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LAC financial systems remain small (% GDP)
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Billions of USD

small in USD terms
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% of Individuals with an Account in a Financial Institution
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But w!“e z5!°!o o! people ln LA! sal‘! t!ey save!...

% of people who said
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Only 15% saved in a !inancial institution
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Percentage of respondents

y don’t people have bank accounts:
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Note: Bars show percentage of respondents who do not have an account at a financial institution and why. Percentages add up to more than 100 percent in

some regions because some respondents gave more than one reason. See endnote 3 of chapter 2 for the list of countries in each country group.
Source: Authors’ calculations based on World Bank (2014b).
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nd rirms: very reliant on own savings
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biased towards consumption
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National savings rates are low...
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Factors that seem to explain inclusion..

* Rule of law

* Inequality

* Education

* Economic instability
* Banking sector costs
 Bank Presence

* Rule of Law

* Trust

Source: Powell and Sosa (2016)
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Source: Powell and Sosa (2016)
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R RRRRRRRRRDRRDRRRDSDDDD=====
But inequality doesn’t matter for everyone...

* The rich are always banked , inequality only matters for non-rich
 Comparison of the second and fifth income quartiles
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Source: Powell and Sosa (2016)
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Why are explanations important?

* Finance matters, it’s not all just endogenous

* The question is then how to improve finance - given
other characteristics that we may have to take as given

 But we need a good diagnostic as to what is going on to
understand how policies might work



e
Story 1: Show me the money!

* Banks go where the money is

 Bank entry is endogenous

* Banks compete in richer areas, other areas left unbanked
* Possible many will be banked in richer areas

e But unlikely the poor will be banked in poorer areas



Mexican municipalities
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Distribution of financial institutions across Mexico
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Distribution of financial institutions across Mexico
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————————
Some findings...

* Increased competition in municipalities that were already banked,
not so much in those not banked

* Where financial institutions entered there was an increase in
savings and in savings in financial institutions

e (IV used to control for endogeneity)

* Costs and/or trust...

* But not the whole story: relatively few households have savings in
formal financial institutions, even in richer urban areas

Source: Powell and Szekely (2015)



Story 2: information comes in different flavors

* Harder vs. softer information...

* A) Hard information: on income, job status, (credit bureaus)...
— This information may be more public

* B) Soft information: social networks
— This information may remain private: bank-client

* In LAC perhaps latter dominates implying bank — client relations
important, local monopoly power which leads to many banks, a small
and high-cost banking system and an informal fringe...

* But where the former dominates this may lead to larger and more
competitive banking system...
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Low Scale-High Cost m) High Scale-Low Cost...

* Creditor rights
* |nformation

Depth of credit Strength of legal rights
Region information index” (0-8) index” (0-12)
Latin America and the Caribbean 5.8 4.4
Advanced economies 6.7 6.1
Other emerging countries 6.4 5.0

Source: Savings for Development (IDB)



Spreads (Lending — Deposit) are high...

200 Banks are multi-product firms, Average 2006-13
' their cost structures are
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————————
Banks are complicated multiproduct firms

* Microeconomics tells us there may be many market structures

e Can policies shift the equilibrium from
— Low scale high cost to Larger scale lower cost?

e Policies: payment of salaries and transfers, free savings accounts
 Competition policies..

* But beware of trade-off between financial inclusion and stability
* Mobile/internet banking



Government transfers paid thru the financial system
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Mobile penetration is low
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e ————————
How NOT to get from A) to B)...

» Little trade-off between regulations to enhance financial stability
and financial inclusion

* High costs come largely from small scale

 Weakening regulations may lower trust, put stability at risk making
the system smaller and even higher cost

* Need to manage expectations: it takes time to develop a strong,
stable, large , efficient financial system, it will not happen overnight



T —————
On Basel and LAC...

* Solid capital buffers and standards are very useful

* But many aspects of Basel 1 - n are not a great “fit” for LAC:
* Public credit bureaus - standardized IRB (Majnoni and Powell, Economia 2005)

* we need longer maturity liabilities not that short term assets and short term
liabilities match (bias to consumer lending?)

* Inalanuary 2011 ASBA meeting in Lima, | proposed “Lima 1”
* Consistent with Basel 1->n but a better “fit” for LAC...



T —————————
Conclusions

* Financial inclusion has improved in LAC but formal financial systems
remain small and expensive

 Many households save more informally (informal or non-regulated
institutions, or simply cash)

* Need to understand the market structure: endogenous entry,
information and feedback loops

A number of potential policy actions may be useful to push the
system to greater scale and lower costs

* But no secret solution, safe, steady progress over time is key






