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N i

he second Global Financial Develop-

ment Report seeks to contribute to the
evolving debate on financial inclusion. It fol-
lows the inaugural 2013 Global Financial
Development Report, which re-examined
the state’s role in finance following the global
financial crisis. Both reports seek to avoid
simplistic views, and instead take a nuanced
approach to financial sector policy based on a
synthesis of new evidence.

Financial inclusion has moved up the
global reform agenda and become a topic of
great interest for policy makers, regulators,
researchers, market practitioners, and other
stakeholders. For the World Bank Group,
financial inclusion represents a core topic,
given its implications for reducing poverty
and boosting shared prosperity.

The increased emphasis on financial inclu-
sion reflects a growing realization of its
potentially transformative power to accelerate
development gains. Inclusive financial systems
provide individuals and firms with greater
access to resources to meet their financial
needs, such as saving for retirement, invest-
ing in education, capitalizing on business
opportunities, and confronting shocks. Real-
world financial systems are far from inclusive.

Foreword
AT RN\

Indeed, half of the world’s adult population
lacks a bank account. Many of the world’s
poor would benefit from financial services but
cannot access them due to market failures or
inadequate public policies.

This Global Financial Development
Report contributes new data and research
that helps fill some of the gaps in knowledge
about financial inclusion. It also draws on
existing insights and experience to contribute
to the policy discussion on this critical devel-
opment issue.

The new evidence demonstrates that finan-
cial inclusion can significantly reduce pov-
erty and boost shared prosperity, but under-
scores that efforts to foster inclusion must be
well designed. For example, creating bank
accounts that end up lying dormant has little
impact, and policies that promote credit for
all at any cost can actually exacerbate finan-
cial and economic instability. This year’s
report offers practical, evidence-based advice
on policies that maximize the welfare benefits
of financial inclusion. It also builds on the
benchmarking of financial institutions and
markets first introduced in the 2013 Global
Financial Development Report. A rich array
of new financial sector data, made publicly
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available through the World Bank Group’s
Open Data Agenda, also accompany the new
report.

Following in the footsteps of its prede-
cessor, this year’s installment of the Global
Financial Development Report represents
one component of a broader initiative to
enhance the stability and inclusiveness of
the global financial system. We hope that it
proves useful to a wide range of stakeholders,

including governments, international finan-
cial institutions, nongovernmental organiza-
tions, think tanks, academics, private sector
participants, donors, and the wider develop-
ment community.

Jim Yong Kim
President
The World Bank Group
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Abbrewatlons and Glossary

N TR

GDP gross domestic product

IFC International Finance Corporation
MFI microfinance institution

SME small and medium enterprises

Note: All dollar amounts are U.S. dollars ($) unless otherwise indicated.

GLOSSARY

Country

Financial
development

Financial inclusion
Financial services

Financial system

A territorial entity for which statistical data are maintained and pro-
vided internationally on a separate, independent basis (not necessarily
a state as understood by international law and practice).

Conceptually, financial development is a process of reducing the costs
of acquiring information, enforcing contracts, and making transac-
tions. Empirically, measuring financial development directly is chal-
lenging. This report focuses on measuring four characteristics (depth,
access, efficiency, and stability) for financial institutions and markets
(“4x2 framework”).

The share of individuals and firms that use financial services.
Services provided to individuals and firms by the financial system.

The financial system in a country is defined to include financial insti-
tutions (banks, insurance companies, and other nonbank financial
institutions) and financial markets (such as those in stocks, bonds,
and financial derivatives). It also encompasses the financial infrastruc-
ture (for example, credit information sharing systems and payments
and settlement systems).
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Formal financial
institution

State

Unbanked

A commercial bank, insurance company, or any other financial insti-
tution that is regulated by the state.

The country’s government as well as autonomous or semi-autonomous
agencies such as a central bank or a financial supervision agency.

A person who does not use or does not have access to commercial
banking services.



inancial inclusion—typically defined as

the proportion of individuals and firms
that use financial services—has become a
subject of considerable interest among policy
makers, researchers, and other stakeholders.
In international forums, such as the Group of
Twenty (G-20), financial inclusion has moved
up the reform agenda. At the country level,
about two-thirds of regulatory and supervi-
sory agencies are now charged with enhanc-
ing financial inclusion. In recent years, some
50 countries have set formal targets and goals
for financial inclusion.

The heightened interest reflects a better
understanding of the importance of finan-
cial inclusion for economic and social devel-
opment. It indicates a growing recognition
that access to financial services has a critical
role in reducing extreme poverty, boosting
shared prosperity, and supporting inclusive
and sustainable development. The inter-
est also derives from a growing recognition
of the large gaps in financial inclusion. For
example, half of the world’s adult popula-
tion—more than 2.5 billion people—do not
have an account at a formal financial institu-
tion (figure O.1). Some of this nonuse demon-
strates lack of demand, but barriers such as

Overview
ot W o s

cost, travel distance, and amount of paper-
work play a key part. It is encouraging that
most of these barriers can be reduced by bet-
ter policies.

Indeed, some progress has been achieved.
For example, in South Africa, 6 million basic
bank accounts were opened in four years,
significantly increasing the share of adults
with a bank account. Worldwide, hundreds
of millions have gained access to electronic
payments through services using mobile
phone platforms. In the World Bank’s Global
Financial Barometer (Cihdk 2012; World
Bank 2012a), 78 percent of the financial sec-
tor practitioners surveyed indicated that, in
their assessment, access to finance in their
countries had improved substantially in the
last five years.

But boosting financial inclusion is not
trivial. Creating new bank accounts does not
always translate into regular use. For exam-
ple, of the above-mentioned 6 million new
accounts in South Africa, only 3.5 million
became active, while the rest lie dormant.

Moreover, things can go—and do go—
badly, especially if credit starts growing rap-
idly. The promotion of credit without suf-
ficient regard for financial stability is likely

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014
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FIGURE 0.1 Use of Bank Accounts and
Self-Reported Barriers to Use

Have a bank account

N

Not enough money

50%

\

Other reasons for nonuse
(lack of trust, lack of
documentation, distance to
bank, religious reasons,
another family member
already has an account)

Source: Global Financial Inclusion (Global Findex) Database, World Bank,
Washington, DC, http://www.worldbank.org/globalfindex.

Note: Self-reported barriers to use of formal bank accounts. Respondents
could choose more than one reason. “Not enough money” refers to the
percentage of all adults who reported only this reason.

to result in a crisis. A spectacular recent
example is the subprime mortgage crisis in
the United States in the 2000s: the key con-
tributing factors included the overextension
of credit to noncreditworthy borrowers and
relaxation in mortgage-underwriting stan-
dards. Another example of overextension
of credit in the name of access was the cri-
sis in India’s microfinance sector in 2010.
Because of a rapid growth in loans, India’s
microfinance institutions were able to report
high profitability for years, but this resided
on large indebtedness among clients. While
these two examples (explored in chapter 1,
box 1.5) are more complex, they illustrate the
broader point that deep social issues cannot
be resolved purely with an infusion of credit.
If not implemented properly, efforts to pro-
mote financial inclusion can lead to defaults
and other negative effects.

This is where the current report fits in.
It provides a careful review and synthesis
of recent and ongoing research on financial
inclusion, identifying which policies work,
and which do not, as well as areas where
more evidence is still needed. Box O.1 pro-
vides the main messages of this synthesis.

Despite the growing interest, the views
of policy makers and other financial sector
practitioners on the policies that work best
are widely split (box O.2), underscoring the
major gaps in knowledge about the effects
of key policies on financial inclusion. Hence,
this Global Financial Development Report,
while recognizing the complexity of the ques-
tions and the limits of existing knowledge,
introduces new data and research and draws
on available insights and experience to con-
tribute to the policy discussion.

FINANCIAL INCLUSION:
MEASUREMENT AND IMPACT

Financial inclusion and access to finance
are different issues. Financial inclusion is
defined here as the proportion of individu-
als and firms that use financial services. The
lack of use does not necessarily mean a lack
of access. Some people may have access to
financial services at affordable prices, but
choose not to use certain financial services,
while many others may lack access in the
sense that the costs of these services are pro-
hibitively high or that the services are simply
unavailable because of regulatory barriers,
legal hurdles, or an assortment of market
and cultural phenomena. The key issue is the
degree to which the lack of inclusion derives
from a lack of demand for financial services
or from barriers that impede individuals and
firms from accessing the services.

Globally, about 50 percent of adults have
one or more bank accounts, and a nearly
equal share are unbanked. In 2011, adults
who were banked included the 9 percent of
adults who received loans and the 22 per-
cent of adults who saved through financial
institutions.

Looking beyond global averages, we find
that financial inclusion varies widely around
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BOX 0.1 Main Messages of This Report

The level of financial inclusion varies widely around
the world. Globally, about 50 percent of adults have
a bank account, while the rest remain unbanked,
meaning they do not have an account with a for-
mal financial institution. Not all the 2.5 billion
unbanked need financial services, but barriers such
as cost, travel distance, and documentation require-
ments are critical. For example, 20 percent of the
unbanked report distance as a key reason they do
not have an account. The poor, women, youth, and
rural residents tend to face greater barriers to access.
Among firms, the younger and smaller ones are con-
fronted by more binding constraints. For instance,
in developing economies, 35 percent of small firms
report that access to finance is a major obstacle to
their operations, compared with 25 percent of large
firms in developing economies and 8 percent of large
firms in developed economies.

Financial inclusion is important for development
and poverty reduction. Considerable evidence indi-
cates that the poor benefit enormously from basic
payments, savings, and insurance services. For firms,
particularly the small and young ones that are sub-
ject to greater constraints, access to finance is associ-
ated with innovation, job creation, and growth. But
dozens of microcredit experiments paint a mixed
picture about the development benefits of micro-
finance projects targeted at particular groups in the
population.

Financial inclusion does not mean finance for
all at all costs. Some individuals and firms have no
material demand or business need for financial ser-
vices. Efforts to subsidize these services are coun-
terproductive and, in the case of credit, can lead to
overindebtedness and financial instability. However,
in many cases, the use of financial services is con-
strained by regulatory impediments or malfunction-
ing markets that prevent people from accessing ben-
eficial financial services.

The focus of public policy should be on address-
ing market failures. In many cases, the use of
financial services is constrained by market failures
that cause the costs of these services to become
prohibitively high or that cause the services to
become unavailable due to regulatory barriers, legal
hurdles, or an assortment of market and cultural
phenomena. Evidence points to a function for gov-
ernment in dealing with these failures by creating
the associated legal and regulatory framework (for
example, protecting creditor rights, regulating busi-
ness conduct, and overseeing recourse mechanisms
to protect consumers), supporting the information

environment (for instance, setting standards for
disclosure and transparency and promoting credit
information—sharing systems and collateral reg-
istries), and educating and protecting consumers.
An important part of consumer protection is repre-
sented by competition policy because healthy com-
petition among providers rewards better performers
and increases the power that consumers can exert
in the marketplace. Policies to expand account pen-
etration—such as requiring banks to offer basic or
low-fee accounts, granting exemptions from oner-
ous documentation requirements, allowing corre-
spondent banking, and using electronic payments
into bank accounts for government payments—are
especially effective among those people who are
often excluded: the poor, women, youth, and rural
residents. Other direct government interventions—
such as directed credit, debt relief, and lending
through state-owned banks—tend to be politicized
and less successful, particularly in weak institu-
tional environments.

New technologies hold promise for expanding
financial inclusion. Innovations in technology—such
as mobile payments, mobile banking, and borrower
identification using biometric data (fingerprint-
ing, iris scans, and so on)—make it easier and less
expensive for people to use financial services, while
increasing financial security. The impact of new
technologies can be amplified by the private sector’s
adoption of business models that complement tech-
nology platforms (as is the case with banking corre-
spondents). To harness the promise of new technolo-
gies, regulators need to allow competing financial
service providers and consumers to take advantage
of technological innovations.

Product designs that address market failures,
meet consumer needs, and overcome behavioral
problems can foster the widespread use of finan-
cial services. Innovative financial products, such as
index-based insurance, can mitigate weather-related
risks in agricultural production and help promote
investment and productivity in agricultural firms.
Improvements in lending to micro and small firms
can be achieved by leveraging existing relationships.
For example, novel mechanisms have broadened
financial inclusion by delivering credit through retail
chains or large suppliers, relying on payment histo-
ries in making loan decisions, and lowering costs by
using existing distribution networks.

It is possible to enhance financial capability—
financial knowledge, skills, attitudes, and behav-
iors—through well-designed, targeted interven-

(box continued next page)
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BOX 0.1 Main Messages of This Report

(continued)

tions. Financial education has a measurable impact
if it reaches people during teachable moments, for
instance, when they are starting a job or purchas-
ing a major financial product. Financial education
is especially beneficial for individuals with lim-
ited financial skills. Leveraging social networks
(for example, involving both parents and children)
tends to enhance the impact of financial education.
Delivery mode matters, too; thus, engaging delivery

channels—such as entertainment education—shows
promise. In microenterprises, business training pro-
grams have been found to lead to improvements in
knowledge, but have a relatively small impact on
business practices and performance and depend on
context and gender, with mixed results. The con-
tent of training also matters: simple rule-of-thumb
training is more effective than standard training in
business and accounting.

BOX 0.2 The Views of Practitioners on Financial Inclusion:

The Global Financial Barometer

To examine views on financial inclusion among
some of the World Bank’s clients, the Global Finan-
cial Development Report team has undertaken the
second round of the Financial Development Barom-
eter, following up on the first such survey from the
previous round (Cihak 2012; World Bank 2012a).
The barometer is a global informal poll of views,
opinions, and sentiments among financial sector
practitioners (central bankers, finance ministry offi-
cials, market participants, and academics, as well as
representatives of nongovernmental organizations
and interdisciplinary research entities focusing on
financial sector issues).

The barometer contains 23 questions arranged
in two categories: (1) general questions about finan-
cial development and (2) specific questions relating
to the specific topic of the relevant Global Finan-
cial Development Report. The results of the first

barometer, which addresses specific questions on
the state’s role in finance, were reported in Global
Financial Development Report 2013. Selected
results of the second barometer, with specific ques-
tions on financial inclusion, are reported in this
box. (Additional information is available on the
report’s website, at http://www.worldbank.org
/financialdevelopment.) The barometer poll was
carried out in 2012/13 and covers respondents from
21 developed and 54 developing economies. Of the
265 individuals polled, 161 responded (a response
rate of 61 percent).

According to the survey results, a majority of
respondents see financial inclusion as a big problem
both for households and for small enterprises. At the
same time, most respondents see an improving trend
in the access to finance in the last five years (table
BO.2.1, rows 1-3).

TABLEBO0.2.1 Selected Results of the 2012-13 Financial Development Barometer

% of respondents agreeing with the statements

1. "Access to basic financial services is a significant problem for households in my country.” 61
2. "Access to finance is a significant barrier to the growth of small enterprises in my country.” 76
3. “In my country, access to finance has improved significantly over the last 5 years.” 78
4. "State banks and targeted lending programs to poorer segments of the population (social banking) are a 80
useful tool to increase financial access.”

5. “Social banking actually plays an important role in increasing financial access in my country.” 43
6. “The lack of knowledge about basic financial products and services is a major barrier to financial access 78

among the poor in my country.”

Source: Financial Development Barometer; for full results, see the Global Financial Development Report website, at http://www.worldbank.org/financialdevelopment.

(box continued next page)
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BOX 0.2 The Views of Practitioners on Financial Inclusion:

The Global Financial Barometer

On the role of the state, there is an interesting
disconnect: 80 percent of the respondents consider
social banking—that is, state banks and lending
programs targeted at poorer segments of the popula-
tion—as a useful tool to increase financial access,
but only about 50 percent think that social banking
actually plays a major part in expanding financial
access (table BO.2.1, rows 4-5).

Another interesting result is that 78 percent of
the respondents consider the lack of knowledge
about basic financial products and services as a
major barrier to financial access among the poor
(table BO.2.1, row 6). Corresponding to this result,
for views about the best policy to improve access to
finance among low-income borrowers, the policy
selected by the greatest number of respondents (32
percent) was financial education (figure BO.2.1).

(continued)
FIGUREBO.2.1 Views on Effective Financial
Inclusion Policies
B leqal Financial
G [ education
framework

18%

32%

/

Promotion of
new lending

™ Other

the world. Newly available user-side data
show striking disparities in the use of finan-
cial services by individuals in developed
and developing economies. For instance,
the share of adults with a bank account in
developed economies is more than twice the
corresponding share in developing ones. The
disparities are even larger if we examine the
actual use of accounts (map O.1). Worldwide,
44 percent of adults regularly use a bank
account. However, if we focus on the bottom
40 percent of income earners in developing
countries, we find that only 23 percent regu-
larly use an account, which is about half the
participation rate among the rest of the popu-
lations of these countries (the corresponding
participation rates in developed economies
are 81 percent and 88 percent, respectively).
From the viewpoint of shared prosperity,
it is particularly troubling that the dispari-
ties in financial inclusion are large in terms of
population segments within countries. People
who are poor, young, unemployed, out of the

technologies

Source: Financial Development Barometer; for full results, see the Global
Financial Development Report website, at http://www.worldbank.org

/financialdevelopment.

workforce, or less well educated, or who live
in rural areas are much less likely to have an
account (figure O.2). Account ownership also
goes hand in hand with income equality: the
more even the distribution of income within
a country, the higher the country’s account
penetration. What helps is a better enabling
environment for accessing financial services,
such as lower banking costs, proximity to
financial providers, and fewer documentation
requirements to open an account.

While the disparities are less pronounced
in the access of firms to finance, significant
differences persist across countries and by
characteristics such as firm age and size.
Younger and smaller firms face greater con-
straints, and their growth is affected rela-
tively more by the constraints.

Research highlighted in this report shows
that financial inclusion matters for economic
development and poverty reduction. A range
of theoretical models demonstrate how the
lack of access to finance can lead to poverty
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MAP 0.1 Adults Using a Bank Account in a Typical Month
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Source: Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex.

Note: Percentage of adults (age 15 years or older) depositing to or withdrawing from an account with a formal financial institution at least once in a typical month.

FIGURE 0.2 Correlates of Financial Inclusion
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Source: Based on Allen, Demirgiic-Kunt, and others 2012.

Note: Results from a probit regression of a financial inclusion indicator on country fixed effects and a set of individual characteristics for 124,334 adults (15 years of age and older)
covered in 2011 in the Global Financial Inclusion (Global Findex) Database (http://www.worldbank.org/globalfindex). The financial inclusion indicator is a 0/1 variable indicating
whether a person had an account at a formal financial institution in 2011. See Allen, Demirgtig-Kunt, and others (2012) for definitions, data sources, the standard errors of the
parameter estimates, additional estimation methods, and additional regressions for other dependent variables (savings and the frequency of use of accounts).
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FIGURE 0.3 Effect of Collateral Registry Reforms on Access to

the impact of financial inclusion paints a pic- ~ Finance
ture that is far from black and white. The evi-
dence varies by type of financial services. For 80 -
basic payments and savings, evidence on the "3
benefits, especially among poor households, L
is quite supportive. For insurance products, S 5
there is also some evidence of a positive g 50
impact, although studies on the effects of £ 50 A
microinsurance are inconclusive. As regards ‘; H
access to credit, evidence on microcredit is % 07
mixed, with some cautionary findings on the £ 30 -
pitfalls of microcredit. For small and young Z
firms, access to credit is important. = 20 1

The message from the research is thus a o
nuanced one: for inclusion to have positive
effects, it needs to be achieved responsibly. 0 :

Prereform Postreform

Creating many bank accounts that lie dor-
mant makes little sense. While inclusion has
important benefits, the policy objective can-
not be inclusion for inclusion’s sake, and the

Registry reformers Nonreformers (matched by

region and income)

Source: Doing Business (database), International Finance Corporation and World Bank, Washing-
ton, DC, http://www.doingbusiness.org/data; Enterprise Surveys (database), International Finance
Corporation and World Bank, Washington, DC, http://www.enterprisesurveys.org; calculations by
Love, Martinez Perfa, and Singh 2013.

Note: Based on firm-level surveys in 73 countries, the study compares the access of firms to credit
in seven countries that have introduced collateral registries for movable assets against the access

goal certainly cannot be to make everybody
borrow.

PUBLIC POLICY ON FINANCIAL
INCLUSION: OVERALL FINDINGS

Enhancing financial inclusion requires the
policy and market problems that lead to
financial exclusion to be addressed. The pub-
lic sector can promote this goal by developing
the appropriate legal and regulatory frame-
work and supporting the information envi-
ronment, as well as by educating and pro-
tecting the users of financial services. Many
of the public sector interventions are more
effective if the private sector is involved. For
example, improvements in the credit environ-
ment, disclosure practices, and the collateral
framework can be more effective with private
sector buy-in and support.

New evidence showcased in this report
suggests that the government has a par-
ticularly important role in overseeing the
information environment. Public policy can
achieve potentially large effects on financial
inclusion through reforms of credit bureaus
and collateral registries. Evidence highlighted
in the report indicates that the introduction
or reform of registries for movable collateral,

of firms in a sample of countries matched by region and income per capita.

such as machines and other equipment,
can greatly spur firm access to finance (fig-
ure O.3). Importantly, the improvements
in access to finance are larger among small
firms.

This evidence shows that improvements in
the legal, regulatory, and institutional envi-
ronment, which tend to be helpful for devel-
opment in general, are also quite useful for
financial inclusion.

How about policies aimed more directly
at financial inclusion? New evidence on
142,000 people in 123 countries suggests
that policies aimed specifically at enhanc-
ing account penetration and payments can
be effective, especially among the poor,
women, youth, and rural residents. Spe-
cifically, Allen, Demirgiic-Kunt, and others
(2012) show that, in countries with higher
banking costs, financially excluded individ-
uals are more likely to report that they per-
ceive not having enough money as a barrier
to opening an account. Focusing only on
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financially excluded individuals who report
“not having enough money” as the only bar-
rier, they observe that the presence of basic
or low-fee accounts, correspondent bank-
ing, consumer protection, and accounts to
receive “government-to-person” (G2P) pay-
ments lower the likelihood that these indi-
viduals will cite lack of funds as a barrier.
While these results are not causal, they hint
that government policies to enhance inclu-
sion may be related to a higher likelihood
that individuals consider that financial ser-
vices are within their reach.

In contrast, direct government interven-
tions in credit markets tend to be politicized
and less successful, particularly in environ-
ments with weak institutions. Examples of
such direct interventions include bailouts
and debt relief for households, directed
credit, subsidies, and lending via state-
owned financial institutions. The challenges
associated with these direct government
interventions are discussed in Global Finan-
cial Development Report 2013, where the
focus is “Rethinking the Role of the State in
Finance.” The current report highlights addi-
tional, novel evidence. For example, recent
in-depth analysis of India’s 2008 debt relief
for highly indebted rural households finds
that, while the initiative led to the intended
reductions in household debt, it was associ-
ated with declines in investment and agricul-
tural productivity (Kanz 2012).

Research also suggests that it mat-
ters how the various interventions are put
together. Packaging reforms together leads
to scale effects—positive and negative—
and to sequencing issues. For example, in a
country in which creditor rights are weakly
enforced because of a poorly functioning
judiciary, a policy that would center solely
on the computerization and unification of
credit registries for movable collateral would
have a limited impact on credit inclusion if
it were not combined with other supportive
reforms that may take longer to implement.
Considerations of this sort help impart some
welcome realism to aspirational objectives
of universal access and assist countries in
operationalizing their national financial
inclusion strategies.

Against this broader policy context, the
report examines three focus areas: (1) the
potential of new technology to increase
financial inclusion; (2) the role of business
models and product design; and (3) the role
of financial literacy, financial capability, and
business training. These three areas can rein-
force each other. For example, new technol-
ogy can be used not only to boost financial
inclusion, but also to improve product design
and strengthen financial capability (as exam-
ined in the studies on the use of text messages
to promote savings behavior that are refer-
enced in chapter 2). The report’s emphasis of
these areas reflects the impact these areas can
have on financial inclusion and shared pros-
perity, as well as the fact that there is new
evidence to highlight. (For help in navigating
the report, see box O.3.)

FOCUS AREA 1:
THE PROMISE OF TECHNOLOGY

Technological innovations can lower the cost
and inconvenience of accessing financial ser-
vices. The last decade has been marked by a
rapid growth in new technologies, such as
mobile payments, mobile banking, Internet
banking, and biometric identification tech-
nologies. These technological innovations
allow for a significant reduction in trans-
action costs, leading to greater financial
inclusion.

While much of the public discussion has
focused on mobile payments and mobile
banking, other new technologies are also
promising. Recent research suggests that
biometric identification (such as fingerprint-
ing, iris scans, and so on) can substantially
reduce information problems and moral haz-
ard in credit markets. To illustrate, figure
0.4 shows results from a study authored by
World Bank researchers and based on a field
experiment involving the introduction of fin-
gerprinting among borrowers. The interven-
tion significantly improved the lender’s abil-
ity to deny credit in a later period based on
previous repayment performance. This, in
turn, reduced adverse selection and moral
hazard, leading to improved loan perfor-
mance among the weakest borrowers.
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BOX 0.3 Navigating This Report

The rest of the report consists of three chapters,
which cover (1) the importance of financial inclusion,
some key facts, and drivers of financial inclusion;
(2) financial inclusion for individuals; and (3) finan-
cial inclusion among firms. Within these broader
topic areas, the report focuses on policy-relevant
issues on which new evidence can be provided.

Chapter 1 introduces the concept of financial
inclusion and reviews the evidence on its links to
financial, economic, and social development. It dis-
cusses the benefits of and the limits to inclusion and
the importance of pursuing this agenda responsi-
bly. It highlights evidence based on theoretical and
empirical research on the impact of financial inclu-
sion on economic development and identifies trans-
mission channels through which financial inclusion
contributes to income equality and poverty reduc-
tion. The chapter introduces cross-cutting issues
related to financial inclusion, such as the relationship
between financial sector structure and inclusion.

Chapter 2 focuses on financial inclusion among
individuals. It starts with a discussion on the role
of technology in financial inclusion. This is fol-
lowed by an examination of private sector initia-
tives in financial inclusion, particularly product
designs that address market failures, meet consumer
needs, and overcome behavioral problems to foster
the widespread use of financial services. Financial
literacy and capability are another area of special
focus. The chapter ends with an in-depth discus-
sion of the various public sector policies in financial
inclusion and provides some evidence-based policy
recommendations.

Chapter 3 covers financial inclusion among firms.
It focuses on firms that face market failures that
restrict access to finance, such as small firms and
young firms. The discussion covers access not only
to formal bank credit, but also to microfinance, pri-
vate equity, and other forms of finance, such as fac-
toring and leasing. The chapter focuses on access to

credit, but it also discusses the importance of savings
and insurance products for firms. The chapter high-
lights three topics that have recently received much
policy and research attention: (1) whether gender
matters in lending and the extent to which differ-
ences in firm growth arise because of differences in
access to finance among firms owned by women and
firms owned by men; (2) the challenges and financ-
ing needs of rural firms; and (3) the role of finance in
promoting innovation.

The Statistical Appendix consists of three parts.
Appendix A presents basic country-by-country data
on financial system characteristics around the world.
It also shows averages of the same indicators for
peer categories of countries, together with summary
maps. It is an update of information in the 2013
Global Financial Development Report. Appendix
B provides additional information on key aspects
of financial inclusion around the world. Appendix
C contains additional data on Islamic banking and
financial inclusion in member countries of the Orga-
nization of Islamic Cooperation (OIC).

