Burundi
Cambodia
Cameroon
Chad

Chile
China
Colombia
Croatia
Dominican Republic
Ecuador
Egypt

El Salvador
Ethiopia
Gambia
Georgia
Ghana
Guatemala
Guinea
Haiti
Honduras
India
Indonesia
Jordan
Kazakhstan
Kenya
Kyrgyzstan
Madagascar
Malawi
Maldives
Mali
Mauritania

Region

Other

Latin America
Other

Other

Africa

Latin America
Other

Latin America
EECA

Africa

Africa

Asia

Africa

Africa

Latin America
Asia

Latin America
EECA

Latin America
Latin America
MENA

Latin America
Africa

Africa

Other

Africa

Latin America
Africa

Latin America
Latin America
Asia

Asia

MENA
EECA

Africa

EECA

Africa

Africa

Asia

Africa

Africa

Language

Tosk Albanian
Spanish
Armenian

North Azerbaijani
French

Spanish

Bosnian
Portuguese
Bulgarian

Mooré

Rundi

Central Khmer
French

French

Spanish
Mandarin Chinese
Spanish

Croatian

Spanish

Spanish

Egyptian Spoken Arabic
Spanish

Ambharic
Mandinka
Georgian

Akan

Spanish

Eastern Maninkakan
Haitian Creole
Spanish

Hindi

Indonesian

South Levantine Spoken Arabic
Russian

Swabhili

Kyrgyz

Plateau Malagasy
Chichewa
Maldivian
Bamanankan
Hassaniyya

Users
53.62%
95.93%
96.86%
87.61%
33.02%
87.46%
29.40%
91.55%
96.63%
36.71%
93.09%
89.23%
36.15%
14.52%
99.55%
78.03%
99.91%
94.06%
90.68%
97.71%
63.74%
99.09%
29.11%
24.49%
86.59%
33.65%
86.39%
28.22%
66.78%
98.94%
29.18%
77.43%
47.27%

107.52%

36.17%
65.65%
34.43%
37.76%
84.22%
82.57%
88.78%

Status

Language
Gheg Albanian

Serbian
English

French

English
Ngambay

Standard German

Sa’idi Spoken Arabic

French
French

English
Javanese

Kazakh

French
English
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Users
40.98%

22.31%
25.46%
21.59%

32.98%
11.81%

32.77%

22.94%

26.06%
41.93%

15.47%
33.00%

56.62%

21.01%
3.23%

Status

Language Users
Russian 23.62%
Jula 20.87%
Chadian Spoken Arabic 11.81%
Pular 23.99%

Status



Mexico Latin America | Spanish 95.67%

Mongolia Asia Halh Mongolian 86.87%

Montenegro Other Serbian 81.31%

Morocco MENA Moroccan Spoken Arabic 73.69% French 30.84%

Mozambique Africa Portuguese 32.78%

Nepal Asia Nepali 43.66% English 24.86%

Nicaragua Latin America | Spanish 99.66%

Niger Africa Hausa 44.77%

Nigeria Africa English 33.05%

Peru Latin America | Spanish 85.58%

Philippines Asia Filipino 44.69% English 39.74% X Tagalog 21.35%
Romania EECA Romanian 99.94% English 33.35%

Russian Federation EECA Russian 95.47%

Rwanda Africa Kinyarwanda 91.30% French 5.48% X English 0.17% X
Senegal Africa Wolof 38.57% French 29.00% Pulaar 25.54%
Serbia EECA Serbian 88.93%

South Africa Africa Zulu 50.10% Xhosa 35.14% Afrikaans 31.49%
Sri Lanka Asia Sinhala 79.31% Tamil 24.58%

Tajikistan EECA Tajiki 76.90%

Tanzania Africa Swabhili 92.07%

Togo Africa French 36.18%

Trinidad and Tobago Latin America | English 97.52% Trinidadian Creole English 75.02% Tobagonian Creole English 22.51%
Tunisia MENA Tunisian Spoken Arabic 98.33% French 53.73%