The accompanying website (http://www.world
bank.org/financialdevelopment) contains a wealth of
underlying research, additional evidence, including
country examples, and extensive databases on finan-
cial development. It provides users with interactive
access to information on financial systems. The web-
site is a place where users can supply feedback on the
report, participate in an online version of the Finan-
cial Development Barometer, and submit suggestions
for future issues of the report. The website also pres-
ents an updated and expanded version of the Global
Financial Development Database, a data set of 104
financial system characteristics for 203 economies
since 1960, which was launched together with the
2013 Global Financial Development Report. The
database has now been updated with data on 2011,
and new series have been added to the data set, espe-
cially in areas related to the nonbank financial sector.

The adoption of new technologies has
taken different paths in different economies.
In mobile technology, for instance, neither
ubiquity nor a high penetration of mobile
phones is a necessary condition for the devel-
opment of mobile banking. To illustrate this,
consider the example of Kenya, where mobile

payment services took off when the coun-
try’s mobile phone penetration rate was only
about 20 percent. This was similar to the
penetration rate in countries such as Afghan-
istan, Rwanda, and Tanzania, where mobile
payments have not developed to such a high
degree.
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FIGURE 0.4 Fingerprinting and Repayment Rates, Malawi
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Source: Calculations based on Giné, Goldberg, and Yang 2012.
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Note: The repayment rates among fingerprinted and control groups by quartiles of the ex ante probability of default. Individuals in the “worst” quintile
(Q1) are those with the highest probability of default and those on whom fingerprinting had the largest effect.

The evidence indicates that one of the fac-
tors that truly make a difference is competi-
tion among providers of financial services. To
harness the potential of technologies, regula-
tors need to allow competing financial service
providers and consumers to take advantage
of technological innovations. This may seem
controversial for two main reasons. First,
regulators have to walk a fine line between
providing incentives for the development of
new payment technologies (allowing pro-
viders to capture some monopoly rents to
recoup investments) and requiring the new
platforms to be open. Second, competition
without proper regulation and supervision
could cause credit to become overextended
among people who are not qualified, which
could lead to a crisis. But, as noted in the
first Global Financial Development Report
(World Bank 2012a), the evidence on crises
actually underscores that healthy competition
among providers rewards better performers
and increases the power that consumers can
exert in the marketplace. The present report
follows up on this theme, highlighting new
evidence that low rates of competition among

banks diminish the access of firms to finance.
This effect is stronger if financial develop-
ment is less advanced, if the share of govern-
ment banks is higher, and if credit informa-
tion is less available or of lower quality.

FOCUS AREA 2:
PRODUCT DESIGN AND
BUSINESS MODELS

Wider use of financial services can also be
fostered by innovative product designs that
address market failures, meet consumer
needs, and overcome behavioral problems.
One example of such product design is the
commitment savings account, whereby an
individual deposits a certain amount and
relinquishes access to the cash for a period of
time or until a goal has been reached. These
accounts have been viewed as a tool to pro-
mote savings by mitigating self-control issues
and family pressures to share windfalls.
One of the studies authored by World Bank
researchers and highlighted in this report
(Brune and others 2011) finds that farm-
ers who were offered commitment accounts
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saved more than farmers who were offered
checking accounts. This had positive effects
on agricultural input use, crop sales, and
household expenditures. The study finds that
commitment accounts work primarily by
shielding the funds of farmers from the social
networks of the farmers, rather than by help-
ing the farmers deal with self-control issues.

Another example of innovative product
design is index-based insurance. In contrast
to traditional insurance, payouts for index-
based insurance are linked to a measurable
index, such as the amount of rainfall over a
given time or commodity prices at a given
date. Index insurance reduces problems of
moral hazard because payouts occur accord-
ing to a measurable index that is beyond
the control of the policyholder. Also, index
insurance is well suited to protect against the
adverse shocks that affect many members of
informal insurance networks simultaneously.
It has clear benefits for lenders and a poten-
tial to increase financial inclusion and agri-
cultural production. Interestingly, however,
the take-up of index insurance has often been
low. For example, in a randomized experi-
ment with farmers highlighted in this report,
take-up was only 20 percent for loans with
rainfall insurance, compared with 33 percent
for loans without insurance (Giné and Yang
2009). New evidence from field experiments
suggests that lack of trust and liquidity con-
straints are significant nonprice frictions that
constrain demand. Therefore, what helps is
to design financial products that pay often
and quickly; endorsements by credible, well-
regarded institutions; the simplification of
products; and consumer education.

Beyond product design, innovative busi-
ness models can help enhance economic
growth. For example, microenterprises are
often financially constrained because of a
lack of information. This constraint can be
addressed by leveraging existing relation-
ships. Recent years have seen a growth in
innovative channels for the delivery of credit
through retail chains or large suppliers, reli-
ance on payment histories to make loan deci-
sions, and the reduction of costs through the
use of existing distribution networks.

An interesting case that illustrates this
point is Mexico’s Banco Azteca (Bruhn
and Love 2013). In October 2002, the
bank simultaneously opened more than
800 branches in all the stores of its parent
company, Grupo Elektra, a large retailer of
consumer goods. The bank catered to low-
and middle-income groups that were mostly
excluded from the commercial banking sec-
tor. Capitalizing on the parent company’s
rich data, established information, collec-
tion technology, and experience in making
small installment loans for merchandise, the
bank was able to require less documentation
than traditional commercial banks, often
accepting collateral and cosigners instead
of valid documents. Analysis highlighted in
this report shows that the new bank branch
openings led to an increase in the proportion
of individuals who ran informal businesses,
but to no change in formal businesses. After
the Banco Azteca branches were opened,
the proportion of informal business own-
ers increased significantly in municipalities
with Banco Azteca branches (figure O.5).
Additionally, Banco Azteca’s branch open-
ings generated increases in employment
and income levels. These findings illustrate
that innovative business models can address
some of the failures that lead to financial
exclusion.

FOCUS AREA 3:
FINANCIAL LITERACY AND
BUSINESS TRAINING

Financial literacy is different from financial
capability. Research indicates that standard,
classroom-based financial education aimed at
the general population does not have much
of an impact on financial inclusion. It takes
more than lectures and memorizing defini-
tions to develop the capacity needed to ben-
efit from financial services. This can be illus-
trated through an analogy with driving cars.
A person can learn the meaning of street
signs, but this does not make him capable of
driving in traffic. Similarly, financial literacy
does not ensure that a person is financially
capable and able to make financially sound
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FIGURE 0.5
Banco Azteca over Time
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Note: The study uses the predetermined locations of Banco Azteca branches to identify the causal impact of Banco Azteca branch openings on economic
activity through a difference-in-difference strategy. It controls for the possibility that time trends in outcome variables may be different in municipalities
that had Grupo Elektra stores and those that did not have such stores (see the text).

decisions. Promoting financial capability
through standard financial education has
proven to be extremely challenging.

Recent research has identified some inter-
ventions that can raise the financial skills of

FIGURE 0.6 Effects of Entertainment Education

Respondents, %
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Treatment Control

Source: Berg and Zia 2013.
Note: "Hire purchase” refers to contracts whereby people pay for goods in installments.

individuals and firms. It is possible to boost
financial capability through well-designed
and targeted interventions. Interventions that
use teachable moments, such as starting a job
or purchasing a major financial product, have
been shown to have a measurable impact.
The evidence also demonstrates that financial
education is especially beneficial among peo-
ple with below-average education and limited
financial skills. The impact of financial edu-
cation is enhanced by leveraging social net-
works, which means involving both parents
and children in the program or, in the case
of remittances, both senders and recipients. In
microenterprises, business training programs
have been found to lead to improvements in
knowledge; however, these programs have a
relatively small impact on business practices
and performance. Recent research suggests
that education focusing on rules of thumb is
particularly helpful because it avoids infor-
mation overload.

New research on financial capability
indicates that the mode of delivery can be a
major factor in the effectiveness of outreach.
One example of engaging delivery channels
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that show some promise is entertainment
education, highlighted in this report through
a study that analyzes the impact of South
Africa’s soap opera “Scandal.” The soap
opera’s story line incorporated examples of
financially irresponsible behavior and the
effects of such behavior. Researchers found

statistically and economically significant
effects on the financial behavior of respon-
dents who watched the show (figure O.6). At
the same time, the effects of this and other
financial interventions are often short-lived,
suggesting the need for these interventions
to be repeated.



CHAPTER 1: KEY MESSAGES

e Financial inclusion—the proportion of individuals and firms that use financial services—
varies widely across the world.

® More than 2.5 billion adults—about half of the world’s adult population—do not have a
bank account. While some of these people exhibit no demand for accounts, most are excluded
because of barriers such as cost, travel distance, and amount of paperwork.

¢ Enterprise surveys in 137 countries find that only 34 percent of firms in developing econo-
mies have a bank loan, whereas the share is 51 percent in developed economies. In develop-
ing economies, 35 percent of small firms identify finance as a major constraint, while only 16
percent in developed economies do so.

¢ Research—both theoretical and empirical—suggests that financial inclusion is important for
development and poverty reduction. For the poor, the relevant evidence is especially strong
on access to savings and automated payments; it is much weaker on access to credit. For
firms, especially for small and medium enterprises and new entrepreneurs, improving access
to credit is likely to have significant growth benefits.

e If inclusion is to have positive effects, it needs to be promoted responsibly. Financial inclusion
does not mean credit for all at all costs.

e A diverse and competitive financial sector—one that includes different types of financial
providers and financial markets—is helpful in supplying the range of products and services
necessary for healthy financial inclusion.

FINANCIAL INCLUSION: IMPORTANCE, KEY FACTS, AND DRIVERS
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ell-functioning financial systems

serve a vital purpose by offering
savings, payment, credit, and risk manage-
ment services to individuals and firms.! In-
clusive financial systems are those with a
high share of individuals and firms that use
financial services. Without inclusiveness in
financial systems, people must rely on their
own limited savings to invest in education
or become entrepreneurs. Newly founded
enterprises must likewise depend on their
constrained earnings to take advantage of
promising growth opportunities. This can
contribute to persistent income inequality and
slow economic growth.

Development theory provides important
clues about the impact of financial inclusion
on economic development. Available mod-
els illustrate how financial exclusion and, in
particular, lack of access to finance can lead
to poverty traps and inequality (Aghion and
Bolton 1997; Banerjee and Newman 1993;
Galor and Zeira 1993). For example, in the
model of Galor and Zeira (1993), it is be-
cause of financial market frictions that poor
people cannot invest in their education, de-
spite their high marginal productivity of in-
vestment. In Banerjee and Newman’s model

RS- N

(1993), the occupational choices of individu-
als (between becoming entrepreneurs or re-
maining wage earners) are limited by the ini-
tial endowments. These occupational choices
determine how much the individuals can save
and what risks they can bear, with long-run
implications for growth and income distribu-
tion.> These models show that lack of access
to finance can be critical for generating per-
sistent income inequality or poverty traps, as
well as lower growth.

DEFINING FINANCIAL
INCLUSION

Financial inclusion, as defined in this report,
is the proportion of individuals and firms that
use financial services.® It has a multitude of
dimensions, reflecting the variety of possible
financial services, from payments and savings
accounts to credit, insurance, pensions, and
securities markets. It can be determined dif-
ferently for individuals and for firms.

Greater financial inclusion is not neces-
sarily good. For the most part, more exten-
sive availability of financial services allows
individuals and firms to take advantage of
business opportunities, invest in education,

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

15



16

FINANCIAL INCLUSION: IMPORTANCE, KEY FACTS, AND DRIVERS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

FIGURE1.1 Use of and Access to Financial Services

Users of formal
financial services

Population

Nonusers of
formal financial
services

Involuntary exclusion

Source: Adapted from Demirgiic-Kunt, Beck, and Honohan 2008.

save for retirement, and insure against risks
(Demirgiic-Kunt, Beck, and Honohan 2008).
But not all financial services are appropriate
for everyone, and—especially for credit—
there is a risk of overextension.

It is important to distinguish between the
use of and access to financial services (figure
1.1).* Actual use is easier to observe empiri-
cally. Some individuals and firms may have
access to, but choose not to use some financial
services. Some may have indirect access, for
example, by being able to use someone else’s
bank account. Others may not use finan-
cial services because they do not need them
or because of cultural or religious reasons.
The nonusers include individuals who prefer
to deal in cash and firms without promising
investment projects. From a policy maker’s
viewpoint, nonusers do not constitute an is-
sue because their nonuse is driven by lack of
demand. However, financial literacy can still
improve awareness and generate demand.’
Also, nonuse for religious reasons can be
addressed by allowing the entry of financial
institutions that offer, for instance, Shari‘a-
compliant financial services (for example, see
box 1.4).

Some customers may be involuntarily ex-
cluded from the use of financial services. (This
is illustrated by the “involuntary exclusion”

#1: No need for
financial services

Voluntary exclusion
(self-exclusion)

#2: Cultural, religious reasons
not to use, indirect access

#3: Insufficient income,
high risk

#4: Discrimination, lack of
information, weak contract
enforcement, product
features, price barriers

due to market imperfections

box in figure 1.1.) Several groups belong to
this category. One notable group consists of
individuals and firms that are unbankable
from the perspective of commercial financial
institutions and markets because they have
insufficient income or represent an excessive
lending risk. In this case, lack of use may not
be caused by market or government failure.
Other groups in this category may not have
access because of discrimination, lack of in-
formation, shortcomings in contract enforce-
ment, a poor information environment, short-
comings in product features that may make
a product inappropriate for some customer
groups, price barriers because of market im-
perfections, ill-informed regulations, or the
political capture of regulators. If high prices
exclude large parts of the population, this
may be a symptom of underdeveloped physi-
cal or institutional infrastructure, regulatory
barriers, or lack of competition. Financial ex-
clusion deserves policy action if it is driven by
barriers that restrict access by individuals for
whom the marginal benefit of using a finan-
cial service would otherwise be greater than
the marginal cost of providing the service.
Box 1.1 explains why one hears about an ac-
cess problem in markets for financial services
more often than in markets for other prod-
ucts and services.®
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BOX 1.1

What Makes Finance Different? Moral Hazard and Adverse Selection

Financial service markets differ from the markets for
other services and products. For example, one often
hears about access problems in credit markets, but
not about an access problem for, say, bubblegum.
One of the basic rules of economics is that prices
adjust so that, at market equilibrium, supply equals
demand. Hence, if the demand for bubblegum
exceeds the supply, the price of bubblegum will rise
until demand and supply are equated at a new equi-
librium price. If this price is too high for some con-
sumers, they will not be able to buy bubblegum. But
all those who are willing and able to pay the price
will be able to buy bubblegum. So, if prices function
as expected, there should be no access problem.

In a seminal paper, Stiglitz and Weiss (1981)
provide a compelling explanation of why financial
markets, particularly credit and insurance markets,
are different.? They show that information prob-
lems can lead to credit rationing and exclusion from
financial markets even in equilibrium. Credit and
insurance markets are characterized by serious prin-
cipal agent problems, which include adverse selec-
tion (the fact that borrowers less seriously intent on
repaying loans are more willing to seek out external
finance) and moral hazard (once the loan is received,
borrowers may use funds in ways that are inconsis-
tent with the interest of the lenders). Therefore, in
considering involuntarily excluded users, one must
distinguish between those individuals facing price

FIGURE B1.1.1

a. Expected return from a loan

Expected return to the bank

Source: Stiglitz and Weiss 1981.
Note: D =demand; S = supply

barriers and financial exclusion arising because of
high idiosyncratic risk or poor project quality (those
people identified as group #3 in figure 1.1) and those
individuals facing such barriers because of mar-
ket imperfections such as asymmetric information
(group #4 in figure 1.1).

Rationing may arise even in a competitive credit
market because interest rates and bank charges affect
not only demand, but also the risk profile of a bank’s
customers: higher interest rates tend to attract riskier
borrowers (adverse selection) and change repayment
incentives (moral hazard). As a result, the expected
rate of return of a loan will increase less rapidly than
the interest rate and, beyond a point, may actually
decrease (figure B1.1.1, left panel). Because banks
do not have perfect information about the credit-
worthiness of prospective borrowers, the supply of
loans will be backward bending at rates above the
bank’s optimal rate, 7*. This means that financial
exclusion will persist even at market equilibrium (at
rate ). Because it is not profitable to supply more
loans if the bank faces excess demand for credit, the
bank will deny loans to borrowers who are obser-
vationally indistinguishable from those who receive
loans. The rejected applicants would not receive a
loan even if they offered to pay a higher rate. Hence,
they are denied access. In other words, they may be
bankable (that is, worthy, in principle, of financial
services), but are involuntarily excluded.

Financial Exclusion in Market Equilibrium

b. Supply and demand in loan market

S

™

S* D*

(box continued next page)
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BOX 1.1
(continued)

What Makes Finance Different? Moral Hazard and Adverse Selection

Determining whether individuals or firms have
access to credit, but choose not to use it or are sim-
ply excluded is complex, and the effects of adverse
selection and moral hazard are difficult to separate.
Thus, attempts to broaden access beyond level S* in
figure B1.1.1, right panel, are associated with chal-
lenges because they would require a bank to lower
screening standards and may translate into higher
risks for the bank and for borrowers. The global
financial crisis has highlighted that extending access
at the expense of reduced screening and monitor-
ing standards can have severely negative implica-
tions both for consumers and for financial stability.
Therefore, in the case of credit, it is preferable to
enhance financial inclusion through interventions
that increase supply by removing market imperfec-
tions. Examples are new lending technologies that
reduce transaction costs and improved borrower
identification that can mitigate (even if not fully
eradicate) the problems of asymmetric information.

Moral hazard and adverse selection issues are
also well documented in insurance markets. Other
financial services, such as deposits and payments, do
not suffer from moral hazard and adverse selection
to the same extent, but they still present policy chal-
lenges in terms of financial inclusion. For example,
agency problems also occur from the perspective
of depositors, particularly small depositors, who
entrust their financial resources to intermediaries

who are not easy to oversee. These problems may
become acute and limit participation in contexts
where a lack of trust is an important reason for not
opening an account at a formal financial institution
(globally, 13 percent of adults report such a reason).

The nonprice barriers are often considerable.
For example, potential customers may be discrimi-
nated against by the design features of a product, or
they may face barriers to access because of red tape.
Some individuals will have no access to financial
services because there are no financial institutions
in their area; this is the case in many remote rural
areas. Yet others may be excluded because of poorly
designed regulations, for instance, the documenta-
tion requirements for opening an account, such as
the existence of a formal address or of formal sector
employment. For these individuals, the supply curve
in the right panel of figure B1.1.1 would be vertical
at the origin, and the supply and demand for services
would not intersect, leading to financial exclusion.

Policy makers are also concerned if high prices
and fixed costs make it impossible for large segments
of the population to use basic services such as simple
deposit or payment services. This is not an access
issue in the strict sense, but it still represents a policy
challenge to the extent that it reflects a lack of com-
petition or underdeveloped physical or institutional
infrastructures, in resolving which government can
play a major role.

a. For other explanations, see, for example, Keeton (1979) and Williamson (1987).
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The challenging but important practical is-
sue is that, if nonuse is observed, it is hard to
disentangle whether the nonuse is voluntary
or involuntary. Therefore, for policy reasons,
it is crucial that financial inclusion be prop-
erly measured. This is the subject of the fol-
lowing section.

MEASURING FINANCIAL
INCLUSION: KEY FACTS

Financial inclusion varies widely across the
world. Newly available data confirm strik-
ing disparities in the use of financial services
in developed and developing economies (box

1.2). The Global Financial Inclusion (Global
Findex) Database provides a new set of indi-
cators that measure how adults (aged 15 years
and above) in 148 economies save, borrow,
make payments, and manage risk by survey-
ing over 150,000 individuals with charac-
teristics representative of 97 percent of the
world’s adult population during the 2011 cal-
endar year.” For instance, the share of adults
in developed economies with an account at
a formal financial institution is more than
twice the corresponding share in developing
economies. There is also substantial variation
in financial inclusion within countries across
individual characteristics such as income and
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BOX 1.2 Overview of Global Data Sources on Financial Inclusion

Until recently, the measurement of financial inclusion
around the world has focused on density indicators,
such as the number of bank branches or automatic
teller machines (ATMs) per capita. Data of this
type have been compiled by surveying finan-
cial service providers (for example, see Beck,
Demirgiig-Kunt, and Martinez Peria 2007; Kendall,
Mylenko, and Ponce 2010). Much of this provider-
side information on financial inclusion is now col-
lected as part of the Financial Access Survey, which
has annual data for 187 jurisdictions from 2001 to
2011.2 While these indicators have made it possible
to obtain basic provider-side information on the use
of financial services, relatively little has been known
until recently about the global reach of the financial
sector, that is, the extent of financial inclusion and
the degree to which the poor, women, and other pop-
ulation segments are excluded from formal financial
systems.

This gap in data has now been addressed with the
release of the Global Financial Inclusion (Global Fin-
dex) Database, built by the World Bank, in coopera-
tion with the Bill and Melinda Gates Foundation and
Gallup, Inc. (see Demirgiic-Kunt and Klapper 2012).>
These user-side indicators, compiled using the Gal-
lup World Poll Survey, measure how adults in 148
economies around the world manage their day-to-
day finances and plan for the future. The indicators
are constructed with survey data from interviews
with more than 150,000 nationally representative
and randomly selected adults over the 2011 calendar
year. The database includes over 40 indicators related
to account ownership, payments, savings, borrowing,
and risk management. As a survey-based data set, the
user-side data face certain challenges that have been
addressed in the survey design and execution. (For
instance, self-reported barriers could be misleading
because respondents with limited awareness of the
benefits of formal financial products may mention

other reasons than their lack of knowledge as the
main reason for being excluded.)

For now, the Global Findex data are available
for one year, 2011. Global Findex will eventually
produce time series on usage (complete updates are
planned for 2014 and 2017). The questionnaire,
translated into 142 languages to ensure national rep-
resentation in 148 economies, can be used by local
policy makers to collect additional data.

The compilation of user-side data includes a grow-
ing body of survey data on financial capability, living
standards and measurement surveys, and enterprise
surveys.® There are also user-side data that, while
limited in country coverage, have had a great impact
on financial inclusion (for example, the FinScope sur-
veys conducted by FinMark Trust in South Africa
and now expanding beyond the region).d Data col-
lected through the financial diaries methodology
used by Collins and others (2009) have also provided
important insights such as the sheer number of finan-
cial transactions undertaken by the poor.

For the access of firms to finance, the World
Bank’s Enterprise Surveys are the leading data set for
the measurement of financial inclusion by firms of all
sizes across countries.¢ The World Bank also compiles
informal surveys, similar in format to the Enterprise
Surveys, but focused on firms in the informal sector.f
The Global Financial Development Database con-
tains additional variables, such as cross-country indi-
cators on the access of firms to securities markets.8 It
has been updated and expanded as part of the work
on this report (see the Statistical Appendix).

At a summit in June 2012, the leaders of the G-20
endorsed the “G20 Basic Set of Financial Inclusion
Indicators,” which integrates existing global data
efforts to compile indicators on the access to and
usage of financial services. They include the Finan-
cial Access Survey, the Global Findex Database, and
the Enterprise Surveys.

a. See Financial Access Survey (database), International Monetary Fund, Washington, DC, http://fas.imf.org/.
b. See Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org

/globalfindex.

c. See World Bank (2013a) and Responsible Finance (database), World Bank, Washington, DC, http://responsiblefinance

.worldbank.org/.

d. See FinScope (database), FinMark Trust, Randjespark, South Africa, http://www.finscope.co.za/.
e. Enterprise Surveys (database), International Finance Corporation and World Bank, Washington, DC,

http://www.enterprisesurveys.org.

f. For additional information on the informal surveys, see “Enterprise Surveys Data,” World Bank, Washington, DC,

http://www.enterprisesurveys.org/Data.

g. Global Financial Development Report (database), World Bank, Washington, DC, http://www.worldbank.org

/financialdevelopment.

h. See “G20 Basic Set of Financial Inclusion Indicators,” Global Partnership for Financial Inclusion, Washington, DC,

http://datatopics.worldbank.org/g20fidatal/.
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gender. While the disparities are less sizable in
the access of firms to finance, considerable dif-
ferences exist across countries and by certain
characteristics, such as firm age and firm size
(see Beck, Demirgii¢c-Kunt, and Martinez Peria
2007; Cull, Demirgii¢-Kunt, and Morduch
2012; Demirglic-Kunt and Klapper 2012).

Basic trends in financial inclusion

The available proxies suggest that the use of
financial services has been slowly, but steadily,
expanding over time. For example, the num-
ber of deposits and loan accounts with com-
mercial banks has been increasing for the
whole period on which consistent data are
available (figure 1.2).8

The growth in the number of deposits and
loan accounts dipped with the onset of the
global financial crisis in 2008, but, despite
this dip, the number of accounts continued
to expand. Low-income countries did record
slightly positive growth in the number of ac-
counts, but the growth rate was generally
lower than the corresponding rate in high-
income countries, thereby increasing the
wedge between the two country groups in
terms of financial inclusion.

The data clearly indicate a wide disper-
sion in financial inclusion around the world.
For example, user-side indicators such as
the share of adults who own an account
(shown on the vertical axes in figure 1.3) var-
ies from less than 1 percent (Turkmenistan)
to more than 99 percent (Denmark). Simi-
larly, provider-side indicators, such as bank
branch density and ATM density (shown on
the horizontal axes in figure 1.3), vary widely
from country to country. The user-side and
the provider-side measures are correlated,
but their correspondence is far from perfect,
as illustrated in figure 1.3.° For example,
Bulgaria had 84 commercial bank branches
per 100,000 adults in 200411, substantially
above the global average of 19 branches (with
a standard deviation of 19). At the same time,
according to Global Findex, only 53 percent
of adult Bulgarians had an account with the
formal financial system.!® In comparison, the
Czech Republic, a country of approximately
similar size and population, had account pen-
etration of 81 percent, with 22 branches per
100,000 adults. These differences underscore
that variables such as bank branch density,
while useful, provide only a rough proxy for
financial inclusion.

FIGURE1.2 Trends in Number of Accounts, Commercial Banks, 2004-11

1,300 -
1,200
1,100
1,000
900 | 846
800
700
600
500 4 423
400
300
200 -

201
1001 76 Low income

a. Deposit accounts

1236
High income

804

Middle income 738

World average

Deposit accounts, 1,000 adults

386

0 T T T T T T T T
2004 2005 2006 2007 2008 2009 2010 2011

1,300 7 b. Loan accounts
1,200
1,100
1,000
900
800 7 High income
700
600

500
400 | 459

300
204 320
200 Middle income

1 166
100 o Low income 24

0 T T T T T T T 1

2004 2005 2006 2007 2008 2009 2010 2011

802

World average o

Loan accounts per 1,000 adults

Source: Calculations based on data from the Financial Access Survey (database), International Monetary Fund, Washington, DC, http://fas.imf.org.


http://fas.imf.org

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

FINANCIAL INCLUSION: IMPORTANCE, KEY FACTS, AND DRIVERS

21

FIGURE 1.3 Provider-Side and User-Side Data on Financial Inclusion
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.org/globalfindex for account penetration rates and the Financial Access Survey (database), International Monetary Fund, Washington, DC, http://fas.imf

.org/ for the other four indicators.
Note: ATM = automatic teller machine.

Ownership of accounts

Accounts are a key measure of financial in-
clusion because essentially all formal finan-
cial activity is tied to accounts. In developed
economies, 89 percent of adults report that
they have an account at a formal financial in-
stitution, while the share is only 24 percent in
low-income economies. Globally, 50 percent
of the adult population—more than 2.5 bil-
lion people—do not have a formal account.
In many countries in Africa, the Middle East,
and Southeast Asia, fewer than 1 in 5 adults
has a bank account (map 1.1).

Account penetration varies considerably
not only among countries, but also across
individuals within the same country. For

example, in developing economies, on aver-
age, the top 20 percent of the wealthiest adults
are more than twice as likely as the poorest
adults to have a bank account (Demirglic-
Kunt and Klapper 2012). Also, in developing
economies, women are 20 percent less likely
to have an account than men (box 1.3).

Payments

Noncash methods of payment are becoming
more important, but they still lag behind cash
methods in terms of penetration. Debit and
credit cards account for a large part of non-
cash retail transactions. Only a small fraction
of adults are using mobile payments, although
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MAP 1.1 Adults with an Account at a Formal Financial Institution
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Source: Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex.

this area has shown much promise (figure 1.4;
also see chapter 2).

SAVINGS

Globally, 36 percent of adults report that they
saved or set aside money in the previous year.
In high-income economies, this ratio is 58
percent, while in low-income economies, it
is only 30 percent. Similar to account owner-
ship, the propensity to save differs across and
within countries.

Only a portion of these savings is held
in formal financial institutions. Worldwide,
22 percent of adults report they saved at a
bank, credit union, or microfinance institu-
tion (MFI) in 2011. The share ranges from
45 percent in high-income economies to
11 percent in low-income economies. Many
other people, including some who own a
formal account, rely on different meth-
ods of saving. Community-based savings
methods, such as savings clubs, are widely
used around the world as an alternative
or complement to saving at a formal finan-
cial institution. These methods are most

commonly found in low-income econo-
mies. (For example, in Sub-Saharan Africa,
19 percent of adults reported they had used
savings clubs and similar methods in 2011.)

As with account penetration, formal sav-
ings behavior also varies by country category
or by individual characteristics within coun-
tries (Demirgii¢-Kunt and Klapper 2012).
For instance, 43 percent of account holders
worldwide saved at a formal financial insti-
tution in 2011. This ratio ranged from less
than 1 percent in Armenia, Cambodia, the
Arab Republic of Egypt, the Kyrgyz Republic,
Tajikistan, Turkmenistan, and Uzbekistan to
more than 60 percent in Australia, New Zea-
land, and Sweden.

Worldwide, 12 percent of bank account
holders save solely using methods other than
bank accounts. The reasons for this include
the high costs of actively using the account,
such as balance and withdrawal fees, as well
as costs associated with physical distance.
Policy makers or commercial bankers could
introduce new products to encourage existing
account holders to save in formal financial
institutions.
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BOX 1.3 The Gender Gap in Use of Financial Services

who report they saved or set aside money in
2011 used neither formal financial institu-
tions nor community-based savings methods.

Gender is a powerful determinant of economic and
financial opportunities. Women use the formal
financial sector less than men, especially in develop-
ing economies. Globally, 47 percent of women own
or co-own an account, compared with 55 percent of
men.? There are other major differences. For exam-
ple, the gap is largest among people living on less
than $2 per day and among people living in South
Asia and the Middle East. But, according to analysis
by Demirgii¢-Kunt, Klapper, and Singer (2013), the
broad pattern holds in all regions of the world and
across income groups within countries.

The gender gap is large even within the same
income groups, by 6 to 9 percentage points in devel-
oping economies. This signals that the gap is not
merely a function of income. Indeed, the economet-
ric analysis of Demirgii¢-Kunt, Klapper, and Singer
(2013) highlights that significant gender differ-
ences remain even after one controls for income and
education.

The gap extends beyond the opening of a bank
account. Women lag significantly behind men also
in the rate of saving and borrowing through formal
institutions, even after we account for individual
characteristics such as age, education, income, and
urban or rural residence. In Latin America, for
instance, 8 percent of women report that they had
saved in a formal institution in the previous year,
compared with 12 percent of men.

This can put women, often the main caregivers in
their families, at a disadvantage. If they do not own
an account, women face more difficulties saving for-
mally or receiving government payments or remit-
tances from family members living abroad. The lack
of a formal account can also create barriers to the
access of formal credit channels, which may hinder
entrepreneurial or educational ambitions.

Several factors are to blame for this phenom-
enon. Legal discrimination against women, such as
in employment laws and inheritance rights, explains
a large portion of the gender gap across developing

countries, even after one controls for differences in
gross domestic product (GDP) per capita.

In a reflection of this discrimination, more
women than men turn to alternative means to man-
age their day-to-day finances and plan for their
future financial needs. In Sub-Saharan Africa, for
example, 53 percent of women who save do so using
an informal community-based savings method, such
as a rotating savings and credit association, in com-
parison with 43 percent of the men who save.

In Findex surveys, women also cite the abil-
ity to use another person’s account as a reason for
not opening one themselves.? Indeed, 26 percent of
unbanked women in developing economies—com-
pared with 20 percent of men—say they do not have
an account because a family member already has
one.

The lack of asset ownership, moreover, may
have an adverse effect on empowerment and self-
employment opportunities. Several interesting stud-
ies use randomized controlled trials to show that
providing access to personal savings instruments
boosts consumption and productive investment,
especially among women, thereby contributing to
the empowerment of women (Ashraf, Karlan, and
Yin 2010; Dupas and Robinson 2013 ). It is thus
probably not enough for women to have access to
an account; they also need to be the owners of their
accounts and savings.

In some countries, the gender gap in terms of use
may be even greater than the gap in terms of account
ownership. For example, a World Bank study in
Pakistan estimates that 50-70 percent of the loans
made to women clients may actually be used by their
male relatives (Safavian and Haq 2013). This high-
lights the challenges of measuring inclusion, as well
as of designing policies to enhance financial access:
if, for instance, credit for women were subsidized,
an expansion in loans to women clients might not
necessarily translate into women gaining more
access to finance.

a. Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org

/globalfindex.

A large share of adults around the world

Adults saving through alternative methods,
such as accumulating gold or livestock or put-
ting money “under the mattress,” account for
29 percent of savers globally.
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FIGURE 1.4 Selected Methods of Payment, 2011
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Note: The response on mobile payments may subsume some of the other categories. (For example,
using a credit card to make a payment by phone may be seen as a mobile payment by the

respondent.)

Insurance

Insurance is crucial for managing risks, both
the risks associated with personal health and
the risks associated with livelihoods. In devel-
oping economies, 17 percent of adults report
they paid for health insurance (in addition to
national health insurance, where applicable).
The share ranges from 3 to 5 percent in Sub-
Saharan Africa, Europe, Central Asia, and
South Asia. The corresponding ratio for East
Asia and the Pacific is 38 percent, which is
driven by China, where 47 percent of adults
report they paid for health insurance; without
China, the regional average would drop to
9 percent.

People who work in farming, forestry,
or fishing are critically vulnerable to severe
weather events. Nonetheless, only 6 percent
of these people report they purchased crop,
rainfall, or livestock insurance in 2011. In
Europe and Central Asia, only 4 percent re-
port they purchased such insurance.

Credit

Most borrowing by adults in developing econ-
omies occurs through informal sources, such
as family and friends. Globally, 9 percent of
adults report they originated a new loan from

a formal financial institution in the previous 12
months. But, in developing economies, adults
are three times more likely to borrow from
family and friends than from formal financial
institutions. In high-income economies, the
most commonly cited purpose of an outstand-
ing loan is to purchase a home, while emer-
gency and health reasons are most frequently
cited by adults in the developing world.

The introduction of credit cards has had
a large effect on the demand for and use of
short-term formal credit. In high-income
economies, half of the adult population re-
ports they have a credit card. Despite a surge
in recent years, credit card ownership in devel-
oping economies still lags far behind the rates
in high-income economies; in the former, only
7 percent of adults report they have a credit
card (notable exceptions are Brazil, Turkey,
and Uruguay, where the proportion of adults
with a credit card exceeds 35 percent).

As a result of the extensive ownership of
credit cards, adults in high-income economies
may have less need for short-term loans from
financial institutions. This may help explain
why the share of adults in these economies
who report they received a loan in the pre-
vious year from a formal financial institution
(such as a bank, cooperative, credit union, or
MEFI) is not particularly high. Indeed, if the
adults in high-income economies who report
they own a credit card are included in the
share of those adults who report they bor-
rowed from a formal financial institution in
the previous year (a measure that may not
include credit card balances), the share rises
from 14 percent to 54 percent.

Individuals in higher-income economies are
more likely to borrow from formal sources,
while those in lower-income economies tend
to rely more heavily on informal sources. To
illustrate, in Finland, 24 percent of adults
report they borrowed money from a formal
financial institution, such as a bank, credit
union, or MFL, in the previous year (map
1.2). In Ukraine, only 8 percent of adults
report they did so, and, in Burundi, only
2 percent of adults report they used formal
credit. The pattern is reversed with respect
to the proportion of adults who received
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MAP 1.2 Origination of New Formal Loans
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Source: Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex.

credit from informal sources (the shares of
adults who have done so in Finland, Ukraine,
and Burundi are 15 percent, 37 percent, and
44 percent, respectively). This propensity
toward informal borrowing persists across
low- and middle-income countries. Friends
and family are the most commonly reported
sources of new loans in upper-middle-, lower-
middle-, and low-income economies, but not
in high-income economies. In low-income
economies, 20 percent of adults report that
friends or family were their only sources of
new loans in the previous year. In contrast,
only 6 percent of adults report that a formal fi-
nancial institution is their only source. Adults
in poorer countries are also more likely to re-
port they borrowed money from a private in-
formal lender in the previous year. An impor-
tant caveat to this finding is that social norms
may have a significant effect on the degree to
which this type of borrowing is reported.

The purpose of borrowing varies across
economies and by individual characteristics,
similar to the differences in sources of credit.
Data gathered in developing economies high-
light that emergencies or health issues are par-
ticularly common reasons for the existence

FIGURE 1.5 Reasons for Loans Reported by
Borrowers, Developing Economies
Adults with an outstanding loan, by purpose of loan
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Source: Global Financial Inclusion (Global Findex) Database, World Bank,
Washington, DC, http://www.worldbank.org/globalfindex.

of an outstanding loan (figure 1.5). More in-
depth analysis points to a fine line between
lending for business purposes and lending for
household purposes. For example, evidence
from Mongolia indicates that about half of
all microcredit business loans are used for pur-
poses associated with the household, such as
the purchase of domestic applicances (Attana-
sio and others 2011). Similar results have been
obtained for Bangladesh, Indonesia, Peru, and
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the Philippines (Collins and others 2009; John-
ston and Morduch 2008; Karlan and Zinman
2011). The key point is fungibility: a business
loan diverted to consumption can free up oth-
er resources for business investment later; so, it
is still possible to see a positive net impact on
business and income. Households need such
general use finance in part for self-employment
and in part for other priorities.

Data on the use of mortgages show large
differences across economies at different
income levels. In high-income economies,
24 percent of adults report they have an
outstanding loan to purchase a home or
apartment. The corresponding share is only
3 percent in developing economies. Even
within the European Union, there is large
variation in the use of mortgages. For exam-
ple, while 21 percent of adults in Germany
have an outstanding mortgage, only 3 per-
cent in Poland do so. Such differences may,
in part, reflect differences in housing finance
systems across economies, such as in product
diversity, types of lenders, mortgage funding,
and the degree of government participation.

FINANCIAL INCLUSION AMONG
FIRMS

Many of the findings on financial inclu-
sion among individuals are also applicable
to financial inclusion among firms.!! For

FIGURE 1.6 The Use of Accounts and Loans by Firms
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World Bank definitions; high income refers to countries with gross national income per capita of
at least $12,476.

example, firms in developed economies are,
on average, more likely to use bank credit
(figure 1.6). Indeed, the dividing line between
firm finance and individual finance becomes
cloudy in some cases, especially for small
firms and the poorer segments of the popula-
tion, segments that policies aimed at enhanc-
ing financial inclusion are often designed to
reach. Frequently, the family is essentially a
productive unit, that is, a firm. Thus, quasi-
experimental studies and randomized con-
trolled trials regularly tend not to make fine
distinctions between the two.!?

Comparing the use of checking and sav-
ings accounts by (formal sector) firms and
the use of loans by the same type of firms
reveals that the differences between devel-
oped and developing economies are relatively
small (figure 1.6). In both sets of countries, a
vast majority of firms use bank accounts. In
comparison with their counterparts in high-
income economies, firms in low- and middle-
income economies are more financially con-
strained. Interestingly, a significant share of
firms in both the high-income and the low-
and middle-income groups (48 percent and
39 percent, respectively) reported they did
not need a loan. The geographic variation in
the use of bank accounts and loans by firms
is relatively large. While more than 90 per-
cent of firms in Eastern Europe have bank
accounts, and 44 percent have loans, 76 per-
cent of firms in the Middle East report they
have accounts, and only 27 percent report
they have loans. Within-region variations
are large, too. In Azerbaijan, for example,
77 percent of firms have accounts and
20 percent have loans, while in Romania,
50 percent of firms have accounts and
about 42 percent have loans.

Firms do differ in developed and develop-
ing economies in terms of their identification
of access to finance as a major hindrance to
their operations and growth. More so than
firms in high-income economies, firms in low-
and middle-income economies, on average,
identify access to finance as a major problem
(figure 1.7). The lack of access to finance is
negatively correlated with firm size in both
country-income types; a relatively higher share
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of smaller firms identify access to finance as a
major constraint.

About 66 percent of investments are inter-
nally financed by firms. Among the external
sources of finance available, banks are the
mostly widely used option and represent, on
average, 18 percent of investment financing.
Credit from suppliers and the issuance of
new equity, are also commonly used options
(figure 1.8). The use by firms of internal fi-
nancing varies considerably across regions.
For example, on average, firms in South Asia
finance 75 percent of their new investments
internally, while, in Latin America, firms use
internal resources to finance 58 percent of
their new investment. Big differences also ex-
ist within regions: while an average firm in
Pakistan finances 80 percent of its new invest-
ments internally, the share is around 52 per-
cent for an average Sri Lankan firm. A look at
bank financing—the most widely used exter-
nal source of finance—reveals that Pakistani
firms, on average, finance less than 15 per-
cent of their new investments through banks,
while, in Sri Lanka, bank financing accounts
for around 30 percent.

The biggest constraints affecting the opera-
tions and growth of firms include macroeco-

FIGURE 1.7 Finance Is a Major Constraint among Firms, Especially
Small Firms
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nomic instability (figure 1.9). This reflects the
negative effects of the recent financial crisis
on aggregate demand across the globe, the
reduced exports of developing countries, and
macroeconomic volatility. Tax rates are also
considered an important obstacle by firms,
along with electricity shortages, corruption,
and political instability. The lack of access
to finance, which includes problems in both
the availability and the cost of financing, is

FIGURE 1.8 Sources of External Financing for Fixed Assets
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FIGURE 1.9 Business Constraints
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ranked as the sixth greatest obstacle faced by
firms. Ayyagari, Demirgiic-Kunt, and Maksi-
movic (2012) show that there is a distinction
between what firms report and what actually
constrains their growth, and that, regardless
of perception, finance represents the most
constraining factor.

Young firms and start-ups are particu-
larly credit constrained because of principal
agent problems. Because they have not been
in the market for long, there is no or little
information on their performance or credit-
worthiness. Data from the World Bank En-
terprise Surveys show that, across a wide
range of countries, younger firms rely less on
bank financing and more on informal financ-
ing from family and friends.!?® Globally, only
18 percent of firms that are 1-2 years old
use bank financing, compared with 39 per-
cent of firms that are 13 or more years old;
in contrast, 31 percent of firms that are 1-2
years old rely on informal sources of financ-
ing, such as family and friends, whereas only
10 percent of firms that are 13 or more years

old get financing from informal sources (Cha-
vis, Klapper, and Love 2011). The downside
of financing through friends and family in-
cludes that this method might be unreliable
or untimely or that it might bear large non-
financial costs. Indeed, studies find that bank
credit is associated with higher growth rates
if one controls for other factors (for example,
see Ayyagari, Demirglic-Kunt, and Maksi-
movic 2012).

Firms in the informal sector face a specific
set of issues in accessing finance. According
to data from World Bank surveys of firms in
the informal sector, 47 percent of informal
sector firms do not have an account to run
their business, and 88 percent do not have a
loan (figure 1.10). On the other hand, formal
sector firms have relatively greater access to
bank accounts and loans. About 86 percent
of formal firms report having an account and
47 percent claim to have loans. Differences in
the use of finance between formal and infor-
mal sector firms can also be seen at the coun-
try level. For example, in the formal sector of
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Rwanda, 86 percent of firms have an account,
and 18 percent have loans, while, in the infor-
mal sector, only 36 percent of firms have an
account, and 9 percent have loans.

A sizable share of firms in both the in-
formal and formal sectors (37 percent and 42
percent, respectively) reported they did not
need a loan. The firms that did need a loan
but did not apply for one reported the fol-
lowing reasons for not applying: complex ap-
plication procedures, interest rates that were
too high, a lack of the required guarantees, or
a higher collateral requirement (figure 1.11).
The reasons for not applying for a loan were
similar for firms in the formal and informal
sectors.

A study of the access of firms to finance
would be incomplete without an examina-
tion of access to securities markets, where
some firms are able to use nonbank sources
of funding, such as the issuance of stocks or
bonds. Map 1.3 illustrates the differences in
the access of firms to the stock market by us-
ing the share of market capitalization outside
the top 10 largest companies: the higher this
share, the easier it generally is for smaller
firms to issue securities in this market. In most
countries, the top 10 issuing firms capture a
large fraction of the total amount raised.

FIGURE1.10 Formal and Informal Firms with Accounts and Loans
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Access to securities markets tends to be rela-
tively easier for smaller firms in high-income
countries. It is also relatively easier in large
economies, such as those of China and India.
But, even in such economies, there are serious
disparities between larger and smaller firms;
the larger ones are much more likely to issue
new equity (Didier and Schmukler 2013). In
contrast, smaller, lower-income economies ei-
ther have no securities markets to speak of, or

FIGURE 1.11 Reasons for Not Applying for a Loan
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MAP 1.3 Access by Firms to Securities Markets
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Note: The map is based on the share in market capitalization of firms that are outside the top 10 largest companies. The World Federation of Exchanges provided data on individual
exchanges. The variable is aggregated up to the country level by taking a simple average over exchanges. The four shades of blue in the map are based on the average value of the
variable in 2008-11: the darker the blue, the higher the quartile of the statistical distribution of the variable.

are characterized by markets in which most
of the capitalization is concentrated among a
small number of the largest issuers, while ac-
cess by smaller firms is limited.

CORRELATES OF FINANCIAL
INCLUSION AND EXCLUSION

Income seems to matter, as does
inequality

Country-level income, approximated by GDP
per capita, seems to account for much of
the massive variation in account penetration
worldwide. In most countries with GDP per
capita above $15,000, account penetration
is essentially universal (notable exceptions
are Italy and the United States, with account
penetration of 71 percent and 88 percent, re-
spectively). Indeed, national income explains
73 percent of the variation around the world
in the country-level percentage of adults with
a formal account.!*

Account ownership also appears to
go hand in hand with income equality.

Demirgiic-Kunt and Klapper (2012) show
that within-country inequality in the use of
formal accounts is correlated with the coun-
try’s income inequality. They find a relatively
high correlation between account penetration
and the Gini coefficient as a proxy for income
inequality. This association seems to hold
even if one controls for national income and
other variables.

Nonetheless, these correlations need to
be taken with a grain of salt. In-depth analy-
ses suggest that other factors, especially the
quality of institutions in an economy, drive
account penetration as well as income level
and income inequality. One therefore needs
to look beyond basic factors in explaining the
variance in account penetration.

Geography matters, too

Within individual countries, the use of finan-
cial services is often rather uneven: densely
populated urban areas show a much higher
density in retail access points (such as bank
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MAP 1.4 Geography Matters: Example of Subnational Data on Financial Inclusion
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branches, ATMs, and agents) and a greater
use of financial services than rural areas. De-
spite the growth in mobile money and other
recent technologies, being near a retail access
point is still important for the use of finan-
cial services by individuals. It is especially
important for the poor, who are less mobile
and have less access to modern technologies.
Building retail access points is costly for fi-
nancial service providers; so, they are keen
to place these points optimally in relation
to their existing and potential customers. Fi-
nancial inclusion advocates also want broad
coverage of the population by financial access
points, but would like to see that certain types
of customers, such as the poor, also have ac-
cess, a concern not always shared by provid-
ers. This leads to major policy questions—
such as the identification of policies that
work and how much policy interventions can
and should push providers to offer access in
places in which they do not want to provide
access—that are discussed in greater depth in
chapter 2.1

Map 1.4 underscores the significance of ge-
ography in financial inclusion by illustrating
it through granular data on Mexico. Formal
financial services are in much greater use in
the capital city district (the small central area
in black) than elsewhere in the country. The
number of accounts per capita is relatively
higher in the north of the country and in areas
with an active tourism industry. More gener-
ally, urban areas show much greater numbers
of accounts, reflecting factors such as higher
population density and greater proximity to
retail access points.

Financial inclusion vs. depth, efficiency,
and stability

Large amounts of credit in a financial sys-
tem—both commercial and consumer cred-
it—do not always correspond to the broad use
of financial services because the credit may be
concentrated among the largest firms and the
wealthiest individuals. Indeed, the use of for-
mal accounts is imperfectly correlated with a
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FIGURE 112 Financial Inclusion vs. Depth, Efficiency, and Stability (Financial Institutions)
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common measure of financial depth: domestic
credit to the private sector as a percentage of
GDP (figure 1.12, panel a). Country examples
bear this out. Vietnam has domestic credit to
the private sector amounting to 125 percent
of GDP, but only 21 percent of the adults
in the country report they have a formal ac-
count. Conversely, the Czech Republic, with
relatively modest financial depth (with domes-
tic credit to the private sector at 56 percent of

GDP), has relatively high account penetration
(81 percent). This suggests that financial depth
and financial inclusion are distinct dimensions
of financial development and that financial
systems can become deep while showing low
degrees of inclusion.!®

The greater use of formal accounts is asso-
ciated with higher efficiency in financial insti-
tutions. This is illustrated in panel b of figure
1.12 by the negative correlation between the
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FIGURE 113 Correlates of Financial Inclusion
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Note: The figure shows probit regression results of a financial inclusion indicator on country fixed effects and a set of individual characteristics, for 124,334 adults (15 years and

education household workforce
size

older) covered by the Global Financial Inclusion (Global Findex) Database (http://www.worldbank.org/globalfindex) in 2011. The financial inclusion indicator is a 0/1 variable indi-

cating whether a person had an account at a formal financial institution in 2011. See Allen, Demirgtic-Kunt, and others (2012) for definitions, data sources, standard errors of the

parameter estimates, additional estimation methods, and additional regressions for other dependent variables (savings and the frequency of use of accounts).

account penetration rate and the lending-
deposit spread. This relationship is robust with
respect to different measures of efficiency and
different proxies for account penetration.

Finally, there is no significant correlation
between account penetration and financial
stability. This is illustrated in panel ¢ of figure
1.12. The result holds up also for alternative
measures of financial stability. For example,
if one compares the crisis and noncrisis coun-
tries as identified by Laeven and Valencia
(2012), the degree of account use is, on aver-
age, not significantly different.

Cross-country data on financial markets
provide a similar picture: financial inclusion is
associated positively with depth and efficiency
(figure 1.12, panels d and e) while having no
significant association with stability (figure
1.12, panel f).

An econometric examination of financial
inclusion

What can data on some 124,000 people tell us
about the drivers of financial inclusion? The

massive data set underlying the Global Findex
database provides a unique source of informa-
tion on what drives financial inclusion around
the world.!” Allen, Demirgii¢-Kunt, and oth-
ers (2012) subject the data set to a battery of
statistical tests to address the question of what
drives financial inclusion. They consider a host
of other country-level characteristics and poli-
cies as potential determinants of account use.
Their analysis focuses on three indicators of
account use: (1) ownership of an account, (2)
use of the account to save, and (3) frequent
use of the account, defined as three or more
withdrawals per month. They find that these
indicators are associated with a better enabling
environment for accessing financial services,
such as lower banking costs, greater proximity
to financial providers, and fewer documenta-
tion requirements to open an account. People
who are poor, young, unemployed, out of the
workforce, or less well educated, or who live in
rural areas are relatively less likely to have an
account (figure 1.13). Policies targeted at en-
hancing financial inclusion—such as offering
basic or low-fee accounts, granting exemptions
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from onerous documentation requirements, al-
lowing correspondent banking, and using bank
accounts to make government payments—are
especially effective among those people who
are most likely to be excluded: the poor and
rural residents.

BARRIERS TO FINANCIAL
INCLUSION

Income levels and individual characteristics
clearly help explain some of the differences in
the use of accounts around the world. What
do people say when asked why they do not
have an account? The Global Findex survey
provides novel data on the barriers to finan-
cial inclusion, based on the responses of more
than 70,000 adults who do not have a formal
account.'’

Globally, the reason most frequently cited
for not having a formal account is the lack
of enough money to have and use one (figure
1.14). Thirty percent of adults who are with-
out a formal account cite this as the only rea-
son. The next most commonly cited reason for
not having an account is that another family

FIGURE 1.14 Reported Reasons for Not Having a Bank Account
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member already has an account. The other
reasons reported (in order of importance) are
bank accounts being too expensive, excessive
distance of banks, lack of the necessary docu-
mentation, lack of trust in banks, and religious
reasons. Adults in developing economies are
significantly more likely to cite distance, cost,
documentation, and lack of money compared
with adults in developed economies.

The second most frequently cited reason
was that another member of the family al-
ready has an account, a response that identi-
fies indirect users. Women and adults living
in high-income and upper-middle-income
economies (where relatives are most likely
to have an account) were substantially more
likely to choose this reason. A recent study
shows that lack of account ownership (and
personal asset accumulation) limits women’s
ability to pursue self-employment opportuni-
ties (Hallward-Driemeier and Hasan 2012).
Hence, while such voluntary exclusion may
be linked to individual preferences or cul-
tural norms, it may also indicate a lack of
awareness of financial products or a lack of
financial literacy more generally."

Affordability is a key barrier to account
ownership. High costs are cited by a quarter
of unbanked respondents, on average, and by
32 percent of unbanked respondents in low-
income economies. Fixed transaction costs
and annual fees tend to make small transac-
tions unaffordable for large parts of the popu-
lation. For example, annual fees on a check-
ing account in Sierra Leone are equivalent to
27 percent of GDP per capita. Not surpris-
ingly, 44 percent of adults without accounts
in the country cite high cost as a reason for
not having a formal account. Analysis finds
a significant relationship between cost as a
self-reported barrier and objective measures
of costs (Demirgiic-Kunt and Klapper 2012).
Even more importantly, the high costs of
opening and maintaining accounts are asso-
ciated with a lack of competition and un-
derdeveloped physical or institutional infra-
structure in a country. This is a key point: it

Source: Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC,
http://www.worldbank.org/globalfindex.
Note: Respondents could choose more than one reason.

suggests that the high costs associated with
a small account do not simply represent the
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fixed costs of provision, but there is now evi-
dence that some of the costs are associated
with underlying distortions (Allen, Demirgtig-
Kunt, and others 2012).

Twenty percent of unbanked respondents
cited distance as a key reason they did not
have a formal account. The frequency with
which this barrier was cited increases sharply
as one moves down the income level of coun-
tries, from 10 percent in high-income econo-
mies to 28 percent in low-income economies.
Among developing economies, there is a sig-
nificant relationship between distance as a
self-reported barrier and objective measures
of providers, such as bank branch penetra-
tion. To illustrate this point: Tanzania has a
large share of non-account-holders who cite
distance as a reason they do not have an ac-
count—47 percent—and also ranks near the
bottom in bank branch penetration, averag-
ing less than 0.5 bank branches per 1,000
square kilometers.

The documentation requirements for open-
ing an account may exclude workers in the
rural or informal sector who are less likely to
have wage slips or formal proof of residence.
There is a significant relationship between
subjective and objective measures of docu-
mentation requirements as a barrier to ac-
count use that holds even after one takes into
account GDP per capita (Demirgii¢-Kunt and
Klapper 2012). Indeed, the Financial Action
Task Force, an intergovernmental body aimed
at combating money laundering, terrorist fi-
nancing, and related threats to the integrity of
the international financial system, recognized
that overly cautious safeguards against money
laundering and terrorist financing can have the
unintended consequence of excluding legiti-
mate businesses and consumers from financial
systems. It has therefore called for such safe-
guards that also support financial inclusion.?’