Uganda Africa Swabhili 91.94% X

Viet Nam Asia Vietnamese 72.55%

Zambia Africa Bemba 29.10%

Note: The table displays up to three major languages in the MFB countries. Users represents the fraction of the country’s population that speaks the respective language (regardless of whether as
a native speaker or not). The major languages are labeled first, second, and third in accordance with the number of users. A language is deemed major if at least 20% of the country’s population
uses it as their first or second language (except for Chad, where we applied a 10% threshold; see Dow & Karunaratna, 2006). In addition, a language is deemed major if it holds the official status
of a statutory working language in that country, which is indicated by the Status column.
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Appendix D. Robustness Test. Results of Random Effect Model GLS with ROE as the
Dependent Variable

ROE Model 1 Model 2 Model 3 Model 4
Constant 0.617 0.412 0.726 0.544
(0.519) (0.028) (0.075) (0.063)
MFB global lang. French 0.056**
(0.008)
MFB global lang. Spanish 0.076%**
(0.002)
MFB global lang. English 0.203 %
(0.012)
Shared global language 0.038%** 0.053** 0.034%**
(0.011) (0.015) (0.012)
Shared global lang. English 0.259%**
(0.042)
Shared global lang. French 0.076
(0.061)
Shared global lang. Spanish 0.119
(0.034)
LD/ -0.242%*
(0.022)
L1MFe -0.018**
(0.012)
L1IPe -0.077**
(0.015)
Institutional distance -0.020* -0.025* -0.023* -0.032%*
(0.005) (0.009) (0.010) (0.020)
Cultural distance -0.251 -0.175 -0.182 -0.197
(0.032) (0.032) (0.020) (0.034)
Colony 0.018%* 0.014%* 0.033* 0.021%*
(0.019) (0.021) (0.063) (0.033)
Geographical distance -0.372 -0.414 -0.451 -0.458
(0.023) (0.028) (0.030) (0.035)
Region Africa 0.008 0.009 0.007 0.010
(0.003) (0.004) (0.002) (0.005)
Region Asia 0.003 0.004 0.001 0.004
(0.001) (0.000) (0.000) (0.001)
Region EECA -0.015 -0.016 -0.012 -0.016
(0.003) (0.005) (0.008) (0.004)
Region Latin America -0.005 -0.002 -0.007 -0.009
(0.001) (0.000) (0.001) (0.002)
Region MENA -0.027 -0.012 -0.019 -0.020
(0.010) (0.008) (0.007) (0.009)
Region Europe 0.017 0.016 0.012 0.014
(0.007) (0.004) (0.003) (0.008)
Region North America 0.022 0.019 0.021 0.018
(0.013) (0.010) (0.013) (0.009)
International MFB -0.002 0.001 0.005%* -0.008*
(0.000) (0.010) (0.012) (0.013)
Regulation -0.008 -0.215% -0.123%* -0.043
(0.073) (0.015) (0.016) (0.018)
Type -0.003 0.002 -0.006 -0.015
(0.004) (0.018) (0.011) (0.013)
Assets 0.009** 0.004** 0.005%* 0.003**
(0.004) (0.002) (0.003) (0.000)
Average loan 0.021 0.003 0.014 0.009*
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MFB age

Overall R-square
Wald chi-square
Observations

(0.011)
0.004**+
(0.002)
0.28
138.98%+
1126

(0.000)
0.003%**
(0.001)
0.27
125.53%+
1112

(0.001)
0.005%%*
(0.000)
0.30
142.12%*
1042

(0.002)
0.008%**
(0.001)
0.32
158.78%*
986

Note: ¥** p <0.001; ** p<0.01; * p <0.05 and standard errors in brackets. Model 1 tests the effect on an MFB’s
financial performance if a global language holds an official status in the MFB’s country. Model 2 tests the effect
on an MFB’s financial performance if the MFB’s country and the international partner’s country share at least
one global language. Model 3 tests the linguistic distance (LD/) effect on an MFB’s financial performance. Model
4 accounts for the financial performance effect of the linguistic distance of the MFB’s country’s major language
and the partner’s country’s major language to English.
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