Distrust in formal financial institutions is
a nontrivial barrier to wider financial inclu-
sion and one that is difficult to address in
the short term. Thirteen percent of adults
without a formal account cite lack of trust in
banks as a reason for not having an account.
This distrust can stem from cultural norms,

discrimination against certain segments of
the population, past episodes of government
expropriation of banks, or economic crises
and uncertainty. In Europe and Central Asia,
31 percent of non-account-holders cite lack
of trust in banks as a reason for not having an
account, a share almost three times the share
in other regions, on average.

About § percent of unbanked respondents
cite religious reasons for not having a formal
account. The proportion is higher in some
Middle Eastern and South Asian economies,
where the development of financial products
compatible with religious beliefs (in particu-
lar, Islamic finance) could potentially increase
account penetration and the use of various fi-
nancial services (box 1.4).

FINANCIAL SECTOR
STRUCTURE, COMPETITION,
AND INCLUSION

Which type of financial sector structure
works best in reaching out to a broad set of
individuals and firms? In terms of financial
inclusion and economic development, how
do financial systems based on banks compare
with those based on financial markets? Stud-
ies consistently find that what matters for eco-
nomic growth is the overall development of
the financial system, rather than the relative
shares of banks and financial markets. In oth-
er words, at similar levels of financial devel-
opment, more highly bank- or market-orient-
ed economies are not associated with greater
economic growth rates, industry growth, or
the access of firms to external finance (Beck
and Levine 2004; Demirgtic-Kunt and Maksi-
movic 2002; Levine 2002).

While the structure of the financial system
does not seem to be associated with growth
outcomes, Demirgii¢c-Kunt and Maksimovic
(2002) find that this does affect the types of
firms and projects that are financed, which
has strong implications for financial inclu-
sion. By looking at firm-level data for 40
countries, they conclude that, in economies
with more well developed capital markets, the
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B0OX 1.4 Islamic Finance and Inclusion

Shari‘a-compliant financial products and instru-
ments can play a significant role in enhancing finan-
cial inclusion among Muslim populations. About
700 million of the world’s poor live in predomi-
nantly Muslim-populated countries. In recent years,
there has been growing interest in Islamic finance as
a tool to increase financial inclusion among Muslim
populations (Mohieldin and others 2011).

The main issue relates to the fact that many
Muslim-headed households and micro, small, and
medium enterprises may voluntarily exclude them-
selves from formal financial markets because of
Shari‘a requirements. Islamic legal systems, among
other characteristics, prohibit predefined interest-
bearing loans. They also require financial provid-
ers to share in the risks of the business activities
for which they provide financial services (profit
and loss sharing). Given these requirements, most
conventional financial services are not relevant for

religiously minded Muslim individuals and firms in
need of financing.

Based on a 2010 Gallup poll, about 90 percent of
the adults residing in Organization of Islamic Coop-
eration (OIC) member countries consider religion an
important part of their daily lives (Crabtree 2010).
This may help explain why only about 25 percent
of adults in OIC member countries have an account
in formal financial institutions, which is below the
global average of about 50 percent. Also, while 18
percent of non-Muslim adults in the world have
formal saving accounts, only 9 percent of Muslim
adults have these accounts (Demirgt¢-Kunt, Klap-
per, and Randall, forthcoming). Moreover, 4 percent
of respondents without a formal account in non-OIC
countries cite religious reasons for not having an
account, compared with 7 percent in OIC countries
(table B1.4.1) and 12 percent in the Middle East and
North Africa.

TABLE B1.4.1 0IC Member Countries and the Rest of the World

% of respondents, unless otherwise indicated All 0IC countries Non-0IC countries

Have an account at a formal financial institution* 50 25 57

Reason for not having an account
religious reasons* 5 7 4
distance* 20 23 19
account too expensive* 25 29 23
lack of documentation*® 18 22 16
lack of trust 13 13 13
lack of money* 65 75 61
family member already has an account* 23 11 28

Source: Calculations based on the Global Financial Inclusion (Global Findex) Database, World Bank, Washingtaon, DC, http://www.worldbank.org/globalfindex.
*The means t-test between the Organization of Islamic Cooperation (OIC) and non-0IC countries is significant at the 1 percent level.

Muslim countries are far from uniform in terms
of financial inclusion. For example, 34 percent of
the unbanked Afghan population cite religious rea-
sons for not having an account in a formal financial
institution, while only 0.1 percent of Malaysians
do so, although both countries have similarly high
Gallup religiosity indexes (97 percent and 96 per-
cent, respectively; see the Statistical Appendix).?
This can be traced to the extent to which Islamic
financial institutions are present in a given country.
An analysis suggests that the size of Islamic assets
per adult population is negatively correlated with
the share of adults citing religious reasons for not

having an account (table B1.4.2). This correlation
is particularly strong if one focuses on the group
of OIC countries and, even more, on those OIC
countries that show a religiosity index exceeding
85 percent.

Based on the Global Findex, for religious rea-
sons, some 51 million adults in the OIC countries do
not have accounts in a formal financial institution.
Given that a majority of the OIC population lives in
poverty, Islamic microfinance could be particularly
attractive. For example, 49 percent and 54 percent
of adults in Algeria and Morocco, respectively, pre-
fer to use Islamic loans even if these loans are more

(box continued next page)
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B0X 1.4 Islamic Finance and Inclusion (continued)
TABLE B1.4.2 Islamic Banking, Religiosity, and Household Access to Financial Services

0IC countries
Indicator All countries 0IC countries with religiosity > 85% Non-0IC countries
OIC dummy 5.79%** . . .
GDP per capita, US$, 1,000s 0.02 0.38** 0.43** -0.005
Islamic assets per adult, US$, 1,000s -0.18* -0.61%** -0.65%* -3.85
Observations 137 41 32 96
R-squared 0.21 0.06 0.08 0.00

Sources: Based on the Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex; World
Development Indicatars (database), World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators; Bankscope (database),
Bureau van Dijk, Brussels, http://www.bvdinfo.com/en-gb/products/company-information/international/bankscope.

Note: Dependent variable: percentage of adults citing religious reasons for not having an account. Regressions include a constant term. Robust standard errors are

reported.

.. indicates that the variable could not be included in the regression. OIC = Organization of Islamic Cooperation.

Significance level: * =10 percent, ** =5 percent, *** = 1 percent.

expensive than conventional loans (Demirgiic-Kunt,
Klapper, and Randall, forthcoming).

Global surveys on Islamic microfinance com-
pleted by the Consultative Group to Assist the Poor
(CGAP) in 2007 and 2012 provide some initial
insights into the rapidly growing Islamic microfi-
nance industry. The 2007 CGAP survey found fewer
than 130 and 500,000 Islamic MFIs and custom-
ers, respectively (Karim, Tarazi, and Reille 2008).
Within five years, these figures more than doubled,
reaching 256 MFIs and 1.3 million active clients (El-
Zoghbi and Tarazi 2013). These figures are on the
conservative side because they are based on data for
16 of the 57 OIC member countries (excluding econ-
omies such as the Islamic Republic of Iran, Malay-
sia, and Turkey, which have active Islamic finance
industries). In short, the estimated unmet demand
for Shari‘a-compliant financial products, in con-
junction with the rapid growth of Islamic MFIs, as

well as the astonishing growth of the overall Islamic
finance industry, all point to the growing attractive-
ness of Shari‘a-compliant financial products and the
supply shortage of such products.©

Religiosity also has an impact on the access of
firms to finance in OIC countries. The number of
Islamic banks per 100,000 adults is negatively corre-
lated with the proportion of firms identifying access
to finance as a major constraint. The negative corre-
lation is greater if one focuses on OIC countries and
greater still if one focuses on a subset of OIC coun-
tries with a religiosity index above 85 percent (table
B1.4.3). These findings, which are mainly driven by
small firms (figure B1.4.1), suggest that increasing
the number of Shari‘a-compliant financial institu-
tions can make a positive difference in the opera-
tions of small firms (0-20 employees) in Muslim-
populated countries by reducing the access barriers
to formal financial services.

TABLE B1.4.3 Islamic Banking, Religiosity, and Firm Access to Financial Services

Indicator All countries 0IC countries 0IC countries with religiosity > 85%
OIC dummy 8.59%* . .

GDP per capita, US$, 1,000s —1.23*** —6.12%** —5.79%**

Islamic banks per 100,000 adults -52.70* -61.97* -108.76**
Observations 107 32 24

R-Squared 0.25 0.35 0.38

Sources: Calculations based on Enterprise Surveys (database), International Finance Corporation and World Bank, Washington, DC, http://www.enterprisesurveys
.org; World Development Indicators (database), World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators; Bankscope
(database), Bureau van Dijk, Brussels, http://www.bvdinfo.com/en-gb/products/company-information/international/bankscope.

Note: Dependent variable: percentage of firms identifying access to finance as a major constraint. All regressions include a constant term. Robust standard errors

are reported.

.. indicates that the variable was not included in the regression. OIC = Organization of Islamic Cooperation.

Significance level: * = 10 percent, ** =5 percent, *** = 1 percent.

(box continued next page)
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(continued)

FIGURE B1.4.1

Islamic Banking, Religiosity, and Access of Firms to Financial Services
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Sources: Calculations based on Enterprise Surveys (database), International Finance Corporation and World Bank, Washington, DC, http://www.enterprisesurveys.org;
World Development Indicators (database), World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators; Bankscope (data-
base), Bureau van Dijk, Brussels, http://www.bvdinfo.com/en-gb/products/company-information/international/bankscope.

Note: The dependent variable is the percentage of firms identifying access to finance as a major constraint. All regressions include a constant term and GDP per capita.
Robust standard errors are used. Only coefficients significant at 10 percent or less are included in the figure. OIC = Organization of Islamic Cooperation.

Efforts to increase financial inclusion in jurisdic-
tions with Muslim populations thus require sustain-
able mechanisms to provide Shari‘a-compliant finan-
cial services to all residents, especially the Muslim
poor, estimated at around 700 million people who
are living on less than $2 per day. One obstacle is the
lack of transparency and the absence of a broadly
accepted standardized process for assessing the
compliance of financial institutions with Shari‘a
guidelines, which makes it difficult for many indi-
viduals to distinguish between financial institutions

that are operating based on Shari‘a specifications
and institutions that are not. Another difficulty has
been the lack of information and training on Islamic
finance. For example, only about 48 percent of
adults in Algeria, Egypt, Morocco, Tunisia, and the
Republic of Yemen have heard about Islamic banks
(Demirgti¢-Kunt, Klapper, and Randall, forthcom-
ing). Finally, in their infancy and smaller in scale,
Islamic financial products tend to be more expensive
than their conventional counterparts, reducing their
attractiveness.

a. The Gallup religiosity index captures the percentage of adults who responded affirmatively to the question “Is religion
an important part of your daily life?” in a 2009 Gallup poll (Crabtree 2010). The question does not distinguish which
type of religion (and the analysis presented here may apply to other religions as well). The reliability of this index depends
on how truthfully people respond to the survey question. Nonetheless, the variable has been used in previous research.

b. Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org

/globalfindex.
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c. Globally, Islamic financial assets have more than doubled since 2006 (Mohieldin and others 2011). See also Cihak and
Hesse (2010) on the growth and stability of the Islamic financial sector.

Consistent with these results, Demirgiic-
Kunt, Feyen, and Levine (2011) find that fi-
nancial structures evolve with economic de-
velopment because capital markets provide

use by firms of long-term financing is greater.
In contrast, firms rely on short-term financ-
ing to a much larger extent in countries with
more financial structures that are bank-based.
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FIGURE 1.15 Ratio of Cooperatives, State Specialized Financial Institutions, and Microfinance Institution Branches to

Commercial Bank Branches
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Source: Financial Access (database) 2010, Consultative Group to Assist the Poor and World Bank, Washington, DC, http://www.cgap.org/data/financial-access-2010-database-cgap.

financial services that are different than the
services provided by banks. Particularly, the
significance of market-based financing in-
creases relative to bank-based financing. They
show that, as economies develop, the services
provided by securities markets become more
important for economic activity, while those
provided by banks become less important.

Another part of this literature has moved
from the market- vs. bank-financing analysis
to explore a different angle of financial diver-
sity, more focused on the types of financial
institutions (such as niche banks, coopera-
tives, and MFIs) and their link with access to
finance and with economic growth.

In developing economies, the financing
needs of a large fraction of households and
enterprises are supplied by alternative finan-
cial institutions such as cooperatives, credit
unions, MFIs, and factoring or leasing com-
panies. While banks are the most prominent
institution across regions, their relative im-
portance varies substantially. For instance, for
each MFI, there are 46 bank branches in Eu-
rope and Central Asia, 32 in Latin America,
and only 2 in Sub-Saharan Africa.?!

Countries also differ in the mix of financial
institutions constituting the market because
certain types of institutions are more preva-
lent in particular regions (figure 1.15). In
the Middle East and North Africa, for every
1,000 commercial bank branches, there are
35 cooperatives, 209 state specialized finan-
cial institutions, and 44 MFI branches. How-
ever, in Sub-Saharan African countries, there
are 480 MFIs for every 1,000 commercial
banks, and only 61 cooperative and 37 public
bank branches. Countries in Latin America
and East Asia and the Pacific are more reliant
on cooperatives than are developing countries
in other regions. The ratio of cooperatives to
bank branches is the highest in upper-income
countries, where there are 269 cooperatives
per 1,000 commercial bank branches. This
pattern is particularly strong in Western Euro-
pean economies, where financial systems rely
more on these institutions.??

Some argue that a comparative advantage
of institutions such as cooperative banks
may be that they rely on more flexible lend-
ing technologies, making it possible to ex-
tract information about more opaque clients,
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such as micro, small, and medium enter-
prises or households that do not have avail-
able the type of information or documenta-
tion that banks traditionally request (Berger,
Klapper, and Udell 2001; Stein 2002). Oth-
ers argue that banks can extend financing
to more opaque clients by applying differ-
ent transactional technologies that facilitate
arm’s-length lending and that, through more
competition, improved financial infrastruc-
ture, and appropriate incentives, banks can
be encouraged to reach out for new clients
(Berger and Udell 2006; de la Torre, Gozzi,
and Schmukler 2007).

A study by Beck, Demirgiic-Kunt, and
Singer (forthcoming) explores the role of dif-
ferent kinds of financial institutions, as well
as their average size, in easing the access of
firms to financial services and finds heteroge-
neous impacts across countries and firm sizes.
More specifically, in low-income countries,
a higher share of low-end financial institu-
tions (such as cooperatives, credit unions,
and MFIs) and specialized lenders (such as
factoring and leasing companies) is associated
with better access to finance. The evidence
the authors present indicates that the average
size of financial institutions matters for inclu-
sion. In contrast to earlier studies suggesting
that smaller financial institutions are better
able to serve the credit needs of small, opaque
borrowers (for example, Berger and Udell
1995; Keeton 1995), the authors reject that
smaller institutions are better at easing the ac-
cess of firms to finance. On the contrary, in
countries with low levels of GDP per capita,
larger banks and low-end institutions seem
to improve access to financial services, and
larger banks and specialized lenders seem to
facilitate access to loans and overdraft use by
smaller enterprises.

These results are in line with the findings
of more recent studies. For instance, Berger,
Klapper, and Udell (2001) find that larger
banks may be as well equipped as smaller
ones to serve small clients because they use
a different lending technology. De la Torre,
Gozzi, and Schmukler (2007) likewise find
that, contrary to the belief that large banks
are less capable of reaching out to opaque
small and medium enterprises, most banks

find such enterprises profitable for several
reasons. One such reason is the increased
use of different transactional technologies
that benefit from the economies of scale of
larger institutions (for example, the use of
credit scoring models requires a large pool of
clients, thereby benefiting from larger bank
size).

Relationship lending is one of several
other ways in which banks extend financ-
ing to more opaque clients (Berger and
Udell 2006). Two examples of large banks
that have adopted innovative lending tech-
nologies and business models are Banco
Azteca in Mexico and BancoSol in Bolivia.
BancoSol is arguably the first commercial
bank to specialize in microfinance. Its lend-
ing technology relies on a solidarity group
lending strategy, whereby members organize
small joint liability credit groups, and the
bank lends simultaneously to all group mem-
bers (Gonzalez-Vega and others 1997). Ban-
co Azteca, on the other hand, targets clients
employed in the informal sector by using
their durable goods as collateral for loans.
Ruiz (2013) shows that, in municipalities in
which this bank has opened a branch, house-
holds with members working in the informal
sector are more likely to borrow from banks,
are less likely to rely on more expensive
credit suppliers, and are thus better able to
smooth their consumption and accumulate
more valuable durable goods.

Beyond financial structure, evidence
points to competition in the financial sector
as a key factor in enhancing financial inclu-
sion. Examining firm-level data for 53 coun-
tries from 2002 to 2010, Love and Martinez
Peria (2012) find that bank competition sub-
stantially increases the access of firms to fi-
nance. An advantage of their study relative
to others is that their data allow them to
isolate within-country variations in competi-
tion and access to finance more effectively.
In a more microlevel analysis, Lewis, Mo-
rais, and Ruiz (2013) examine competition
among Mexican banks. Their results show
that large banks are more likely to engage in
less competitive practices and confirm that,
as expected, competition leads to less collu-
sive practices. Importantly, less competition
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disproportionally affects access to finance
among smaller firms.

To summarize, recent studies indicate more
financially diverse markets are associated
with improved access to finance. Policy rec-
ommendations to support a more financially
diverse landscape encompass (1) improv-
ing competition within the financial system,
but also allowing a variety of financial in-
stitutions to operate (from specialized lend-
ers and low-end institutions to banks with
lending technologies or business models that
reach out to new clients in responsible ways);
(2) strengthening financial and lending infra-
structure, including commercial laws, bank-
ruptcy laws, and contract enforcement; and
(3) creating the conditions for capital market
development to improve access to longer-term
finance.

THE REAL EFFECTS OF
FINANCIAL INCLUSION ON THE
POOR: EVIDENCE

Our discussion has so far focused on why fi-
nancial inclusion is important for development
in economic theory and on defining financial
inclusion, measuring it, explaining what drives
it, and examining the barriers that limit it. In
the following, we turn to the empirical evi-
dence on the relationship between financial in-
clusion and economic development.

Recent empirical evidence on the impact of
financial inclusion on economic development
and poverty varies by the type of financial ser-
vice in question.?® In the access to basic pay-
ments and savings, the evidence on benefits,
especially among poor households, is quite
supportive. In insurance products, there is
also some evidence of a positive impact. For
firms, particularly small and young firms that
face greater constraints, access to finance is
associated with innovation, job creation, and
growth. However, in access to microcredit,
the data on dozens of microcredit experi-
ments and from other cross-country research
paint a rather mixed picture (for example, see
Bauchet and others 2011; Roodman 2011).24
A common message of the underlying re-
search is that effective financial inclusion
means responsible inclusion (for example,

McKee, Lahaye, and Koning 2011). Financial
inclusion does not mean increasing access for
the sake of access, and it certainly does not
mean making everybody borrow.

The effects of savings and payments

Newly available global data point to a strong
correlation between income inequality and
inequality in the use of bank accounts. For
example, in Sweden—a country with one
of the most even income distributions in the
world—the share of people having bank ac-
counts is the same for the rich and the poor.
On the other end of the spectrum are coun-
tries such as Haiti, where income inequality
is very high and where the richest 20 percent
are about 14 times more likely to have a bank
account than the poorest 20 percent. Figure
1.16 illustrates that across a broad spectrum
of countries, this measure of inequality in
account penetration (financial inequality) is
closely correlated with income inequality (the
correlation coefficient being 0.33).

It thus appears that financial inequality and
income inequality go hand in hand. The strong
relationship holds even when controlling for
national income. However, the correlation is
not perfect. For example, the measure of finan-
cial inequality in the Philippines is very close
to that of Haiti, but incomes are much more
evenly distributed in the Philippines. Moreover,
the correlations only suggest that financial and
economic inequality are closely associated, not
necessarily that one causes the other.

Field experiments provide more direct evi-
dence about the causal linkages between ac-
cess to savings and payments services and real-
economy variables. For example, a range of
randomized controlled experiments finds that
providing individuals with access to savings ac-
counts or simple informal savings technologies
increases savings (Aportela 1999; Ashraf, Kar-
lan, and Yin 2006), women’s empowerment
(Ashraf, Karlan, and Yin 2010), productive in-
vestment (Dupas and Robinson 2011, 2013),
consumption, investment in preventive health,
productivity, and income (Ashraf, Karlan, and
Yin 2010; Dupas and Robinson 2013).2°

The findings from the randomized con-
trolled experiments are in line with those of
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FIGURE 1.16  Correlation between Income Inequality and Inequality in the Use of Financial Services
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Source: Calculations based on Demirgtig-Kunt and Klapper 2012; World Development Indicators (database), World Bank, Washington, DC, http://data

.worldbank.org/data-catalog/world-development-indicators.

Note: Higher values of the Gini coefficient mean more inequality. Data on Gini coefficients are for 2009 or the latest available year. Account penetration is

the share of adults who had an account at a formal financial institution in 2011.

several other studies. For example, an in-
depth examination of the effect of bank de-
regulation in the United States shows that
greater financial inclusion accelerates eco-
nomic growth, intensifies competition, and
boosts the demand for labor. It is also usually
associated with relatively bigger benefits to
those people at the lower end of the income
distribution, thus contributing to inclusive
growth (Beck, Levine, and Levkov 2010).

Together, these studies provide robust
justification for policies that encourage the
provision of basic accounts for savings and
payments.?® Increasing financial inclusion in
terms of savings and payments, if done well,
can both help reduce extreme poverty and
boost shared prosperity.

The effects of insurance

For insurance products, the evidence on the
impact on economic development is slightly

more nuanced, but, on balance, still positive.
Evidence based on total volumes of written in-
surance premiums casts doubts on the aggre-
gate impact. Ward and Zurbruegg (2000), us-
ing cointegration analysis for nine countries of
the Organisation for Economic Co-operation
and Development (OECD) from the 1960s
to the 1990s, find that, in some countries, the
insurance industry Granger causes economic
growth, while, in other countries, the reverse
is true. They conclude that the relationship
between insurance and growth is nation spe-
cific. Subsequent authors (for example, Kugler
and Ofoghi 2005) have pointed out that it is
possible to have cointegration at the aggregate
level but not at the disaggregate level, and vice
versa; so, looking more closely at the disaggre-
gated data is important.

Recent evidence from disaggregated data
is encouraging. In particular, Cai and others
(2010) have conducted a large randomized
experiment in southwestern China to assess
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the impact of insurance on sows. They find
that providing access to formal insurance sig-
nificantly increases the propensity of farmers
to raise sows. In another study, Cole, Giné,
and Vickery (2012) examine how the avail-
ability of rainfall insurance affects the invest-
ment and production decisions of small- and
medium-scale Indian farmers. They observe
little effect on total expenditures. However,
they find that increased insurance induces
farmers to substitute production activities
toward high-return high-risk cash crops.
Finally, Shapiro (2012) evaluates the effects
of a Mexican government disaster relief pro-
gram with insurance-like features. Specifi-
cally, the program provides fixed indemnity
payments to rural households the crops or
assets of which have been damaged by a nat-
ural disaster. The evaluation finds that the
availability of insurance against losses from
natural disasters changes how rural house-
holds invest in their farms. In particular, in-
sured farmers utilize more expensive capital
inputs and purchase better seeds.

The effects of credit

Economic theory suggests that improved ac-
cess to credit can have positive implications
for poverty alleviation and entrepreneurial ac-
tivity. Better access to credit makes it easier for
households to smooth out consumption over
time and provides a de facto insurance against
many of the common risks facing households
and small enterprises in the developing world.
By the same token, improved access to credit
can also encourage entrepreneurial activity by
attenuating investment constraints and mak-
ing it easier for small businesses to grow be-
yond subsistence.

There is ample evidence that limited
access to credit poses a substantial obstacle
to entrepreneurship and firm growth, espe-
cially among small and young firms (Banerjee
and Duflo 2007; Beck, Demirgii¢-Kunt, and
Maksimovic 2005; Beck and others 2006;
Evans and Jovanovic 1989). Cross-country
research analyzing 10,000 firms in 80 coun-
tries shows that financing constraints are
associated with slower output growth, while
other reported constraints are not as robustly

associated with growth (Ayyagari, Demirgiig-
Kunt, and Maksimovic 2008). There is also
evidence that returns on capital are high (de
Mel, McKenzie, and Woodruff 2008, 2012a).
Improving access to finance for potential
entrepreneurs therefore promises significant
welfare gains not only for the entrepreneurs,
but also for society as a whole.

Some evidence indicates that access to cred-
it is associated with a decline in observable
measures of poverty. For example, Burgess
and Pande (2005) suggest that bank branch-
ing regulation in India has had a substantial
impact on poverty reduction. Between the
1970s and the 1990s, India’s bank branch-
ing regulations required banks to open four
branches in unbanked locations for every new
branch opened in an urban area. This led to
the establishment of up to 30,000 rural bank
branches, and the study provides direct evi-
dence that this expansion of the bank branch
network had a positive impact on financial
inclusion and contributed to a considerable
decline in rural poverty. At the same time,
bearing in mind that India’s branch expan-
sion was a government initiative in a banking
system dominated by state-owned banks, one
ought to ask whether the cost-benefit calcu-
lation for this program exceeds that of other
forms of government assistance and to what
extent the benefits of this policy need to be
adjusted for the cost of the longer-run credit
market distortions arising from India’s social
banking experiment. After all, the program
was discontinued in 1991 in part because of
the high default rates among rural branches.

New research provides insights into the
impact of access to credit on poverty allevia-
tion and into the channel through which this
is likely to occur, that is, the greater propen-
sity of individuals to transition into entrepre-
neurship. In a recent study, Bruhn and Love
(forthcoming) evaluate the opening of a new
commercial bank, Banco Azteca, focused on
low- and middle-income borrowers in Mex-
ico. They find that the opening of Banco Az-
teca, which represented a significant improve-
ment in access to credit among households
at the “bottom of the pyramid,” led to a
7.6 percent increase in the number of informal
businesses in areas with a new bank branch,
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a 1.4 percent decrease in unemployment, and
an increase in income levels of up to 7 per-
cent in the two years following the branch
opening. The opening of Banco Azteca led to
no change among formal businesses, which
is consistent with the new bank’s focus on
lower-income individuals and with the bank’s
low documentation requirements. In contrast,
formal business owners have easier access to
commercial bank credit and likely prefer it
because of the higher interest rates charged
by Banco Azteca. The measured impacts were
larger among individuals with below median
income levels and in municipalities that were
relatively underserved by the formal banking
sector before Banco Azteca opened. (For more
on Banco Azteca, see chapter 3, box 3.3.)

Overall, there is plenty of evidence that
access to finance is important for firms, espe-
cially for the smaller and younger ones. Eco-
nomic growth would come to a halt if firms
could not get credit. But there are major
ongoing debates on the pros and cons of
microcredit, which are discussed in the next
subsection.

The effects of microcredit

In many parts of the world, substantial im-
provements in access to credit among house-
holds and small businesses in recent decades
have occurred through the rapid expansion
of microcredit. The original narrative empha-
sized that microcredit could serve not only as
a tool to alleviate extreme poverty, but also
as a means to unleash the entrepreneurship
potential of the poor. Recent evidence has,
however, highlighted some of the limitations
of microcredit and suggests a more nuanced
narrative. Although microcredit can have sig-
nificantly positive welfare effects if used as a
means for consumption smoothing and risk
management, most studies have found that
the effects of microfinance on investment and
entrepreneurship are relatively small.

Many studies have documented the ef-
fects of microfinance on household welfare
and income. This includes positive effects on
consumption, economic self-sufficiency, and
some aspects of mental health and well-being

(Kaboski and Townsend 2011, 2012; Karlan
and Zinman 2010; Khandker 2005; Pitt and
Khandker 1998). By contrast, studies that
explore the impact of microfinance on en-
trepreneurship find relatively modest effects
(Giné, Jakiela, and others 2010; Morduch
and Karlan 2009). In a study that experimen-
tally varies access to microcredit, Banerjee
and others (2013) find a large effect of access
to microfinance on investment in fixed assets,
but also note that this effect is concentrated
among wealthier households that already
own a business, while households with a low
initial probability to transition into entrepre-
neurship use credit to consume rather than
invest. Many of the limitations of microcredit
as a tool to finance entrepreneurship are likely
to be the result of the rigidity of microcredit,
including the lack of grace periods, frequent
payments, and joint liability that may prevent
risk taking (Field and others, forthcoming;
Giné, Jakiela, and others 2010). While joint
liability contracts have made the extension of
credit to marginal clients possible, such con-
tracts may be poorly suited for loans to busi-
nesses for which the cash flows and risks are
difficult to observe. (See also the discussion
on product design in chapter 2.)

At the macroeconomic level, however, the
impact of broader access to microcredit may
be mostly redistributive and not without
risks for financial stability. Recent research
in this area has supplied intriguing new in-
sights using applied general equilibrium
modeling. For example, Buera, Kaboski, and
Shin (2012) offer a quantitative evaluation
of the aggregate and distributional impact of
microfinance and find that, if general equi-
librium effects are accounted for, scaling up
microfinance programs has only a small im-
pact on per capita income because increases
in total factor productivity are counterbal-
anced by the lower capital accumulation re-
sulting from the distribution of income from
high savers to low savers. The benefits occur
largely through wage increases and greater
access to finance by poorer entrepreneurs. At
the same time, there are also costs: the re-
distribution of credit toward new borrower
segments may lead to losses in the efficiency
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of financial intermediation (for example, be-
cause of higher screening and information
costs) and change the risk profile of bank
lending as banks make loans to new borrow-
ers who are, on average, riskier clients. This
means that the economic benefits of financial
access need to be carefully weighed against

the effects on the risk profile of bank and
nonbank lending. The expansion of credit, if
not well managed and if combined with low
capitalization, can lead to financial crises, as
illustrated quite powerfully by the examples
of Bosnia and Herzegovina, India, and the
United States illustrated in box 1.5.

BOX 1.5 Three Tales of Overborrowing:

Bosnia and Herzegovina, India, and the United States

The debate over the sources of the U.S. mortgage cri-
sis highlights the issues and trade-offs in attempts to
increase credit. One of the key explanations of the
crisis (for example, Rajan 2010) is that it was precip-
itated by an overextension of credit and a relaxation
in mortgage-underwriting standards (combined with
aggregating the resulting junk bonds and reselling
them as highly rated bonds). There is evidence that
the losses in the two massive government-sponsored
enterprises, Fannie Mae and Freddie Mac, reflected
these relaxed standards. The decline in underwriting
standards was at least partly a response to mandates
that required Fannie Mae and Freddie Mac steadily
to increase the mortgages or mortgage-backed secu-
rities they issued to target low-income or minority
borrowers and underserved locations. The turning
point, as documented by Calomiris (2011), was the
year 2004. Fannie and Freddie had kept their expo-
sures low to loans made with little or no documenta-
tion (low-doc and no-doc loans), owing to their risk
management guidelines that limited such lending. In
early 2004, however, senior management realized
that the only way to meet the political mandates was
to cut underwriting standards. Risk managers, espe-
cially at Freddie Mac, complained, as documented
by publicly released e-mails to senior management.
They refused to endorse the move to no-docs and
battled unsuccessfully against reduced underwriting
standards. Politics—not shortsightedness or incom-
petent risk managers—drove Freddie Mac to elimi-
nate its previous limits on no-doc lending. After a
decision by Fannie and Freddie to embrace no-doc
lending, the volume of new, low-quality mort-
gages increased to $715 billion in 2004 and more
than $1 trillion in 2006, compared with $395 bil-

lion in 2003. In a forensic analysis of the sources
of increased mortgage risk during the 2000s, Rajan,
Seru, and Vig (forthcoming) show that more than
half of the mortgage losses that occurred in excess of
the rosy forecasts of the expected loss at the time of
mortgage origination reflected low-doc and no-doc
lending.

The second example of the overextension of credit
in the name of access comes from the other side of
the globe. In October 2010, the microfinance sec-
tor in India’s Andhra Pradesh was in the middle of
a major crisis. An analysis shows that the roots of
the crisis were in the rapid rise of loans disbursed
by specialized MFIs since the late 1990s (Mader
2013). The liberalization of India’s economy and its
financial sector after 1991 changed the composition
of lending: credit from the private sector (especially
MFIs and nonbank financial institutions) rapidly
rose, even as the state remained a driving force in the
background. Evidence suggests that the expansion
of Indian microfinance did have some—relatively
limited—impacts (Banerjee and others 2013). At the
same time, the spectacular growth and profitabil-
ity of Indian MFIs in many cases also led to mul-
tiple borrowing and excessive indebtedness among
low-income clients. While India’s MFI crisis had its
roots in the rapid and, at times, insufficiently regu-
lated growth of MFIs, there were also other factors
that contributed to the crisis. First, the development
of an appropriate institutional infrastructure lagged
behind the rapid growth of the MFI sector. This is
particularly true for the establishment of reliable
credit reporting systems for MFI borrowers that
could have limited problems of overindebtedness and
of borrowing from multiple lenders. These problems

(box continued next page)
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were aggravated by the absence of well-functioning
personal bankruptcy laws that could have allowed
for the orderly discharge of excessive debts. Second,
the MFI sector faced competition from grossly sub-
sidized state government programs that extended
credit to borrowers at the bottom of the pyramid
under soft conditions, and this arguably contributed
to problems of overindebtedness and moral hazard
in loan repayment. Finally, the sector was affected
by overt political interventions in the credit market:
state governments encouraged MFI clients to stop
repaying their loans ahead of elections. Hence, the
Indian case illustrates how the rapid growth of low-
documentation lending is particularly problematic in
environments with an insufficiently developed legal
and institutional framework and environments in
which political interventions in the credit market are
common. An important lesson of the crisis—one that
has begun to be translated into policy—is that appro-
priate consumer protection regulation, credit market
infrastructure, and legal provisions for the orderly
discharge of excessive debt burdens (personal bank-
ruptcy) can reduce the need for political interventions
in the credit market, which are prone to introduce
additional distortions into the credit market.

The third study on overborrowing involves the
microfinance industry in Bosnia and Herzegovina. It
provides a vivid view on how excessive competition
among credit providers, riskier lending, rapid insti-
tutional growth, lapses in credit discipline, and lack
of transparency in client indebtedness can result in a
loan delinquency crisis. The country’s microfinance
industry grew quickly from 2004 to 2008. Delin-
quency problems started arising in late 2008, coin-
ciding with the recession in Europe. Even though the
economic downturn aggravated the pace and scope
of the repayment crisis, it was not the main cause.
The recession merely brought to the surface a cri-
sis that had been looming for some time and that
was primarily caused by structural deficiencies and
excessive market growth. About 58 percent of micro-
credit borrowers in the country had accumulated
loans from several microlenders, while 28 percent
were seriously indebted or overindebted (Maurer
and Pytkowska 2010). Three main vulnerabilities in

the microfinance industry contributed to the indus-
try problems: (1) lending concentration and multi-
ple borrowing, (2) overstretched MFI capacity, and
(3) a loss in MFI credit discipline (Chen, Rasmussen,
and Reille 2010). Fierce competition among finan-
cial institutions in concentrated markets enabled cli-
ents to borrow from multiple lenders and increase
their total loan amount, without creditors knowing.
The country began credit information bureau proj-
ects in 2005, but the bureaus became operational
only after the repayment crises had already started.
This resulted in repayment problems for clients, and
around 16 percent of MFI clients were identified as
close to exceeding their repayment capacity (Maurer
and Pytkowska 2010). To survive in an extremely
competitive environment, MFIs started using more
persuasive sales techniques, hired new, less experi-
enced staff, and disbursed loans quickly based on
shallow assessments of the repayment capacity of
borrowers. Around 60 percent of the clients going
through repayment difficulties reported that intensi-
fied sales behavior by financial institutions contrib-
uted to their problems, and 30 percent of the prob-
lem clients stated that they had not been visited by
a loan officer at the time of loan appraisal (Maurer
and Pytkowska 2010). To keep up with the grow-
ing business, MFIs also increased their staff size
at a pace that could not keep up with the training
staff needed to be able to monitor existing loans and
identify new low-risk clients. The imprudent lend-
ing and the decline in monitoring quality led to dete-
riorations in MFI loan portfolios. The portfolios-
at-risk over 30 days rose from 1 percent in 2003 to
11 percent in 2009 (Litzenkirchen and Weistroffer
2012). Strained by target-driven growth in an envi-
ronment mired in low levels of oversight compliance
undermined internal controls and eroded the credit
discipline of MFIs. Staff working under incentives
that emphasized growth and market share often
overlooked their lending discipline. This increased
credit risk contributed to the subsequent repayment
crises. The lack of industry standards for a code of
conduct also added to the problem because irrespon-
sible lending could not be curbed due to the lack of
standards of responsible finance.

(box continued next page)
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The evidence on the overall impact of in-
creased microcredit access on economic de-
velopment and poverty alleviation is weak
at best. Kaboski and Townsend (2011) use
data from the Townsend Thai Survey to
evaluate the Thai Million Baht Village fund
program, which involved the transfer of
1.5 percent of the Thai GDP to the nearly
80,000 villages in Thailand to start village
banks and was one of the largest government
microfinance initiatives of its kind.?” The
evaluation finds that some households val-
ued the program at much more than the per
household cost, but, overall, the program cost
30 percent more than the sum of the benefits.

One conclusion is relatively clear: micro-
credit does have a substantial redistributive
potential. While microcredit is costly and its
overall impact on economic growth is subject
to debate, the available studies indicate that
a majority of the population is positively af-
fected through increases in wages.

PUBLIC AND PRIVATE SECTOR
BREAKTHROUGHS IN FINANCIAL
INCLUSION

There is clear potential for private sector— and
public sector-led breakthroughs in expanding
financial inclusion. For example, the Global
Findex data show that, in Kenya, 68 percent
of adults report they had used a mobile phone
in the past 12 months to pay bills or send or
receive money.?® The spread of mobile money
products, the proliferation of bank agents, and
the growing movement toward dispensing gov-
ernment payments via formal accounts all of-
fer potential to alter substantially the ways in
which adults manage their day-to-day finances.

The public sector can bring about change in
how adults around the globe interact with the
formal financial sector. Increasingly, govern-
ments are using formal accounts to disburse
transfer payments. In Brazil, the government
allows recipients of conditional cash transfers
(as part of its Bolsa Familia Program) to receive
payments via no-frills bank accounts, though
many more choose to receive payments via a
virtual account that does not allow deposits or

indefinite storage. Still, 20 percent of adults in
Brazil report receiving government transfers
via a bank account, among the highest rates in
the developing world.? In India, the govern-
ment recently began depositing government
pension and scholarship payments directly into
the bank accounts of almost 250,000 people in
20 districts; officials plan to expand the pro-
gram with the aim of preventing corruption
as well as increasing financial access. These
types of reforms have the potential to extend
the reach of the formal financial sector to the
poorest individuals.

The challenge for public policy is to en-
sure that enhancements in access are achieved
through the removal of market and regula-
tory distortions rather than through price
regulation or other anticompetitive policies
that may exacerbate distortions and threaten
financial stability. Policies can enhance finan-
cial inclusion by addressing imperfections in
the supply of financial services (for example,
through modern payment and credit informa-
tion systems, the use of new lending technolo-
gies, support for competition in the provision
of financial services) and in the demand for
financial services (for instance, through fi-
nancial literacy initiatives that raise aware-
ness and lead to the more responsible use of
finance). Policies to support financial inclu-
sion also include initiatives to remove non-
market barriers that prevent equitable access
to financial services (for example, through
consumer protection and antidiscrimination
laws). More generally, the challenge for policy
is to guarantee that financial service provid-
ers are delivering their services as widely and
inclusively as possible and that the use of such
services is not hampered by inappropriate
regulatory policies or nonmarket barriers that
limit the use of financial services.3°

There are many important links between
the public sector and financial inclusion.
Weak public sector institutions are detrimen-
tal to financial inclusion; so, improvements
in public sector governance can have a posi-
tive impact on the use of and the access to
financial services in an equitable way. There
are also key effects in the other direction: if
electronic payments are widely available, this
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can boost the efficiency of public sector pro-
grams. The remainder of this report discusses,
in greater depth, policies to influence financial
inclusion among individuals (chapter 2) and
among firms (chapter 3).

NOTES

1. For further discussion of the key functions of
the financial system, see the inaugural Global
Financial Development Report (World Bank
2012a) and the related study by Cihak and
others (2013).

2. See also Demirgii¢-Kunt and Levine (2008)
and the references therein.

3. Financial inclusion can be defined in different
ways. The advantage of this chapter’s defini-
tion is that it can be expressed in operational
terms (by specifying “use”) and measured (for
example, in map 1.1, “use” is approximated
by “having at least one account”; in map O.1,
it is measured more narrowly as “depositing
to or withdrawing from an account at least
once per month”).

4. In addition to use and access, the quality of
financial services is a relevant issue. Quality
is more difficult to measure empirically than
usage. Nonetheless, the issue is important, for
example, for consumer protection (see chap-
ter 2).

5. Lack of financial literacy may also result in
excessive use of financial services. For exam-
ple, people may buy insurance policies or take
on credit they do not really need, put money
in savings accounts with high fees that are not
welfare enhancing, and so on.

6. Unbanked does not necessarily mean exclu-
sion from the use of financial services. Some
of the people who are without bank accounts
have access to transactional services or
accounts (for example, accounts provided by
mobile phone operators). Even more broadly,
financial services are also provided by infor-
mal service providers, such as moneylenders.
This fills some of the gaps in formal finan-
cial inclusion, but is also associated with
important drawbacks because the use of such
informal financial services may involve less
protection and higher costs.

7. See Global Financial Inclusion (Global Fin-
dex) Database, World Bank, Washington,
DC, http://www.worldbank.org/globalfindex.
See also Demirgli¢-Kunt and Klapper (2012).

10.

11.

12.

13.

14.

15.

. The caveat is that the tracking of trends in

inclusion has been possible so far based
exclusively on data from financial service
providers. User-side data have only started to
be collected recently, and time series have yet
to be built up. Even in the producer-side data,
consistent worldwide data sets are available
only since 2004.

. The correlations are lower for geographic

density, reflecting mobile technologies and
other forms of remote access.

See Global Financial Inclusion (Global Fin-
dex) Database, World Bank, Washington,
DC, http://www.worldbank.org/globalfindex.
From the viewpoint of development, the rela-
tionship between household inclusion and
firm inclusion is far from trivial. For example,
in Latin America and Central and Eastern
Europe in the early 2000s, household inclu-
sion was expanding rapidly, whereas firm
finance was slow to develop. Recent studies
point out that there may be costs associated
with expanding household access before firm
access has been opened up and that the impact
of financial deepening on growth and income
inequality derives from enterprise credit,
rather than from household credit (Beck and
others 2008). The caveat is that, in many coun-
tries, the dividing line between households and
firms is blurred in the case of small firms.

An area of active recent research has focused
on whether and how financial services could
enable microentrepreneurs to expand their
businesses and employ additional workers.
Microcredit impact studies show that greater
availability of credit had no impact on the
profits of microbusinesses owned by women
in India, Morocco, or the Philippines (Baner-
jee and others 2013; Crépon and others 2011;
Karlan and Zinman 2011).

See Enterprise Surveys (database), Interna-
tional Finance Corporation and World Bank,
Washington, DC, http://www.enterprise
surveys.org.

This is based on a country-level ordinary least
squares regression of account penetration on
the log of GDP per capita (Demirgiic-Kunt
and Klapper 2012).

New technologies—inexpensive global posi-
tioning system receivers, mapping software,
and widely available spatial data—have made
it feasible to map out the geographic reach
of financial systems in many countries. This
facilitates a range of analyses that can be use-
ful to the commercial sector, the public sector,


http://www.worldbank.org/globalfindex
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16.

17.

18.

19.

20.

21.

22.

23.

regulators, and donor agencies. For example,
the Bill and Melinda Gates Foundation has
sponsored a project to use mapping software
and spatial data to assess the geographic dis-
tribution of financial access points relative to
population in Kenya, Peru, and other coun-
tries. On Thailand, data on 960 households in
64 rural Thai villages have been made avail-
able via the Townsend Thai Survey and are
studied in Kaboski and Townsend (2011). For
the survey, see “The Townsend Thai Project:
Baseline Survey (‘The Big Survey’),” National
Bureau of Economic Research, Cambridge,
MA, http://cier.uchicago.edu/data/baseline-
survey.shtml.

This discussion highlights the usefulness of
measuring financial systems using the 4x2
matrix introduced in the first Global Finan-
cial Development Report, that is, measuring
depth, access, stability, and efficiency in both
financial institutions and financial markets
(World Bank 2012a; Cihak and others 2013).
See Global Financial Inclusion (Global Fin-
dex) Database, World Bank, Washington,
DC, http://www.worldbank.org/global
findex.

See Global Financial Inclusion (Global Fin-
dex) Database, World Bank, Washington,
DC, http://www.worldbank.org/globalfindex.
The institutional barriers to financial inclu-
sion are analyzed in Allen, Demirgii¢-Kunt,
and others (2012).

For more, see Financial Action Task Force
(2013).

Calculations based on the Financial Access
(database) 2010, Consultative Group to
Assist the Poor and World Bank, Washing-
ton, DC, http://www.cgap.org/data/financial
-access-2010-database-cgap.

Within Western Europe, in countries such as
Austria and Germany, the number of coop-
eratives is even higher than the number of
banks. In 2010, there were 15.9 commercial
bank branches and 17.4 cooperatives per
100,000 adults in Germany. In Austria, the
corresponding number of branches was 27.5
and 30.6, respectively.

Earlier research on the impact of the financial
sector on economic development highlighted
the contributions of aggregate financial depth
on economic growth (Demirgiic-Kunt and
Maksimovic 1998; King and Levine 1993;

24.

2S.

26.

27.

28.

29.

30.

Levine and Zervos 1998; Rajan and Zingales
1998), and on poverty reduction and income
inequality (Beck, Demirgiic-Kunt, and Levine
2007; Clarke, Xu, and Zou 2006; Li, Squire,
and Zou 1998; Li, Xu, and Zou 2000). But,
as illustrated in figure 1.12, deep financial
sectors are not necessarily inclusive ones,
which is why recent and ongoing research
and empirical work have focused on examin-
ing financial inclusion and the access to and
use of different types of financial services
separately from financial depth.

For example, Karlan and Zinman (2011),
based on an innovative experiment in the
Philippines, find that access to credit led to
a decline in the number of business activi-
ties and employees in the treatment group
relative to controls, and subjective well-being
declined slightly. However, they did find that
microloans increase the ability to cope with
risk, strengthen community ties, and boost
the access to informal credit. These find-
ings suggest that microcredit has a positive
impact, but that the channels may not neces-
sarily be those hypothesized by proponents.
Ashraf, Karlan, and Yin (2010) also find a
reduced vulnerability to illness and other
unexpected events.

For brevity, the focus in this section is on
savings and transactions related to savings
accounts. Nonetheless, there is also evidence
of the strong impact of access to payment
services. One aspect of this is the benefits of
international remittances on the incomes and
living standards of the families of migrants,
on which there is some evidence. (See chapter
3, box 3.1 for a discussion on remittances and
financial inclusion.)

For the survey, see “The Townsend Thai
Project: Baseline Survey (‘“The Big Survey’),”
National Bureau of Economic Research,
Cambridge, MA, http://cier.uchicago.edu
/data/baseline-survey.shtml.

Global Financial Inclusion (Global Findex)
Database, World Bank, Washington, DC,
http://www.worldbank.org/globalfindex.
Global Financial Inclusion (Global Findex)
Database, World Bank, Washington, DC,
http://www.worldbank.org/globalfindex.
Beck and de la Torre (2007) rely on the notion
of the access possibilities frontier to explain
this.
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http://www.worldbank.org/globalfindex
http://www.worldbank.org/globalfindex
http://www.cgap.org/data/financial-access-2010-database-cgap
http://www.worldbank.org/globalfindex
http://www.cgap.org/data/financial-access-2010-database-cgap
http://cier.uchicago.edu/data/baseline-survey.shtml

CHAPTER 2: KEY MESSAGES

¢ Promoting the use of financial services by individuals requires that market distortions—such
as information asymmetries or the abuse of market power—preventing the widespread use
of financial products be addressed, ways be found to deliver services at lower costs for sup-
pliers and consumers, and consumers be educated and protected so they use products that
meet their needs and avoid costly mistakes. Governments can confront market failures and
enhance inclusion by developing an appropriate legal and regulatory framework, supporting
the information environment, promoting competition, and facilitating the adoption of busi-
ness models by providers to enhance financial inclusion.

¢ Technological advances hold promise in the expansion of financial inclusion. Transaction
costs become an obstacle for financial inclusion if providers cannot profitably serve low-
income consumers. Innovations in technology, such as mobile banking, mobile payments,
and the biometric identification of individuals, help reduce transaction costs. Which tech-
nology is appropriate for financial inclusion depends on the development of the traditional
banking sector; market size, structure, and density; and the level of development of support-
ing infrastructure.

¢ Product designs that deal with market failures, meet consumer needs, and overcome behav-
ioral problems can foster the widespread use of financial services. Certain business models
and delivery channels can also enhance inclusion by reducing the cost of using financial ser-
vices. The regulatory stance of governments can influence the product designs and business
models of financial institutions. Hence, governments should strike a delicate balance between
financial stability concerns and supporting innovations in product design and business mod-
els that allow for greater financial inclusion.

e How best to strengthen financial capability, that is, financial knowledge, skills, attitudes,
and behaviors, remains a focus of research and discussion, but some lessons are emerging:
the importance of using teachable moments to deliver financial knowledge, the value of social
networks (such as between parents and children or between remittance senders and receiv-
ers), the relevance of psychological traits such as impulse control, and the possible benefits of
new delivery channels such as entertainment education and text messaging.

¢ Evidence points to the role of government in setting standards for disclosure and transpar-
ency, regulating aspects of business conduct, and overseeing effective recourse mechanisms
to protect consumers. To avoid conflicts of interest, prudential regulation may be sepa-
rated from the regulation of financial consumer protection. Competition is also a key part
of consumer protection because it creates a mechanism that rewards better performers and
increases the power that consumers can exert in the marketplace.

e Governments can also subsidize access to finance and undertake other direct policies to
enhance financial inclusion, but more evidence on the effectiveness of these approaches is
needed. Financial exclusion is often a result of high debt levels, especially in rural economies.
Debt restructuring may be preferable to unconditional debt relief to minimize the incentives
for moral hazard and restore financial inclusion.

FINANCIAL INCLUSION FOR INDIVIDUALS
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romoting the use of financial services by

individuals requires dealing with market
failures, such as asymmetric information and
moral hazard, that prevent the widespread
use of financial products. It also involves
designing products that fit consumer needs
and delivering services at prices that indi-
viduals can afford. It entails educating and
protecting consumers so they avoid making
costly mistakes upon entering into financial
contracts. Both private sector and govern-
ment engagement is necessary to expand the
financial inclusion of individuals. Techno-
logical progress, likely driven by the private
sector and facilitated by the public sector, is
expected to help increase the financial inclu-
sion of individuals.

This chapter reviews the roles of tech-
nology, product design, financial capability,
financial education programs, consumer pro-
tection and market conduct, and government
policies in fostering financial inclusion.

THE ROLE OF TECHNOLOGY

The last two decades have seen a proliferation
of new technologies with significant potential
to improve financial access. As illustrated in
chapter 1, transaction costs and geographical

RS- N

barriers are major impediments to the provi-
sion of financial services. Innovative technol-
ogies—including mobile banking, electronic
credit information systems, and biometric
individual identification—can reduce such
transaction costs and can thus help overcome
some of the traditional barriers to financial
access.

Major innovations in retail payment sys-
tems date back to the rise of card-based pay-
ment services. Credit cards were introduced
in the 1950s, and their use grew rapidly over
the next three decades based on infrastruc-
ture developed and managed mainly by the
card associations Visa and MasterCard. Dur-
ing the late 1980s and the 1990s, because of
growing sophistication in information pro-
cessing and telecommunications technologies,
which, among other features, allowed online
transaction authorization by issuers, credit
cards became a widely accepted form of pay-
ment in many countries. In the 1980s, debit
cards started to evolve as a key electronic
payment instrument. Today, in some coun-
tries where credit card adoption has been
slow because of the limited infrastructure for
credit information and other issues, such as
cultural preferences, debit cards have become
the most popular electronic instrument for
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retail payments.! The growth in debit cards
has been dramatic over the last 25-30 years.
At first, debit cards were enablers for mov-
ing customers from bank teller counters to
the newly deployed automatic teller machine
(ATM) systems. Over time, instead of using
the card to withdraw cash from an ATM to
pay merchants, bank customers could simply
present the card to the merchants and have
their bank account debited directly. Given
this tremendous potential, debit card prod-
ucts evolved globally and became based on
the infrastructure that was already in place
for processing credit card transactions at the
point of sale.

The market for prepaid cards, or stored-
value cards, has also become one of the most
rapidly growing segments in the retail pay-
ment industry.? In the 1990s, when prepaid
cards first became available, they were mostly
issued by nonfinancial businesses and used
in limited deployment environments, such as
mass transportation systems. In recent years,
prepaid cards have grown substantially as
financial institutions and nonbank organi-
zations target the unbanked and migrant
remittance segments of populations. Some
prepaid cards already rely on the existing
infrastructure for traditional credit and debit
cards. Technological innovations in the way
information is stored (such as magnetic stripe
or computer chip), the physical form of the
payment mechanism, and biometric account
access and authentication are converging to
create efficiencies, reduce transaction times at
the point of sale, and lower transaction costs.

Although innovations in card-based retail
payments have expanded access to finance
and the method remains a dominant mode
of transactions in many countries, there are
limitations. From a consumer protection per-
spective, card-based payment systems can be
problematic because of hidden, nontranspar-
ent fees. From a technology perspective, a
potential concern is that the huge investments
that banks and payment system providers
have made into card-based payment infra-
structure may inhibit interoperability and
create market segmentation, which may have

negative implications for competition and
product innovation.

More recently, much attention has been
focused on the role of mobile banking applica-
tions in financial inclusion. The reason is that
mobile phones have been adopted by con-
sumers at a rapid rate, becoming almost ubig-
uitous. They are now well within the reach of
many poor individuals around the world. In
many low- and middle-income countries, the
share of the population that has access to a
mobile phone is considerably larger than the
share of the population that has a formal
bank account. For example, in 2011, there
were 127 mobile phone subscriptions for
every 100 inhabitants in South Africa, while
only 54 percent of the population had a bank
account. There were 123 mobile phone sub-
scriptions per 100 inhabitants in Brazil, while
only 56 percent had a bank account. And, in
India, 72 of every 100 inhabitants had a
mobile phone, while only 35 percent had a
bank account.? These numbers illustrate the
vast potential of mobile telephony to enhance
financial inclusion.

Mobile banking has been perhaps the most
visible example of the use of new technolo-
gies to advance financial inclusion, but new
technologies have also had an impact in other
areas. For instance, modern information tech-
nologies have allowed banks to serve previ-
ously unbanked locations through banking
correspondents. Improved technologies for
credit reporting and borrower identification
have dramatically reduced the cost of finan-
cial intermediation and allowed banks to pro-
vide financial services to clients who would
have been excluded from the use of formal
financial services in the absence of these tech-
nologies. As computing power has grown,
banks are also able to leverage data on histor-
ical client behavior to better assess credit risk
and deliver credit to previously underserved
individuals.

While new technologies are, in principle,
available globally, their adoption and use
for financial inclusion have been uneven
across countries, and there has also been
great variation in whether such technologies
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have been pioneered by the traditional finan-
cial sector or other players. India’s financial
inclusion strategy, for example, relies on
providing basic financial services through
traditional bank branches and technologi-
cally based correspondent banking, both
led by the country’s large public sector
banks. At the other end of the spectrum,
Kenya’s popular mobile payment service,
M-PESA, is operated by a private telecommu-
nications provider and has reached nation-
wide appeal independently of the traditional
banking sector.

This section discusses the role of tech-
nology in financial inclusion. It reviews the
growth of mobile banking and payment sys-
tems and discusses technology-based business
models and the role of improved borrower
identification and credit reporting technolo-
gies in financial inclusion. The section high-
lights that technology-based strategies for
financial inclusion have varied substantially
across countries and examines the features of
national market environments that determine
which technologies are best suited to enhance
financial inclusion, as well as issues related to
market structure and regulation that might

MAP 2.1 Mobile Phones per 100 People, 2011
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Source: Calculations based on World Development Indicators (database), World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators.

make the success of some technology-based
solutions difficult to replicate elsewhere.

Mobile banking and payments

Mobile banking and payment technologies
are among the most significant financial sec-
tor innovations of the last decades. The wide
geographical reach and the rapid growth of
mobile phone technology has dramatically
reduced communication costs from prohibitive
levels to prices that are well within the reach
of many low- and middle-income individuals
across the developing world (map 2.1; figure
2.1). In the early stages of this technological
revolution, users started transferring air time
credits as a mode of payment within the net-
work. This soon gave rise to the first mobile
payment systems that were formalized by
telecommunications providers (such as Safari-
com in Kenya) or by banks that began allow-
ing customers to receive, transfer, and deposit
money over the mobile phone network.

There is still considerable scope for expan-
sion in mobile technology to translate into
greater access to financial services. For exam-
ple, Alonso and others (2013), using data on
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FIGURE 2.1
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Source: World Development Indicators (database), World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators.

Mexico, estimate the potential demand gap
for mobile banking—the difference between
the possession of mobile phones and the
access to current bank accounts—at about
40 percent.

To put matters in perspective, although
mobile money has changed the economics
of banking across the globe, the aggregate
volumes of mobile banking transactions are
still small compared with the value transacted
through traditional payment instruments.
Returning to the example of Kenya, one of
the countries where the adoption of mobile
payments has been most successful, the value
of transactions among banks is nearly 700
times larger than the value of all transactions
among M-PESA mobile accounts (Jack and
Suri 2011).

One area where mobile technologies can be
an important driver of change is remittance
flows. While mobile payments are becoming
a popular channel for sending domestic remit-
tances, technological and regulatory barriers
still constrain their widespread use for inter-
national remittances. Box 2.1 provides an
in-depth discussion of the links among remit-
tances, technology, and financial inclusion.

Mobile banking and payment technologies
could serve as a key stepping-stone into the
use of formal financial services, but a major
challenge is to design secure mobile applica-
tions in a way that makes them easy to access
and use in everyday transactions. Because
mobile banking and payment applications
have network externalities, they become
more cost effective to operate and use as
more participants join the system. In practice,
this means that the success of mobile banking
and payment systems depends crucially on
the number of potential users a participant
can transact with. Because mobile money
applications in developing countries are set
up in the context of what are still largely cash
economies, other crucial factors determin-
ing their adoption are the number of cash-in
points and the ease with which cash can be
transferred into and out of the mobile system.

What are some of the requirements that
would need to be in place for a country to
replicate Kenya’s extraordinarily successful
experience in the adoption of mobile pay-
ments? The economics of mobile banking
rely on network externalities and economies
of scale. In the case of Kenya, the rapid adop-
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BOX 2.1

Remittances, Technology, and Financial Inclusion

Remittances are among the most important financial
transactions for populations with limited access to
formal banking services. The total value of remit-
tances has been rising steadily over the past decade.
The World Bank (2013b) estimates that officially
recorded international migrant remittances (defined
as the sum of worker remittances, the compensation
of employees, and transfers initiated by migrants) to
developing countries totaled $401 billion in 2012.
Remittances within countries—from one province
or urban area to another—are several times this
amount. Many countries receive remittances to the
extent that the remittances have significant mac-
roeconomic effects, including real exchange rate
appreciation.

There should be a strong relationship between
remittance flows and financial inclusion. A key
reason is that remittances are usually regular and
predictable flows, which should, in principle, make
remittance recipients relatively more inclined to
join the formal financial sector. This is not obvious,
however, from cross-country data. Lower-income
countries tend to have both higher levels of remit-

FIGURE B2.1.1 Remittances and Financial Inclusion
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tances as a share of gross domestic product (GDP)
and less account penetration (figure B2.1.1, left
panel). Drawing conclusions from this observation
is difficult because, within countries, lower-income
population segments are more likely to have a family
member sending remittances and not have a bank
account. While data on financial inclusion are now
available through the Global Findex database, data
on remittances by income decile still need to be col-
lected more systematically through surveys.? (Sub-
stantial progress in this area is expected through the
planned addition of a module in the Gallup World
Poll in 2014.)

Indeed, to send and receive remittances, house-
holds increasingly rely on mobile banking and
other modern retail payment applications. For
many households, this can serve as a primary point
of entry to the financial system and to the use of
financial services that extend beyond payment sys-
tems. The potential of mobile banking is evident
from data showing that poorer countries lag much
more in terms of account penetration than in mobile
telephony (figure B2.1.1, right panel). When people
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Source: Calculations based on Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex.

Note: Gross remittance flows is the sum of remittance payments and receipts.

(box continued next page)
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BOX 2.1

Remittances, Technology, and Financial Inclusion

(continued)

come to a bank or credit union to engage in remit-
tance transactions, they often end up opening a
bank account after several visits. Many providers
of financial services have recognized this enormous
potential of introducing new client groups to finan-
cial services through remittances and are actively
offering additional services along with remittance
accounts.

The positive impact on financial inclusion of bun-
dling remittance accounts with other financial prod-
ucts is also apparent in other ways. The fixed costs
of sending remittances tend to make remittance
flows lumpy and seasonal. This boosts the demand
for savings instruments that offer households a safe
place to store temporary savings and to use income
for consumption smoothing (Anzoategui, Demirgiic-
Kunt, and Martinez Peria 2011). Remittances often
also improve access to credit because the processing
of remittance flows provides financial institutions
with information about the creditworthiness of poor
recipient households, which helps make financial
institutions more willing to supply credit and micro-
loans. Finally, remittances can facilitate microinsur-
ance, especially the purchase by migrant relatives,
for example, of health insurance for their families in
their countries of origin.

Given the potential role of remittances in raising
financial inclusion, it is important to make transfer
systems less costly, more efficient, and more trans-
parent. According to recent survey data (World
Bank 2013c¢), account-to-account products between
nonpartner banks are the most expensive, with an
average cost of about 13.6 percent, while transfers
within the same bank or to a partner bank cost
about 8.4 percent, on average. Mobile services are
among the cheapest product types, at a cost of about

7.6 percent. However, mobile services for cross-bor-
der remittances are more difficult to access in most
countries, and there is substantial scope to make the
costs of mobile money transfers more transparent.
This will be helped by regulatory initiatives such
as the U.S. remittance transfer rule and efforts to
improve consumer awareness.”

Several countries have integrated remittance
products into national policies on financial inclu-
sion. Under India’s National Financial Inclusion
Strategy, for instance, many public sector banks
offer accounts that charge no fees for remittances.
The Philippine Development Plan (2011-16) explic-
itly notes the need to promote financial inclusion
and facilitate remittances both internally and from
abroad (NEDA 2011). To these ends, the central
bank has approved alternative ways of making
remittances, such as the Smart Padala, G-Cash, and
stored-value cards, and competition is helping both
to lower transaction costs and to reduce the time
needed for delivery.

At the global level, the value of facilitating remit-
tance flows and reducing costs has been repeatedly
emphasized by G-8 and G-20 leaders (see, among
others, the G-8 ’Aquila Declaration and the G-20
Cannes declarations). The efforts of the Global
Remittances Working Group (chaired by the World
Bank’s Financial and Private Sector Development
Vice President) were successful in securing G-8 and
G-20 commitments to reducing the cost of remit-
tances by 5 percentage points in five years (the 5x5
objective). The implementation of remittance price
comparison databases is proving effective in reach-
ing or monitoring the progress toward achieving this
objective.¢

a. See Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org

/globalfindex.

b. See “Remittance Transfer Rule (Amendment to Regulation E)” Consumer Financial Protection Bureau, Iowa City, IA,
http://www.consumerfinance.gov/remittances-transfer-rule-amendment-to-regulation-e/.
c. See the Remittance Prices Worldwide Database, at http://remittanceprices.worldbank.org.

settings where the market for mobile bank-
ing is more fragmented, the adoption of these
technologies has often been much slower
because providers have insufficient incen-
tives to invest in the extensive infrastructure

tion of mobile banking was driven by Safari-
com, the largest mobile network operator in
the country, which provided an extensive net-
work that ensured banking was viable for the
provider as well as for potential clients. In
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required to make mobile banking economi-
cally viable.

This illustrates that regulators walk a fine
line between providing incentives for the
development of mobile payment platforms
and requiring these platforms to be open.
From a consumer perspective, it is clearly
desirable to require different electronic bank-
ing and payment platforms to be interoper-
able so that users can interact across mobile
banking applications without technological
barriers or extra charges. However, if opera-
tors are required to interconnect at an early
stage of development, this may weaken the
incentives to invest in infrastructure and ser-
vices that can be leveraged throughout the
system. Striking the right balance between
these competing policy goals remains a key
challenge in the regulation of new payment
technologies.

Aside from issues of market structure and
regulation, there are a variety of govern-
ment policies that can support the adoption
of mobile banking. One policy that has been
showing some promise in encouraging the
adoption of mobile banking technologies is
the use of government-to-person (G2P) pay-
ments. G2P payments provide an attractive
opportunity to draw previously unbanked
beneficiaries into formal financial services by
channeling a consistent flow of money into
financial accounts. Several governments have
begun to experiment with the use of mobile
payment technologies on a small scale, for
example, as a way to channel welfare pay-
ments to low-income individuals. These are
only relatively limited programs in terms of
size and aggregate effect so far; most govern-
ments use card-based or direct deposit tech-
nologies for G2P payments. However, two
instances of large government transfer pro-
grams that have gone fully mobile are Colom-
bia’s Familias en Accién Program and Paki-
stan’s Benazir Income Support Program.

The digitalization of government payments
in Pakistan is an example of how G2P pay-
ments over mobile networks can be used as
an effective tool for supporting financial inclu-
sion. There are currently 1.8 million mobile
banking accounts in Pakistan and more than

31,000 agents (covering 90 percent of Paki-
stan’s districts) who process more than 10
million payments per month. Several mobile
banking providers currently operate in Paki-
stan, and nearly all of them are involved in the
digitized disbursement of G2P payments (Rot-
man, Kumar, and Parada 2013). The case of
Pakistan is also a good example of how gov-
ernments can work with private sector part-
ners to leverage the benefits of mobile banking
technologies: Pakistan’s government agencies
are keen to channel G2P payments through
mobile banking to reduce administrative costs
and increase transparency, while mobile bank-
ing providers view G2P payments as a useful
way to grow their client base among low- and
middle-income individuals. As a result, the
share of G2P payments made through Paki-
stan’s mobile network has steadily risen, and
it is expected that, within five years, up to 75
percent of all G2P payments in Pakistan could
be digitized.

The effect of mobile banking on savings
has been a matter of some dispute. Because
many mobile banking platforms were origi-
nally designed as pure payment systems, one
concern is that mobile banking facilitates pay-
ments and consumption but does not gener-
ate incentives to save and to engage in other
welfare-enhancing financial behaviors. There
is some evidence that mobile banking services
are used much more as a mode of transaction
than as a store of value. For example, in a
study of mobile banking in Kenya, Mbiti and
Weil (2011) suggest that access to M-PESA
has only a limited effect on the ability of indi-
viduals to save. In a related study, Demom-
bynes and Thegeya (2012) show that enroll-
ment in Kenya’s M-PESA system increases the
likelihood of saving by up to 20 percentage
points. People who have only M-PESA save,
on average, K Sh 1,305 per month (about
$13), compared with K Sh 2,282 per month
among people who save only with other
accounts and K Sh 2,959 among people who
save with M-PESA and other accounts.

Taking into consideration the fact that
people who save using non-M-PESA
accounts tend to be wealthier individuals who
save more, one may conclude that mobile
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banking—in addition to reaching unprec-
edented numbers of low-income individuals
with basic payment services—may encour-
age savings. Reliable evidence on this point
is, however, scarce. One reason for this is
that many electronic retail payment systems
still focus heavily on facilitating transactions,
but do not offer sufficiently attractive sav-
ings products. In some cases, this is because
regulators do not permit mobile banking
providers to act as deposit-taking institu-
tions. There is, nonetheless, wide variation in
regulatory regimes, and some providers, such
as M-Shwari in Kenya, have partnered with
banks and started offering credit products.

Innovative delivery channels

In addition to enhancing financial inclusion
directly, new mobile banking and payment
technologies have also given rise to technol-
ogy-based business models that can broaden
access to basic financial services. Banking
correspondents that use a combination of
card- and mobile-based technologies are an
example of how banks use new technologies
to provide financial services to previously
unbanked customers and locations.

A banking correspondent is a represen-
tative of a bank who operates transactions
on behalf of one or more banks outside the
bank’s branch network. The term “banking
correspondent” is often used broadly and
may include post offices, supermarkets, gro-
cery stores, gasoline stations, and lottery out-
lets that offer basic financial services. Banking
correspondents can be fixed retail locations
that offer banking services to clients on a
commission basis in previously unbanked
locations or mobile banking agents that visit
remote locations regularly to offer basic
financial services. It is worth distinguishing
between banking correspondents, who offer a
broader range of financial services on behalf
of a bank, and mobile agents, who act on
behalf of a mobile phone or payment opera-
tor and typically provide only elementary
transaction services. Both types of correspon-
dent models have grown rapidly through the
advent of new mobile banking and payment
technologies. They rely on mobile banking

and point-of-sale technologies to reduce
transaction costs and expand access to finan-
cial services beyond locations covered by a
bank’s existing network of branches.

The innovative aspect of mobile technology—
based correspondent banking is the combina-
tion of mobile technologies and new delivery
channels, for example, by using retail outlets
as banking correspondents. This enables
banks to offer more convenient points of
access to existing customers, decongest their
branches, collect payments, and gain a larger
geographical presence without having to
invest in brick and mortar branches. Most
of the underlying technologies are similar
to those that enable basic mobile banking.
However, correspondent banking can also
reach people without mobile phones. More-
over, it typically provides a broader suite of
financial services—including insurance and
savings products—than mobile banking.
More recently, some of the more mature
mobile payment platforms have linked up
with banking partners to offer a broader
range of products to customers, often
through the retail channel of an established
banking correspondent network.*

Evidence shows that correspondent bank-
ing has had a substantial impact on financial
inclusion. For example, Allen, Demirgiig-
Kunt, and others (2012) find that, among
adults in the bottom income quintile, the
likelihood of using a formal financial account
increases by up to 5 percentage points through
the introduction of correspondent banking.

In many countries, including Brazil, India,
Kenya, and Mexico, correspondent bank-
ing has been instrumental in enhancing the
access to basic financial services. For instance,
technology-based business models played a
key part in India’s policies to enhance finan-
cial inclusion. In 2006, India adopted a bank-
led, technology-driven banking correspondent
model. The Reserve Bank of India called on
banks to provide basic financial services in all
unbanked villages in two phases: first, to all
villages with a population of at least 2,000
and, second, to all villages with a popula-
tion of less than 2,000. Banks have used a
combination of new branches, fixed location
business correspondent outlets, and mobile
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technology—based banking correspondents to
meet this target. As of March 2012, 96,828
new customer service points had been set up
under the program.’ According to Findex
data, only about 35 percent of India’s adult
population had a bank account in 2011.°
Brazil leads the way globally in terms of
the coverage and number of correspondents.
Brazil’s strong payment system infrastruc-
ture has set the technological foundation for
the successful and rapid deployment of cor-
respondent banking. Brazil has 1,471 point-
of-sale terminals per 100,000 adults, more
than three times the number in Chile (450 per
100,000), and also leads the region in ATMs,
at 121 per 100,000, a coverage rate similar
to the rates in Germany and other European
countries. The large government transfer pro-
grams handled through public banks have

also created an immediate use for the corre-
spondent networks. Today, these are largely
grouped under the Bolsa Familia conditional
cash transfer program, which serves nearly
14 million families (the largest program of its
kind in the developing world). Central bank
regulations likewise encourage financial insti-
tutions to reach out to more distant consum-
ers and to communities where they had not
previously been active. The Brazilian example
illustrates not only the enormous successes,
but also some of the challenges that this inno-
vative channel faces. For example, despite
progress, correspondents in poorer and more
remote areas tend to be limited to providing
basic access to payments, and services such
as savings, credit, and insurance are not read-
ily available for many low-income consumers
(box 2.2).

BOX 2.2 Correspondent Banking and Financial Inclusion in Brazil

The development of a widespread correspondent
banking network is one of the main factors behind
improvements in financial inclusion in Brazil. The
central bank encouraged financial institutions to
reach out to more distant consumers and to com-
munities where they had not previously been active,
including lower-income areas, through partnerships
with a variety of retail establishments. In response
to early successes with the program, regulators have
gradually reduced the restrictions on correspondent
banking, for instance, on individual approval pro-
cesses. The legal framework has facilitated healthy
expansion by putting the onus on regulated institu-
tions to train and monitor their correspondents. An
important step was the auctioning off of the right to
use post offices as correspondents, which was won by

a private bank. This has raised the incentive for other
banks to look for alternative correspondent networks.

Between 2005 and 2010, the number of cor-
respondents approximately doubled, exceeding
150,000 in December 2010 (table B2.2.1). The num-
ber of bank branches grew by about 12 percent in
the same period, from 17,627 to 19,813. Banks and
financial institutions have partnered with a variety
of retail establishments, including some with public
ties such as the post office network and lottery agen-
cies. Several financial institutions, Banco Bradesco
and Caixa, for instance, have also developed river-
boat banks to reach distant communities along the
Amazon (figure B2.2.1).

The example of Brazil highlights how innovative
business models can harness the possibilities of new

TABLEB2.2.1 Correspondent Banking, Brazil, December 2010
Links, % Activities authorized, operational correspondents, %

Financial Open Funds Payments Loans and Credit
Region Number Bank company account transfers  (send and receive)  finance cards
North 6,850 91 14 34 48 79 53 42
Northeast 31,752 93 13 29 47 81 51 41
Central-West 11,948 86 19 25 40 72 58 40
Southeast 67,878 82 31 23 31 61 66 38
South 31,195 80 27 28 37 68 66 38
All 151,623 84 24 26 37 68 62 39

Source: Calculations based on data of the Central Bank of Brazil.

(box continued next page)
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BOX 2.2 Correspondent Banking and Financial Inclusion in Brazil

(continued)

FIGURE B2.2.1 Voyager lll: Bradesco’s Correspondent
Bank in the Amazon
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Source: Banco Bradesco. Used with permission; further permission required
for reuse.

technologies to extend financial services to previously
unbanked households and locations. The data in table
B2.2.1 illustrate some of the ongoing challenges this
channel faces. For example, wealthier regions (such as
the South and Southeast) have a higher share of corre-
spondents, and the correspondents in these areas are
more likely to provide a full range of services (such as
account opening and access to loans), whereas many
correspondents in the North and Northeast only
handle payments (such as those related to utility bills
and the provision of monthly government benefits).
Basic financial services beyond payments (including
savings, credit, and insurance) are still not readily
available for many low-income consumers. Govern-
ment authorities are therefore now aiming to extend
the use of banking correspondents to government
payments and to provide greater incentives to use cor-
respondent banking to enable savings.

Other countries in Latin America have likewise
expanded access through the use of correspondent
banking networks. In Mexico, changes in the regu-
latory framework in 2009 and 2010 resulted in the
number of correspondent banks more than dou-
bling, from 9,303 in the fourth quarter of 2010 to
21,071 one year later. This represents an estimated
2.64 correspondent banking sites per 10,000 adults,
compared with only 1.83 per 10,000 among tradi-

tional bank branches. (The total number of bank
branches was 14,631 in 2011.) Nearly half of all
banking correspondents in Mexico (9,964 as of
2011) are located in convenience stores, which are
part of the OXXO retail chain. Walmart, 7-Eleven,
and several pharmacies also serve as banking cor-
respondents. The main publicly owned banking
correspondent partner is Telecomunicaciones de
México (with 1,597 banking locations in 2011), the
third largest of the correspondent network partners
in Mexico, but significantly smaller than the public
sector network partners in Brazil, such as the lottery
or the post offices. Mexican regulations are flexible
and permit even individuals with a laptop to act as
agents, as well as large retailers that offer complete
banking services. Banco Azteca, which operates out
of the Elektra retail chain, offers an example of the
high end of this market; it provides comprehensive
banking services through Elektra stores to a largely
low-income clientele.

In Colombia in 2006, the government created an
innovative program, Banca de las Oportunidades,
to support financial inclusion through a combina-
tion of policy actions, including regulatory reforms,
financial capability initiatives, and incentives for
providers to meet the demand of low-income con-
sumers for banking services. Correspondent bank-
ing is one of the approaches to financial inclusion
that Banca de las Oportunidades has supported
both through regulatory reforms such as the cre-
ation of nonbank correspondent agents and simple
know-your-customer rules. As of the first quarter of
2013, there were 35,765 correspondents in Colom-
bia, roughly equivalent to slightly more than 10 per
10,000 adults, compared with only 7,183 traditional
branches of financial institutions.?

These three examples from Latin America all
demonstrate the importance of the regulatory envi-
ronment for the expansion of correspondent bank-
ing. In each case, Brazil, Colombia, and Mexico,
the steps taken by the regulator to facilitate agent
or correspondent banking, such as greater flexibil-
ity in documentation and the know your customer
requirements for small balance accounts, were criti-
cal in enabling banks and other formal financial
institutions to expand the networks.

a. See http://www.bancadelasoportunidades.gov.co/portal/default.aspx, the Banca de las Oportunidades website.
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Technologies for improved borrower
identification and credit reporting

Technologies that reduce asymmetric infor-
mation in credit markets are another type of
technological innovation that can enhance
financial inclusion. Many financial markets
are plagued by severe information problems,
which are a major cause of financial exclu-
sion. Lenders will try to compensate for the
lack of reliable information on the identities
and credit histories of borrowers by raising
collateral requirements, engaging in the costly
screening of borrowers prior to approval, or
refusing to lend to certain segments of the
borrower population altogether. This leads to
credit rationing and financial exclusion even
among otherwise creditworthy borrowers.

Most developed economies have national
identification systems that make it easy to
identify borrowers uniquely and track indi-
vidual credit histories. For a credit reporting
system to function effectively, it must be pos-
sible to identify individuals uniquely. This is
a challenge in many low- and middle-income
countries where no universal identification
system exists. Even where there is some form
of formal identification, it is often hard to
verify the authenticity of the documentation.
This means that borrowers can easily renege
on financial commitments and makes lend-
ers reluctant to provide financial services and
credit to new clients. Microfinance institutions
(MFIs) have traditionally circumvented this
problem by relying on group lending and fre-
quent personal interaction between borrow-
ers and loan officers. However, in the wake of
recent default crises in microfinance (see chap-
ter 1, box 1.5), even MFIs are increasingly
relying on traditional credit reporting, which
underscores the need for reliable identification
at the bottom of the financial pyramid.

To address this challenge, many countries
have resorted to innovative technological
solutions for improved borrower identifica-
tion. Local and national governments have,
for example, introduced biometric forms of
identification, which utilize biometric data
on individuals, such as fingerprints. These
can be linked to credit histories. The world’s

largest effort at biometric borrower identifi-
cation is currently under way in India, where
the Unique Identification Authority of India’s
Aadhaar Program is assigning identification
numbers to all of the country’s citizens. When
the process is finished in 2014, each person
will have an identification number linked to
biometric data, including a photograph, iris
scans, and fingerprints. It is envisioned that
the identification numbers could be linked to
Aadhaar Enabled Payment Systems, as well as
a borrower’s credit history (such as bank and
microfinance loans) to improve transparency
and reduce information problems in the credit
market.

Recent research indicates that technolo-
gies for improved borrower identification can
substantially reduce information problems
and moral hazard in credit markets. Giné,
Goldberg, and Yang (2012) report on a field
experiment in Malawi that introduced fin-
gerprinting as a form of biometric borrower
identification. In line with theoretical predic-
tions, the intervention improves the lender’s
ability to implement dynamic incentives (that
is, the ability to deny credit in a later period
based on earlier repayment performance) and
reduces adverse selection and moral hazard
(box 2.3). The paper is part of the broader
literature on the topic. In particular, a related
paper by Karlan and Zinman (2009) finds
experimental evidence of moral hazard and
weaker evidence of adverse selection in urban
South Africa. A number of recent papers sup-
ply empirical evidence on the existence and
impacts of asymmetric information in credit
markets in both developed and developing
economies (for instance, Edelberg 2004; Giné
and Klonner 20035; Visaria 2009).

Although efforts to create better borrower
identification schemes are currently under
way in many countries, governments often
use multiple purpose-specific identification
schemes. This can run counter to the objective
of creating a base identification infrastructure
on which the private sector can build financial
inclusion products. Hence, one policy impli-
cation for the creation of an effective unique
identification system with wide applicability
is the need to separate the provision of unique
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BOX 2.3 The Credit Market Consequences of Improved Personal Identification

Until recently, there has been virtually no empirical
evidence on the impact of personal identification in
credit markets. Three questions are of broad interest.
First, how do improvements in personal identification
affect borrower and lender behavior and, ultimately,
loan repayment rates? Second, how prevalent are
adverse selection and moral hazard in credit markets?
And, finally, how does improved personal identifica-
tion affect the operation of credit reporting systems?
Giné, Goldberg, and Yang (2012) present results
from a randomized field experiment that sheds light
on the above questions. The experiment random-
izes the fingerprinting of loan applicants to test the
impact of improved personal identification. The

FIGURE B2.3.1 Fingerprinting in Malawi
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Source: Calculations based on Giné, Goldberg, and Yang 2012.

experiment was carried out in rural Malawi, which
is characterized by an imperfect identification system
and limited access to credit (Figure B2.3.1). Accord-
ing to the Global Financial Development Report
database, Malawi ranked 124 out of 153 jurisdic-
tions for which 2011 data were available on private
credit to GDP, a frequently used measure of financial
sector depth.® Malawi also received low marks in the
depth of credit information index, which proxies for
the amount and quality of information about bor-
rowers available to lenders.> Few rural Malawian
households have access to loans for production activ-
ities: only 12 percent report any production loans in
the past 12 months, and, among these loans, only
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Note: The graphs show the repayment rates among fingerprinted (gold) and control (blue) groups by quintiles of the ex ante probability of default. Individuals in the
worst quintile (Q1) are those with the highest probability of default and those on whom fingerprinting had the largest effect. MK = Malawi kwacha.

(box continued next page)
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BOX 2.3 The Credit Market Consequences of Improved Personal Identification

(continued)

40 percent are from formal lenders. In the experi-
ment, farmers who applied for agricultural input
loans to grow paprika were randomly assigned to
either a control group or a treatment group where
each member had a fingerprint collected as part of
the loan application.

The authors find that fingerprinting led to sub-
stantially higher repayment rates for the subgroup of
borrowers with the highest ex ante default risk. This
suggests that fingerprinting, by improving personal
identification, enhanced the credibility of the lend-
er’s dynamic incentive, that is, the threat of denying
credit based on earlier repayment performance. The
impact of fingerprinting on repayment in the high-
est default risk subgroup (20 percent of borrowers)
is large: the average share of the loan repaid (two
months after the due date) was 67 percent in the
control group, compared with 92 percent among
fingerprinted borrowers. In other words, among
these farmers, fingerprinting accounts for roughly
three-quarters of the gap between repayment in
the control group and full repayment. By contrast,
fingerprinting had no impact on repayment among
farmers with low ex ante default risk.

The authors also collected unique additional evi-
dence that points to the presence of both moral haz-
ard and adverse selection. Fingerprinting leads farm-

ers to choose smaller loan sizes, which is consistent
with a reduction in adverse selection. In addition,
farmers with a high risk of default who are finger-
printed also divert fewer inputs away from the con-
tracted crop (paprika), which represents a reduction
in moral hazard. If these benefits are compared to
the estimated costs of implementation, the adoption
of fingerprinting is revealed to be cost-effective, with
a benefit-to-cost ratio of about 2.3:1. The paper also
has implications for the perceived benefits of a credit
reporting system. Despite the absence of a credit
bureau in Malawi, study participants were told that
their fingerprints and associated credit histories could
be shared with other lenders. Since fingerprinting led
to positive changes in borrower behavior, the paper
underscores the belief of borrowers that improved
identification would allow the lender to condition
credit decisions on past credit performance. This is
important because it suggests how borrowers may
respond to the introduction of a credit bureau. These
findings also complement recent work by de Janvry,
Mclntosh, and Sadoulet (2010), who study the intro-
duction of a credit bureau for microfinance borrow-
ers in Guatemala and find that the resulting improve-
ment in borrower information leads to large efficiency
gains through the reduction of moral hazard and
adverse selection.

a. Global Financial Development Report (database), World Bank, Washington, DC, http://www.worldbank.org

/financialdevelopment.

b. See Doing Business (database), International Finance Corporation and World Bank, Washington, DC,

http://www.doingbusiness.org/data.

(biometric) identification from customization
to a specific purpose that could narrow the
scope of the applications.

While many developing economies are
still facing the basic technological challenge
of establishing an infrastructure for unique
borrower identification, there is a range of
policy interventions available to countries
with a more advanced credit reporting infra-
structure. For the most part, these policies are
aimed at creating the appropriate legal and
competitive framework for the possibilities

generated by new borrower identification and
credit reporting technologies (see also TFC
2012a; World Bank 2011a).

First, where credit reporting institutions
exist, information sharing between differ-
ent financial institutions is often difficult to
achieve in practice. Because lenders benefit
from exclusive access to information about
the creditworthiness of prospective borrow-
ers, established lenders are frequently reluc-
tant to share credit information with com-
petitors, especially with market participants


http://www.worldbank.org/financialdevelopment
http://www.doingbusiness.org/data
http://www.worldbank.org/financialdevelopment

64

FINANCIAL INCLUSION FOR INDIVIDUALS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

who challenge traditional lending models,
such as the providers of consumer credit or
MFIs. Ensuring equitable and transparent
access to credit information allows custom-
ers to use their credit histories as reputa-
tional collateral, strengthens credit market
competition, and enhances access to finance.
In recent years, these basic functions of credit
reporting institutions have been supported
by new technologies, including the biomet-
ric borrower identification tools described
above, and improved banking technologies
that make it easy to share and collect bor-
rower information.

Second, existing credit reporting institu-
tions often cover only borrowing and transac-
tions within the traditional banking sector. To
strengthen the role of credit reporting insti-
tutions as a tool for financial inclusion, one
should expand the coverage of credit report-
ing systems to nontraditional lenders, such as
nonbank financial institutions and microfi-
nance borrowers. This would not only help
graduate microfinance clients into formal
banking. It could also serve to prevent over-
indebtedness among low-income borrowers,
which has become a cause for concern in the
wake of recurring default crises in microfi-
nance and the rapid expansion of consumer
finance in emerging markets.

Finally, where comprehensive credit report-
ing institutions are in place, they have more
effect on financial inclusion if they are gov-
erned by an adequate legal framework that
safeguards the rights of consumers, mitigates
some of the risks associated with the availabil-
ity of large amounts of personal credit infor-
mation on individuals, and ensures equity and
transparency in information sharing among
various market participants.

Adopting new technologies: The role of
the market environment and competition

New technologies, particularly mobile bank-
ing and retail payment systems, have become
an integral part of financial inclusion around
the world, but the use of new technologies
has taken different paths across economies.

Indeed, neither ubiquity, nor a high penetra-
tion of mobile phones is a necessary condi-
tion for the development of mobile banking.
For example, M-PESA began offering mobile
payment services when Kenya’s mobile phone
penetration rate was only 20 percent, not
so different from the levels in Afghanistan,
Rwanda, and Tanzania when they introduced
similar services. In cross-country compari-
sons, the correlation between mobile phone
subscriptions and the use of mobile phones
for payments and sending money is insignifi-
cant (figure 2.2).

To understand more clearly the reasons
for this surprisingly low correlation, one may
usefully focus on two country cases from
opposite ends of the spectrum: the Russian
Federation and Somalia. Russia has one of the
highest rates of mobile phone subscriptions in
the world (179 per 100 people), while ranking
among the lowest in terms of mobile phone
use for financial transactions (less than 2 per
100 adults). Part of the explanation for this
phenomenon is a long-standing preference for
using cash in transactions rather than other
methods of payment; many private sector
employers pay employee wages in cash, and—
despite growth in e-commerce—the preferred
method of payment for online orders is cash
on delivery. About 50 percent of Russians
are skeptical of debit and credit cards, even if
they own one. Thus, 83 percent of the more
than 140 million active bank cards are payroll
cards, and 90 percent of the activities regis-
tered on these cards are ATM withdrawals on
paydays (Adelaja 2012; Evdokimov 2013). A
contributing factor is that Russian banks have
been slow to develop electronic payment and
mobile banking services. In mid-2012, only
4 of the 30 largest Russian banks provided
a complete set of mobile banking services,
and only 7 enabled money transfers between
individuals.” Only in 2011 was legislation on
electronic payments adopted that legalized
electronic payments and set up the legal and
security framework to make such payments
possible (Adelaja 2012). Because of these fac-
tors, cash is the main method of payment in
Russia, while payments and transfers through
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FIGURE 2.2 Mobile Phone Penetration and Mobile Payments
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mobile phones are less frequent compared
with countries with similar levels of educa-
tion, wealth, technological advancement, and
mobile phone penetration.?

Somalia is a quite different example. It has
the fourth-lowest mobile penetration rate in
the world, but is among the three countries
with the highest usage of mobile phones for
payments. This somewhat contradictory pic-
ture largely reflects Somalia’s challenging
security conditions. When the country’s larg-
est telecommunications company launched
mobile banking services, the services quickly
proved to be of great benefit. Individuals could
now easily transfer money to other subscrib-
ers, facilitating shopping and the payment
of bills without the need to carry cash. The
new service has made it possible for Somalis
to receive remittances from their family mem-
bers and friends abroad, an important change
given that remittances, equivalent to about
70 percent of the Somali GDP, have been the
backbone of Somalia’s war-torn economy
(Maimbo 2006). The example of Somalia
underscores that the degree of use of mobile
phones for payments, while a good indicator,
should not be considered an end in itself.

There is now wide agreement that no sin-
gle strategy will work to enhance financial
inclusion in all markets and economic envi-
ronments. Indeed, when researchers have
investigated conditions such as the amount
of regulation, the extent of legal rights, the
cost of alternatives, market size, and the size
of the financially excluded population, the
results have been inconclusive (for example,
see Flores-Roux and Mariscal 2010). This
raises the question: what enabling conditions
must be in place to support the development,
for example, of mobile banking and payments
services sufficiently comprehensive to increase
financial inclusion?

While no single factor can explain the stark
cross-country differences in the adoption of
mobile banking and payment technologies,
some patterns do stand out. In many ways, the
provision of financial services to lower-income
customers has traditionally been similar to the
physical retail business. The profitability of
providing financial services to the mass market
is determined by the number of potential cus-
tomers within the range of a physical branch
and the revenue per potential customer.
The first of these components is affected by
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FIGURE 2.3 Share of Adults with an Account in a Formal Financial Institution
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Sources: Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex; World Development Indicators (database),
World Bank, Washington, DC, http://data.worldbank.org/data-catalog/world-development-indicators; Faz and Moser 2013.

population density; the second is a function of
the per capita income of potential customers.

Population density and per capita income
are two key factors that are systematically
correlated with financial inclusion. Figure 2.3
shows the percentage of adults who are 15
years or older and who have a formal bank
account according to per capita income (hori-
zontal axis) and population density (vertical
axis). If measured in terms of access to bank
accounts, financial inclusion is an increasing
function of a country’s per capita income.
There is also a strong positive relationship
between population density and financial
inclusion. This is largely explained by the
economies of scale in countries such as Ban-
gladesh, India, and Indonesia, where high
population densities have been an enabling
condition for financial inclusion through tra-
ditional bank branches, despite low levels of
per capita income.

This classification of financial inclusion
environments can highlight the settings in
which mobile banking and mobile payments
can have the greatest impact on financial inclu-
sion. It is possible to identify three broad finan-
cial inclusion environments, corresponding to
three of the four corners in figure 2.3, in which
one would expect the adaptation of mobile
banking services to follow different paths:
(1) low-income and low—population density
environments, characterized by the absence
of a widespread banking infrastructure and,
often, of a dominant telecommunications pro-
vider; (2) low-income and high—population
density environments with a widespread net-
work of banks and MFIs and well-developed
telecommunications providers; and (3) high-
income and low—population density environ-
ments with a developed banking sector, a
widespread organized retail sector, and strong
telecommunications providers.
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Mobile banking and payment technolo-
gies change the economics of banking because
they dramatically reduce the cost of providing
financial services. This reduction in transac-
tion costs is especially large in environments
with low population densities and low per
capita income, precisely the settings that have
been underserved by traditional providers of
financial services. These are the settings in
which mobile banking technologies have the
greatest potential welfare benefits because the
technologies offer a commercially viable way
of reaching locations and customers that were
previously excluded from formal financial
services due to the prohibitively high costs
of providing such services. Kenya, the Philip-
pines, and Tanzania are examples of markets
in which new technologies have had an instru-
mental role in expanding financial inclusion.

In the other parts of the matrix in figure
2.3, one may see that mobile banking and
technology-based business models can still be
important, but they are more likely to func-
tion as a complement to rather than a substi-
tute for traditional bank-based financial inclu-
sion policies. This point is most obvious in the
case of economies classified as high popula-
tion density and low income (upper left corner
of figure 2.3). Examples include Bangladesh,
India, Indonesia, and parts of China. In these
economies, the large number of customers
that can be served by a single bank branch
compensates somewhat for comparatively
low average account balances and transaction
volumes. As a result, these economies have a
well-developed network of traditional bank
branches and microfinance providers that
cater to low-income customers. Mobile bank-
ing and technology-based business models
can nonetheless help in expanding financial
inclusion within these environments. India’s
financial inclusion policies, for example,
focus on a bank-led model that combines the
advantages of a widespread network of physi-
cal bank branches with technology-based
correspondent banking solutions to reach
previously unbanked locations and unbanked
segments of the population. Mobile technolo-
gies can act as a complement by decongest-
ing existing branches, bringing services closer

to customers, and expanding access to more
remote areas where the high population crite-
rion may not hold.

Harnessing the potential of new technolo-
gies for financial inclusion is perhaps most
challenging in the third financial inclusion
environment, characterized by high income
and low or medium population density (bot-
tom right corner of figure 2.3). Examples
include much of Eastern Europe and Latin
America. In this environment, banks, retail-
ers, and telecommunications providers tend
to be well established so that the introduction
of new banking and payment technologies is
often more likely to redistribute the market
shares of the services provided to an already
banked population rather than to incorporate
new client groups into the formal financial
sector. Because of the value of existing bank-
ing relationships in such a setting, this is also
an environment in which entrenched provid-
ers of financial services tend to be reluctant
to adopt new technologies that could threaten
their market position or displace existing
technologies with clearly defined market
shares and revenue structures, such as credit
cards. Hence, this financial inclusion environ-
ment represents a much greater burden for
regulators, who need to ensure that, first, new
technologies are adopted and, second, that
they are priced and made available in a way
that makes them accessible to the unbanked.
Increasing the challenges is the fact that, in
this environment, the risk of regulatory cap-
ture is heightened.

Finally, an important prerequisite for the
adoption of technologies that can enhance
financial inclusion across all market environ-
ments is an adequate legal and regulatory
framework. The regulatory framework needs
to create enabling conditions for the provid-
ers of technology-based financial services,
while protecting the rights of consumers. The
case of mobile payment systems is a good
example: regulating new payment systems as
if they were conventional banks is likely to
reduce competition and may create risks for
consumers. The same applies to new technol-
ogies that make it easier to collect and share
borrower information.
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THE IMPORTANCE OF
PRODUCT DESIGN

The design of financial products can have a
major impact on the use by individuals of
financial services. Recent studies show that
product design features can affect both the
extent and the impact of the use by individu-
als of financial services.”

Credit

Certain design features of credit products
aid in mitigating market imperfections and
increasing inclusion. For example, products
that help reveal hidden information assist in
channeling credit by mitigating asymmetric
information problems. Drugov and Macchia-
vello (2008) and Ghosh and Ray (2001) show
how small, initial tester loans can provide
information that is useful for assessing the
risk in subsequent larger loans.

Group lending is an often-discussed and
arguably the most controversial solution to
information asymmetries in developing econ-
omies. Ghatak (1999) shows how group lend-
ing can mitigate adverse selection. In select-
ing fellow borrowers with whom they will be
jointly liable for loans, potential clients will
exploit information known to borrowers,
but not to banks, so as to screen out bad bor-
rowers. Group lending also addresses moral
hazard by providing incentives for clients to
employ peer pressure to ensure that funds are
invested properly and effort exerted until the
loans are repaid. Karlan (2007) uses quasi-
random variation in the group-formation pro-
cess at a Peruvian MFI to show that groups
with greater levels of social connection (ethnic
ties and geographical proximity) have lower
default and higher savings rates. There are
also concerns, however, that group lending
may create problematic incentives at the com-
munity level, such as the use of coercion to
oblige family or neighbors to participate.'?

Based on a series of investment games in
India, Fischer (2008) finds that joint liabil-
ity (a characteristic of group lending) pro-
duced free-riding and higher levels of risk
taking under limited information conditions,

but not under complete information. At the
same time, peer monitoring can help mitigate
ex ante moral hazard by discouraging risky
investments. Giné, Jakiela, and others (2010)
have obtained similar results from games
conducted with borrowers in Peru. Giné and
Karlan (2009), based on experiments in the
Philippines, show that joint liability is not
necessary to achieve high repayment rates.
Another important issue in credit prod-
uct design is related to the timing of repay-
ments. Field and others (forthcoming) have
conducted a randomized evaluation of the
effect of offering a grace period prior to the
start of loan repayment. In particular, they
offered one set of borrowers from the Vil-
lage Welfare Society in West Bengal, India, a
traditional group microcredit loan with semi-
weekly payments with no grace period, while
a second set of borrowers received loans with
a two-month grace period. The authors found
that the borrowers offered the grace period
invested 6 percent more of their loans relative
to the borrowers who were not given a grace
period; the former set saw an average of 30
percent higher profits. Household income was
also higher, on average, among the borrowers
given the grace period. However, these aver-
age results mask significant differences within
the grace-period borrowers: while some bor-
rowers did well, others did not, and 9 percent
of the individuals among the grace-period bor-
rowers defaulted on their loans relative to the
2 percent default rate among the borrowers
not given a grace period. The experiment sug-
gests that, while a grace period can allow bor-
rowers to invest more and, hence, sometimes
obtain higher profits, institutions will have to
balance this out against the potential losses
associated with the higher default rates among
such borrowers, perhaps by raising loan rates.
While grace periods seem to have nega-
tive consequences on default rates, dynamic
incentives—whereby borrowers are subject
to future penalties (no access to loans) or
rewards (discounts on loan prices) depending
on their present repayment behavior—seem
to improve loan repayment. In one study in
South Africa, Karlan and Zinman (2010)
worked with a lender who randomly offered
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some clients a dynamic incentive, a discount
on future loans if the clients repaid the current
loans. This offer led to a 10 percent reduction
in the default rate, and the responsiveness was
proportional to the size of the incentive.

Savings

A number of psychological factors help
explain people’s limited use of savings prod-
ucts. One is lack of self-control: people want
to save, but self-control issues make it dif-
ficult to resist the temptation to spend the
cash immediately. This type of behavior is
interpreted as a sign of hyperbolic discount-
ing, whereby people disproportionally value
today’s money over tomorrow’s (Laibson
1997). Another explanation is that individu-
als face pressures from family members and
others to share their excess funds, which eats
away at their savings. Finally, lack of fore-
thought may make people lose sight of the
fact that they might need savings in the future.

Commitment savings accounts, which
allow individuals to deposit a certain amount
and relinquish access to the cash for a period
of time or until a goal has been reached, have
been examined as a possible tool to boost
savings by mitigating the self-control issues
and family pressures to share windfalls. The
evidence comes primarily from two studies:
Ashraf, Karlan, and Yin (2006) and Brune and
others (2011). The first study involved a ran-
domized evaluation of commitment accounts
in a financial institution in the Philippines.
The take-up of the accounts was 28 percent.
There was one treatment group, and the study
did not show differential take-up.

The second study focused on an institution
in Malawi, with take-up of the commitment
accounts at 21 percent. The study had two
treatment groups; one was offered a check-
ing account only, and the other a checking
account, plus a commitment savings account.
There was no differential take-up between the
two groups, but the group with the check-
ing and commitment accounts saved more.
In other words, the observed results did not
arise because of differences in take-up. Brune
and others (2011) found that the commitment

treatment led to increases in deposits at the
bank and, over the next agricultural year, was
associated with rises in agricultural input use,
crop sales, and household expenditures. The
commitment savings accounts seemed primar-
ily to have helped farmers less by mitigating
self-control issues than by shielding funds
from the social networks of the farmers,
because participants who were identified with
self-control issues experienced no different
effect from the commitment savings accounts
relative to their peers. On the other hand, the
commitment savings accounts had a higher
impact on wealthier individuals, who may
have faced greater pressure to share funds.

Other innovations in savings product
design try to pin the attention of savers on
long-term savings goals to reduce the ten-
dency to become distracted and spend funds
in the short term. Two approaches have been
tested in recent studies. One involves the use
of reminders, and the other involves offering
labeled accounts, whereby individuals create
accounts with explicit savings goals, such as
to finance housing or education.

Accounts with general automatic savings
reminders lead to a boost in savings, but
accounts with specific goal reminders are even
more effective in raising savings. Karlan and
others (2010) find that reminders can influ-
ence the use of deposit accounts for savings.
They designed field experiments with three
banks, one each in Bolivia, Peru, and the
Philippines. In each experiment, individuals
opened a bank savings account that included
varying degrees of incentives or commitment
features designed to encourage individuals
to reach a savings goal. Some individuals
were randomly assigned to receive a monthly
reminder via text message or letter, while a
control group received no reminder. Remind-
ers increased the likelihood of reaching a sav-
ings goal by 3 percent, and the total amount
saved in the reminding bank by 6 percent.
Reminders that highlighted the client’s par-
ticular goal, that is, reminders that made a
particular future expenditure opportunity,
such as school fees, more salient, were two
times more effective than reminders that did
not mention the goal.
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Labeling, a practice of designating a spe-
cific savings goal for an account, has been
shown to be highly effective in increasing
savings. Karlan, Kutsoiati, and others (2012)
offered a random group of clients at a bank
in eastern Ghana the opportunity to open
separate savings accounts labeled according
to specific goals. The study found that the
treatment group that had access to labeled
accounts saved 31 percent more, on average,
than the control group.

Basic accounts (accounts with low fees
and minimum requirements), if well designed,
can be valuable in encouraging the use of
accounts. Germany, the United Kingdom,
and numerous other European countries use
basic savings accounts as entry products. In
the United States, the Bank On public-private
partnership program of generic accounts
through commercial banks has considerably
expanded the use of basic accounts by pre-
viously unserved consumers.!! Some of the
efforts aimed at generic products were not
successful; the experiment in Brazil is one
such example. Several countries currently
have savings promotions associated with lot-
teries that serve as a simple commitment sav-
ings product.

Insurance

Design features also matter in insurance prod-
ucts. Households in developing economies are
exposed to risks that can generate extreme
income volatility. This is particularly true in
the case of covariate risks, such as droughts or
natural disasters, which affect large geograph-
ical areas or large segments of the population
and are not adequately covered by informal
insurance mechanisms. Modern insurance
products can substantially reduce the result-
ing welfare losses. However, much of this
potential remains unfulfilled because extend-
ing access to basic insurance products among
vulnerable populations is extremely challeng-
ing (Cole and others 2013). An important
barrier to access derives from the fact that
insurance markets are plagued by moral haz-
ard and adverse selection: riskier clients are
more likely to demand and buy insurance in

the first place (adverse selection), and access
to insurance coverage may lead households to
behave in ways that make a negative outcome
more likely (moral hazard). Because insurance
providers can often form only a poor estimate
of an individual client’s true risk profile, the
market price of insurance is often substan-
tially higher than the actuarially fair value of
the contract, which is the price that would
be justified given a customer’s risk profile. In
many developing economies, this means that
basic insurance products either are not avail-
able, or are outside the reach of the most vul-
nerable households.

An important innovation in agriculture
insurance has been the introduction of index-
based insurance products. Traditional agricul-
ture insurance products have been indemnity
based, meaning the company insures against
crop loss or damage. The farmer buys insur-
ance up to a given amount of loss, and, if an
event materializes that leads to that level of
loss, the farmer receives the insurance once the
validity of the claim is established. The prob-
lem is that the moral hazard and adverse selec-
tion problems involved in this kind of insur-
ance often lead to rationing or high premiums.
By determining payouts based on an objective
rainfall-index, for example, index-based insur-
ance can circumvent some of the problems of
indemnity-based insurance (box 2.4).

In many cases, index insurance products
differ from other types of insurance policies
that consumers may be used to. Understand-
ing the potential benefits that index insurance
contracts offer over conventional insurance
requires a relatively high level of financial lit-
eracy. In practice, this has often meant that
the take-up of index insurance has been slow
and has not yet had the widespread impact
envisioned by policy makers when these prod-
ucts were first introduced.

THE IMPORTANCE OF
BUSINESS MODELS

The business models used by banks and other
financial institutions can have a considerable
impact on financial inclusion. Throughout
this report, there are numerous examples
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Insurance: Designing Appropriate Products for Risk Management

Two main approaches have been proposed to expand
access to basic insurance products. The first is tar-
geted at reducing markups by attenuating informa-
tion problems. For instance, the geospatial mapping
of weather risks can reduce uncertainty in calculating
insurance premiums. Bundling insurance with other
financial services can provide better client informa-
tion, allowing for more accurate risk assessments,
which reduce the cost of providing insurance. The
second approach relies on a new class of insurance
contracts, index insurance. In contrast to traditional
insurance contracts, payouts for this type of product
are linked to a measurable index, such as the amount
of rainfall over a given period or commodity prices at
a given date. Index insurance represents a particularly
attractive alternative to financial innovations because
it eliminates problems of moral hazard (payouts occur
according to a measurable index that is beyond the
control of the policyholder). Index insurance is also
especially well suited to provide insurance against
adverse shocks that affect many members of informal
insurance networks at the same time.

Analyzing specific index insurance products,
Giné and Yang (2009) implemented a randomized
field experiment to examine whether the provision of
insurance against a major source of production risk
induces farmers to take out loans to adopt a new crop
technology. The study sample consisted of roughly
800 maize and groundnut farmers in Malawi, where
the dominant source of production risk is the level
of rainfall. Half the farmers were randomly selected
to receive credit to purchase high-yielding hybrid
maize and groundnut seeds for planting; the other
half were offered a similar credit package, but were
also required to purchase (at actuarially fair rates) a
weather insurance policy that partially or fully for-
gave the loan in the event of poor rainfall. Surpris-
ingly, the take-up was lower by 13 percentage points
among farmers offered insurance with the loan. The
take-up was 33 percent among the farmers who were
offered the uninsured loan. There is evidence that the
lower take-up of the insured loan arose because farm-
ers already had implicit insurance through the limited
liability clause in the loan contract: insured loan take-
up was positively correlated with farmer education,
income, and wealth, which may proxy for the indi-
vidual’s default costs. By contrast, the take-up of the

uninsured loan was uncorrelated with these farmer
characteristics. If one takes into account the lender’s
perspective, a clearer picture emerges. For the lender,
weather insurance tends to be an attractive way to
mitigate default risk. It can thus become an effective
risk management tool with the potential of increasing
access to credit in agriculture at lower prices.

In India, the popularity of rainfall insurance has
risen, although the growth in usage has been rather
limited. Giné, Menand, and others (2010) exam-
ine rainfall insurance in India’s Andhra Pradesh
using data from BASIX, an MFI and bank that sells
weather insurance policies in Andhra Pradesh on
behalf of ICICI Lombard. Figure B2.4.1 plots the
growth in rainfall insurance and livestock insur-
ance (as a point of comparison) sold by BASIX since
2005. Over this period, livestock insurance coverage
has risen fivefold, compared with an approximately
50 percent increase in rainfall insurance cover-
age. This is not simply due to a difference in value,
because, as reported in figure B2.4.2, the payouts
on rainfall insurance are greater relative to the pre-
miums than is the case in livestock insurance. Two
facts are apparent from the figure. First, the average
payouts on rainfall insurance are much more vola-
tile, reflecting aggregate variation in the intensity of
the monsoon. Second, average returns on the insur-
ance product are quite high over this period, higher

FIGUREB2.41 Growth in Livestock and Weather
Microinsurance, India
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Source: BASIX administrative data.

Note: Total nominal premiums (in Rs) paid on livestock and weather microinsur-
ance policies. Rainfall insurance data are for Andhra Pradesh only; livestock
insurance data are for all states.

(box continued next page)
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FIGUREB2.4.2 Payouts Relative to Premiums,
Rainfall and Livestock Insurance, India
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Source: BASIX administrative data.
Note: The figure shows the payouts relative to the total premiums paid for
insurance policies sold by BASIX across all states.

than actuarially fair based on a simple average of
payout ratios across these years. This may reflect
some unusual shocks over the past few years, par-
ticularly the record drought in 2009. Alternatively, it
may reflect structural change in weather conditions,
such as a rise in the volatility of the monsoon.

A notable weather insurance product is Kilimo
Salama, an index-based insurance product that cov-
ers the input of farmers in the event of drought or
excessive rainfall. It was developed in Kenya by the

Sygenta Foundation for Sustainable Agriculture and
launched in partnership with Safaricom (the largest
mobile network operator in Kenya) and UAP (a large
Kenya-based insurance company). Kilimo Salama is
notable because it is the first microinsurance product
distributed and implemented over a mobile phone
network. Though there has been no formal evalu-
ation of the product, the rapid growth in the num-
ber of users suggests that the product seems to ben-
efit farmers. The program was piloted in 2009, and
take-up grew from an initial 200 farmers to over
12,000 in 2010. Kilimo Salama is featured in one of
the Product Design Case Studies of the International
Finance Corporation.?

Recent research has supplied fresh insights on
household participation in insurance markets, which
can help guide the design of new products and poli-
cies. Using data from a field experiment in India,
Cole and others (2013) find that lack of trust and
liquidity constraints are significant nonprice fric-
tions that constrain demand. There are several
implications of this research for the design of insur-
ance products. First, products need to be designed
to pay fairly often so as to engender trust in the user
population. Also, an endorsement by a well-regarded
institution has been shown to increase client trust.
Second, because liquidity constraints matter, rapid
payouts are important. Because of these constraints,
it may also be useful to bundle insurance with loans
for payment of the premiums.

a. See “Product Design Case Studies,” International Finance Corporation, Washington, DC, http://wwwl.ifc.org/wps
/wem/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+

design+case+studies.

of financial institutions that have targeted
lower-income segments of populations. These
include BRAC and Grameen Bank in Bangla-
desh, Banco Sol in Bolivia, the Bradesco and
Caixa banks in Brazil, Equity Bank in Kenya,
Banco Azteca and BBVA in Mexico, and
many others.

While all these institutions target the
unbanked and underbanked, the emphasis
of the individual business models differs sub-
stantially. For example, Banco Azteca’s strat-
egy has relied on synergies with a large retail

chain owned by the same mother company,
which has allowed the bank to use existing
customer information and collection tech-
nology (chapter 3, box 3.3). BBVA does not
have such a retail company; it has relied on
the introduction of banking agents, allow-
ing commercial establishments to offer basic
financial services on behalf of the bank.
Its strategy emphasizes a simple, low-cost
account targeted at low-income population
segments in Mexico. The simplified account
opening process has boosted sales to 2 million
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accounts (including 62 percent purchased in
states with the highest poverty rates) since the
launch of the process in March 2011 (Alonso
and others 2013). These new account hold-
ers benefit from BBVA’s alternate channel net-
work, with most of transactions (82 million)
done at ATMs and banking agents. The bank
is now launching a micro-life insurance prod-
uct, sold through banking agents.

The various institutions also differ in how
they balance the trade-off between outreach
(the ability to reach poorer and more remote
people) and sustainability (the ability to cover
operating costs and possibly create profits).
There is a wide variety of strategies, ranging
from the for-profit (and profitable) operations
of commercial banks such as Banco Azteca,
BBVA, and Equity Bank to the clearly not-for-
profit orientation of developmental financial
institutions such as BRAC.

This section focuses in more detail on one
example of a financial institution that pur-
sues distinct branching strategies that target
underserved areas and less-privileged house-
holds. The institution, Equity Bank, is a pri-
vate commercial bank in Kenya that focuses
on microfinance.'?

In 1994, Equity Bank’s predecessor, Equity
Building Society, became technically insol-
vent. Because of a combination of economic
downturn and poor management, more than
half its loan portfolio had gone bad, and its
accumulated losses were 10 times the avail-
able capital. The Central Bank of Kenya gave
Equity time to convert its depositors into
shareholders. A new chief executive shifted
the organization’s focus from the competitive
mortgage market to small loans. The back-
bone of the new strategy was to offer Kenya’s
large unbanked population microloans from
as little as K Sh 500 ($5.81); the average loan
amount was K Sh 16,000.

In what followed, Equity bucked the trend
of branch closures around the country. It
waived property-ownership requirements and
allowed anyone with a national identity num-
ber to open an account. It was flexible about
forms of collateral, accepting marriage beds or
personal belongings. Some customers repaid
loans with cow’s milk. Where there were too
few customers for it to build branches, Equity

sent mobile ones, such as armored trucks with
a satellite dish on top and a bank manager
inside. New standards of service created a
large and loyal customer base. Since 2000, the
bank’s pretax profit has grown at an annual
average rate of 65 percent. Today, roughly
half of all bank accounts in Kenya are with
Equity. Nonperforming loans were only 1.3
percent of the loan portfolio in 2011 (The
Economist, December 8,2012).

A recent study on Equity Bank, based on
household surveys and bank penetration data
at the district level in 2006 and 2009, exam-
ines the impact of Equity Bank on financial
inclusion in Kenya (Allen and others 2012a).
The study finds that the bank’s presence has
had a positive and significant impact on the
use by households of bank accounts and bank
credit, especially among Kenyans with low
income, no salaried job, and lower educa-
tional attainment, and Kenyans who do not
own their own homes (figure 2.4).

To what extent can Equity Bank’s business
model—providing financial services to popu-
lation segments typically ignored by tradi-
tional commercial banks and generating sus-
tainable profits in the process—help in solving
financial access challenges in other countries?
Equity has yet to replicate its Kenyan success
abroad. For example, in the past four years,
it has lost $359,000 on the $96 million it
has invested to build an East African plat-
form. The return on equity in Uganda was
18 percent in 2011, a positive number, but
lower than the 34 percent the bank recorded
in Kenya in the same period. It remains to be
seen to what extent Equity’s model based on
banking for the unbankable is exportable.

Though some financial service providers
such as Equity Bank have developed business
models and products that are specifically tar-
geted at low-income individuals, the prod-
uct designs and business models of financial
institutions are often criticized, especially in
the developing world, because they are not
demand driven.!> A common complaint is
that most of the products offered are not
tailored to the needs of low-income clients,
but rather look remarkably similar to prod-
ucts offered to high-end clients in more well-
developed markets.
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FIGURE 2.4 Equity Bank's Effect on Financial Inclusion

Changes in the probability of a
household having a bank account, %

Source: Based on Allen and others 2012a.
Note: The figure shows estimates from a probit model of changes in the probability of a household having a bank account that are associated with the presence of Equity Bank.

A number of factors explain the failure
of institutions to deliver products and adopt
business models that are more conducive to
financial inclusion.!* First, institutions often
do not pursue a human-centered design pro-
cess that requires them genuinely to engage
with customers and understand their lives and
needs.!’

Second, a demand-driven approach to
product design requires the entire organiza-
tion to be centered on the client, including
governance, human resources, delivery chan-
nels, processes, incentives, and core systems.
This implies a degree of commitment that is
often misunderstood by financial institutions.

Third, institutions need to be willing to try
different ideas and be prepared for some to
fail. In other words, institutions need to cre-
ate space for testing innovations outside the
core business and for learning from failed
products.

Fourth, institutions need to feel that the
regulatory environment supports innovation
in product design and delivery. Hence, gov-
ernments can play an important role in either
promoting or stifling innovations in product

6.9
5.8
5.3 52
1.1
0.5 0.6
0.2
T T T T T T T 1
Low asset High asset Does not Owns No secondary ~ Has secondary Nonsalaried Salaried job
score score own house house or tertiary or tertiary job
education education

design and delivery. While regulators should
rightly be concerned with financial stability
and consumer protection, they should remain
open to offering support for innovative prod-
ucts and approaches to financial inclusion.
They should build a regulatory framework
that is proportionate with the risks involved in
innovative products and services and is based
on an understanding of the gaps and barriers
in existing regulations (GPFI 2011a). Aside
from adopting the proper regulatory stance,
governments can also support innovations
in product design and delivery by collecting
data on individual preferences and habits in
financial products that financial institutions
can use to tailor new products and business
approaches (Group of 20 Financial Inclusion
Experts 2010).

FINANCIAL CAPABILITY

As the use of financial services expands and
new products become available, it is crucial
that consumers be financially literate and
capable. The global financial crisis has led to
the insertion of financial literacy and financial
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capability onto the global policy agenda of
financial regulators out of recognition that one
of the contributing factors to the financial tur-
moil was the fact that vulnerable consumers
(many of whom were termed subprime in the
United States) had been marketed loans they
often did not understand and were unable to
service. Similar concerns were raised in emerg-
ing markets such as India, where the rapid
growth of microfinance through aggressive
marketing was seen as leading to overindebt-
edness among the rural poor, with sometimes
tragic consequences (chapter 1, box 1.5).
Policy makers around the globe now recog-
nize the importance of financial capability and
financial education.'® Comprehensive national
initiatives and programs funded by the World
Bank and various development donors are
emerging all over the world.

The term financial capability tends to
encompass concepts ranging from financial
knowledge (including knowledge of finan-
cial products, institutions, and concepts),
financial skills (such as the ability to calculate
compound interest payments), and financial
capability more generally (which includes all
the skills, attitudes, and behaviors that enable
individuals to use financial services to their
advantage). Financial knowledge does not
necessarily translate into wise financial behav-
ior, that is, financial capability. In practice,
these notions often overlap.

Basic financial knowledge around the
world

A broad review of survey data finds that basic
financial knowledge is lacking in both devel-
oped and developing economies (table 2.1).
On average, only about 55 percent of individu-
als demonstrate a basic understanding of com-
pound interest; 61 percent correctly answer a
basic question about the effect of inflation on
savings; and 49 percent respond correctly to
a basic question on risk diversification. While
there are substantial differences across coun-
tries, low-income countries tend to be at the
bottom end of the performance rankings.

This research indicates that basic financial
knowledge is weak. People tend to understand

the concept of inflation relatively better than
the concept of compound interest. This is
especially true in upper- and middle-income
countries, where, in almost all cases, more
people correctly answered the inflation ques-
tion, and fewer people correctly answered the
question on compound interest. The question
on the concept of risk diversification tended
to be the one that most people in high-
income countries answered incorrectly, per-
haps because it involves stocks, which many
consumers, even in developed countries, do

not hold.

Evidence on the financial mistakes of
consumers

Evidence on consumer credit card and mort-
gage markets suggests that both consumer
lack of information and irrationality lead to
substantial errors in financing choices that
are accentuated by the design of products by
financial providers who want to exploit short-
comings in understanding among consumers.

Consumer credit can enhance household
welfare by allowing for consumption smooth-
ing over time, but there are many reasons
why growth in consumer credit may, at times,
be a concern (Bar-Gill and Warren 2008). For
example, research has shown that consumers
are frequently ignorant about many of the
features of the products they use; they do not
always make good decisions; and credit pro-
viders often exploit the tendency for consum-
ers to make mistakes. In particular, consumer
biases such as the exponential growth bias
and cognitive limitations such as the lack of
financial literacy lead to inefficient consumer
credit market outcomes and overindebtedness
(Lusardi and Tufano 2009; Stango and Zin-
man 2009).

There is ample evidence of mistakes among
consumers in the use of credit cards. For
example, Shui and Ausubel (2004) find that a
majority of consumers who accept credit card
offers featuring low introductory rates do not
switch to a new card with a new introductory
rate after the expiration of the introductory
period on the first card, even if their debt
did not decline after the introductory period
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TABLE 2.1 Financial Knowledge around the World

Q1: Compound Q2:b Q3:°¢ Risk Survey
Economy, year interest, % inflation, %  diversification,%  sample, total Source
High income
British Virgin Islands, 2011 63 (20) 74 41 535  OECD survey
Czech Republic, 2010 60 (32) 80 54 1,005 OECD survey
Estonia, 2010 64 (31) 86 57 993 OECD survey
Germany, 2009 82 78 62 1,059 Bucher-Koenen and Lusardi 2011
Germany, 2010 64 (47) 61 60 1,005 OECD survey
Hungary, 2010 61 (46) 78 61 998 OECD survey
Ireland, 2010 76 (29) 58 47 1,010 OECD survey
Italy, 2006 40 60 45 3,992 Fornero and Monticone 2011
Japan, 2010 71 59 40 5,268 Sekita 2011
Netherlands, 2010 85 77 52 1,324 Alessie, Van Rooij, and Lusardi 2011
New Zealand, 2009 86 81 27 850 Crossan, Feslier, and Hurnard 2011
Norway, 2010 75 (54) 87 51 2,117 OECD survey
Poland, 2010 60 (27) 77 55 1,008 OECD survey
Sweden, 2010 35 60 68 1,302 Almenberg and Save-Soderbergh 2011
United Kingdom, 2010 61 (37) 61 55 1,679  OECD survey
United States, 2009 65 64 52 1,488 Lusardi and Mitchell 2011a
Upper-middle income
Albania, 2011 40 (10) 61 63 1,008 OECD survey
Azerbaijan, 2009 46 46 — 1,207 World Bank
Bosnia and Herzegovina, 2011 22 58 — 1,036 World Bank
Bulgaria, 2010 39 46 — 1,618 World Bank
Chile, 2006 2 26 46 13,054 Behrman and others 2010
Colombia, 2012 26 69 — 1,526 World Bank
Malaysia, 2010 54 (30) 62 43 1,046 OECD survey
Mexico, 2012 31 56 — 2,022 World Bank
Peru, 2010 40 (14) 63 51 2,254 OECD survey
Romania, 2010 24 43 — 2,048 World Bank
Russian Federation, 2009 36 51 13 1,366 Klapper and Panos 2011
South Africa, 2010 44 (21) 49 48 3,017 OECD survey
Lower-middle income and lower income
Armenia, 2010 53 (18) 83 59 1,545 OECD survey
India, 2006 59 25 31 1,496 Cole, Sampson, and Zia 2011
Indonesia, 2007 78 61 28 3,360 Cole, Sampson, and Zia 2011
Mongolia, 2012 58 39 60 2,500 World Bank
Tajikistan, 2012 56 17 52 1,000 World Bank
West Bank and Gaza, 2011 51 64 — 2,022 World Bank

Source: An expanded and updated version of Xu and Zia 2012.

Note: Countries are ordered alphabetically. Additional information on World Bank surveys of financial capability can be found at Responsible Finance (database), World Bank,
Washington, DC, http://responsiblefinance.worldbank.org/. OECD = Organisation for Economic Co-operation and Development. — = not available. The questions have been
worded as indicated in the table notes below. The correct answers are shown in italics.

a. Q1: "Suppose you had $100 in a savings account, and the interest rate was 2 percent per year. After five years, how much do you think you would have in the account if you left
the money to grow? (More than $102/Exactly $102/Less than $102/Do not know/Refuse to answer).” Respondents in Azerbaijan, Chile, Romania, Russia, and Sweden were asked a
more difficult question. For example, in Sweden, the question was “Suppose you have SKr 200 in a savings account. The interest is 10 percent per year and is added into the same
account. How much will you have in the account after two years?” The OECD data for compound interest in the table include correct responses to a question on the calculation of
interest and principal and, in the parentheses, the correct responses to two questions on compound interest.

b. Q2: “Imagine that the interest rate on your savings account were 1 percent per year, and inflation were 2 percent per year. After ane year, how much would you be able to buy
with the money in this account? (More than today/Exactly the same/Less than today/Do not know/Refuse to answer).” In Russia and in the West Bank and Gaza the question was
“Let’s assume that, in 2010, your income is twice as much as now, and consumer prices also grow twofold. Do you think that, in 2010, you will be able to buy more, less, or the
same amount of goods and services as today?”

c. Q3: "True or false: Buying a single company’s stock usually provides a safer return than a stock mutual fund. (True/False/Do not know/Refuse to answer).” Respondents in New
Zealand were asked a more difficult question: “Which one of the following is generally considered to make you the most money over the next 15 to 20 years: a savings account,
arange of shares, a range of fixed interest investments, or a checking account?” Respondents in Russia were asked: “Which is the riskier asset to invest in: shares in a single
company stock, or shares in a unit fund, or are the risks identical in both cases?” In Indonesia and India: “Do you think the following statement is true or false? For farmers, planting
one crop is usually safer than planting multiple crops.” The result for Italy is from a 2008 update of the survey, since a comparable question was not asked in 2006.
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ended. Gross and Souleles (2002) show that
many consumers pay high interest rates on
large credit balances, even if they are holding
liquid assets in deposit accounts. Massoud,
Saunders, and Scholnick (2007) find simi-
lar results. Agarwal and others (2009), after
analyzing a representative random sample of
about 128,000 credit card accounts between
January 2002 and December 2004, conclude
that more than 28 percent of consumers make
mistakes that trigger fees, including late fees
and cash advance fees.

Mortgage loans, which are generally more
complex than other types of household credit,
provide larger opportunities for errors. In the
context of the U.S. subprime crisis, the evi-
dence indicates that a large percentage of bor-
rowers took subprime mortgages when they
could have qualified for prime rate loans (Wil-
lis 2006). In 2002, a study by the National
Training and Information Center found that,
at a minimum, 40 percent of those borrow-
ers who were issued subprime mortgages
could have qualified for a prime market loan
(involving a lower interest rate). A study based
on 75,000 home equity loans made in 2002
identified persistent consumer mistakes in
the estimation of home values in loan appli-
cations, which raised the loan-to-value ratio
and thus the interest on the loan (Agarwal and
others 2009). Many studies document that
consumers fail to exercise options to refinance
their mortgages and end up with rates that are
higher than the market rates (Van Order, Fire-
stone, and Zorn 2007).

Evidence on the behavior of providers of
financial products reinforces the notion that
consumers make poor choices, and providers
exploit the imperfect information and irra-
tionality of consumers in designing financial
products. For instance, evidence on the credit
card market indicates that, as credit card debt
among consumers grows and interest rates
become a more salient feature of credit cards
in the view of consumers, issuers offer cards
with low interest rates but high fees to attract
and retain clients (Evans and Schmalensee
1999). Other features of credit card con-
tracts are also designed to exploit the imper-
fect information and imperfect rationality

of consumers. Examples of such practices
include low amortization rates, compound
interest rates, and deceptive methods of bal-
ance computation.

Unsuitable products can have significant
distributive consequences. Because better edu-
cated consumers are less likely to make mis-
takes in their financing choices, financial
institutions are more likely to target risky
and costly products at poor, less well edu-
cated consumers who are more likely to suffer
from mistakes. Empirical evidence on the U.S.
mortgage market supports the notion that
more well educated consumers are less likely
to make mistakes (Van Order, Firestone, and
Zorn 2007; Woodward 2003). Similar evi-
dence is available on the credit card market
(Massoud, Saunders, and Scholnick 2007).

Measuring financial capability

In recent years, progress has been made in
defining and measuring financial capabil-
ity more precisely. An important part of this
effort is the World Bank-Russia Trust Fund
multicountry survey of financial capability
(Holzmann, Mulaj, and Perotti 2013).!7 The
survey was designed to reflect inputs from
focus groups among low-income consumers
in developing economies. It covers three key
areas: behavior, attitudes, and motivations.
The focus groups and the survey development
process began in 2011, and the surveys were
carried out in seven countries in 2012-13
(Armenia, Colombia, Lebanon, Mexico, Nige-
ria, Turkey, and Uruguay). Similar surveys,
with additions to measure financial inclusion
and consumer protection, were conducted in
Mongolia and Tajikistan.'®

The survey demonstrates the financial vul-
nerability of a significant number of people,
even in relatively wealthier countries. For
example, in most of the middle-income coun-
tries surveyed, a quarter or more of the popu-
lation indicated that they borrowed for neces-
sities (figure 2.5). In most cases, people with
lower educational attainment were more likely
to rely on borrowing to cover basic needs, but
even among people with some university edu-
cation, 20 percent or more indicated that they
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FIGURE2.5 Borrowing for Food and Other Essentials, by Level of Education
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Sources: Based on data of the World Bank Survey of Financial Capability 2012; World Bank 2013a.

Note: Primary, secondary, and tertiary refer to the respondent’s highest education. The chart shows responses to the following question: “Do you ever use credit or borrow money

to buy food or essentials?”

had sometimes been forced to borrow to make
ends meet.

There was a remarkable degree of consen-
sus in the focus groups across the countries.
Quite consistently, the focus group responses
suggested that good financial behavior is not
necessarily driven by financial knowledge:
individuals can have financial knowledge but
still make irrational financial decisions. Finan-
cial capability is also not necessarily linked to
income (even though low income can be criti-
cal in preventing people from planning for the
future). It is thus important to capture atti-
tudes and motivations as well as experiences.

A major goal of the research was to mea-
sure financial capability in middle-income
countries in a way that works both across
countries and across different subpopula-
tions within the countries. A factor analysis
of the data generated by the country surveys
was used to construct measures of compo-
nents of financial capability that were aligned
with the key concepts identified through the
focus groups. These components included

budgeting, living within means, monitoring
expenses, not overspending, using informa-
tion, covering unexpected expenses, saving,
attitudes toward the future, not being impul-
sive, and achievement orientation.

The results of the financial capability sur-
veys show that, while most respondents say
they are relatively capable of day-to-day
money management (as indicated by the rela-
tively high scores on “not overspending” and
“living within means” in figure 2.6), they lag
in terms of self-discipline in making a bud-
get and then monitoring expenses and regu-
larly saving. The survey also confirms that
older people are more likely than younger
people to live within their means and not
overspend. Higher household income is asso-
ciated with higher scores in most areas, but
it does not seem to matter for budgeting or
impulsiveness.

Overall, the survey highlights the impor-
tance of the psychological traits and motiva-
tions associated with financial capability,
including one’s attitude toward the future,
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FIGURE 2.6 Survey Results on Financial Capability
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Note: The figure illustrates the average among respondents, on a range from 0 to 100. The score for each component is a weighted combination of variables generated from the

responses to several questions about different, but related behaviors or attitudes.

impulsiveness, and goal orientation. The sur-
vey findings corroborate earlier research on
financial capability in developed economies
such as the Netherlands, the United King-
dom, and the United States.!” Across coun-
tries, a few key behavioral skills have been
found to be crucial, in particular, money
management, budgeting, and the ability to
save for the future.

There is widespread evidence that gender
influences the levels of financial literacy and
capability, with only a few exceptions, such as
eastern Germany and Russia (Bucher-Koenen

and Lusardi 2011; Klapper and Panos 2011;
Xu and Zia 2012). There is broad evidence,
much of it from the United States and other
developed economies, that women score lower
on tests of financial literacy (Fonseca and oth-
ers 2012; Van Rooij, Lusardi, and Alessie
2011). There is also evidence on links between
levels of financial literacy and financial behav-
iors such as pension planning and investment
decisions (Dwyer, Gilkeson, and List 2002;
Lusardi and Mitchell 2008, 2011b).

The World Bank Survey of Financial Capa-
bility provides new data and insights on the
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role of gender in financial capability, using
data from developing economies. An analysis
of the pooled World Bank data indicates that
women achieved higher scores than men on a
number of key financial behaviors, including
budgeting, using information, and saving.
Research recently published on farmers
in India shows no substantial gender bias in
financial capability if other characteristics
(education, experience with financial prod-
ucts, cognitive ability) are also measured
(Gaurav and Singh 2012). The study points
to the fact that gender is often correlated with
other factors that influence financial skills and
opportunities (level of access to and use of
financial services, educational attainment, for-
mal employment). Disentangling the impact
of gender from the impact of one’s environ-
ment, which is influenced or constrained by
gender, is important in understanding the
barriers faced by women in gaining finan-
cial capability and then using their skills and
knowledge to improve financial outcomes.

FINANCIAL EDUCATION
PROGRAMS

Interest in financial literacy has risen expo-
nentially in recent years as evidenced, for
example, by the large number of new stud-
ies and literature reviews.?’ There is growing
evidence that certain types of financial literacy
programs can improve financial knowledge
and affect behavior.

Can people be effectively taught financial
knowledge as well as the skills, attitudes, and,
ultimately, behavior that improve financial
outcomes? The diversity of existing studies
limits the ability to draw conclusions.?! How-
ever, with appropriate caveats, it is possible to
identify emerging lessons.?? In a study under-
lying this report, Miller and others (2013)
approach this question through a systematic
review of the impact evaluation literature on
financial capability and construct a detailed
database that describes the range of interven-
tions that have been studied and that permits
a preliminary meta-analysis. The following
subsections provide a qualitative summary of
the recent evidence.

Solid general education is key

Solid general education, including numeracy,
has a clear relationship with financial inclu-
sion. According to Global Findex data for
2011, only 37 percent of adults with primary
or lower educational attainment had accounts
at formal financial institutions, compared
with 63 percent among adults with secondary
educational attainment and 83 percent among
adults with tertiary or higher educational
attainment.”® These differences are massive
and are larger than the differences according
to other characteristics, such as gender, rural
versus urban residence, and income. This siz-
able effect of education is confirmed by more
rigorous, in-depth analysis. For example,
Allen, Demirgiic-Kunt, and others (2012)
find that the probability of owning a bank
account is 12 percent lower among adults
who have 0-8 years of education than among
other adults after the authors control for age,
level of income, and many other factors. Simi-
larly, Cole, Paulson, and Shastry (2012) show
that the level of general educational attain-
ment has a strong effect on financial market
participation.

The level of educational attainment also
has a clear, though imperfect link to financial
capability. Measures of financial capability
tend to be positively correlated with educa-
tional levels (De Meza, Irlenbusch, and Rey-
niers 2008), and people with higher levels
of education perform better along a number
of dimensions, including budgeting, living
within means, attitudes toward the future,
and impulse control (Kempson, Perotti, and
Scott 2013).

Targeting people with lower levels of
formal or financial education helps

Financial literacy programs aimed at the gen-
eral population have not yet been shown to
be effective, but programs focused on specific
segments of the population, especially those
people with lower levels of formal or financial
education, can have substantial measurable
effects.

The debate on expanding financial inclu-
sion has often focused on supply-side issues,
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such as the creation of financial services that
are appropriate for low-income consumers.
Less attention has been paid to the demand
side and to understanding why seemingly
attractive services, such as affordable basic
bank accounts, have generated only limited
take-up. Using experimental evidence on
Indonesia, Cole, Sampson, and Zia (2011)
have evaluated the impact of a financial lit-
eracy intervention and monetary incentives
on the decision to open a bank account. Only
41 percent of Indonesian households report
they have a bank account, but 51 percent have
savings in a nonbank institution. When house-
holds surveyed for the research were asked if
they would open a bank account if there were
no fees, 58 percent responded that they would.
Additional evaluations indicated that financial
literacy is a significant predictor of the use of
bank accounts, but less important than other
factors such as household wealth.

The researchers have tested the willingness
of consumers to open a basic bank account
offered by Bank Rakyat Indonesia, the coun-
try’s largest bank. This account required a
minimum deposit of Rp 5,000 ($0.53) and
involved no fees for up to four transactions per
month. Deposits earned interest on balances
above Rp 10,000 ($1.06) and were covered
by the same deposit insurance used by other
banks for deposits in Indonesia. Households
were selected randomly and independently for
a financial literacy intervention and a mon-
etary incentive. The financial literacy course
was a two-hour in-person classroom train-
ing session designed to teach unbanked indi-
viduals about bank accounts. The monetary

incentives varied randomly from Rp 25,000
to Rp 75,000 and Rp 125,000 (equivalent to
$3, $8, and $14, respectively).

Financial literacy did not have a measur-
able impact within the full sample, but larger
monetary incentives did, raising the probabil-
ity of opening a bank account by 13.7 per-
centage points for the incentive of $14, more
than twice the impact of the $8 incentive (table
2.2). In follow-up research carried out two
years after the initial study, Cole, Sampson,
and Zia (2011) found that households that
had received the larger incentives continued to
have a higher number of open accounts, and
approximately two-thirds of these households
had used the accounts during the previous year.

On households without formal schooling,
financial literacy training had a significant
effect and increased the probability of open-
ing an account. Also, the financial literacy
intervention had a greater impact among con-
sumers who had started out with low levels of
financial knowledge, significantly increasing
their likelihood of opening an account (table
2.2). These results highlight the importance
of targeting financial literacy efforts on more
disadvantaged consumers, as well as the rela-
tive importance of cost barriers, including the
possible role that incentives can play in boost-
ing participation in financial markets.

Targeting the young can help, too

School-based interventions and programs tar-
geting youth are among the most common
approaches to teaching financial literacy and
capability. School-based programs benefit

TABLE2.2 Effects of Financial Literacy Interventions and Monetary Incentives, Indonesia
Effect on the probability of opening a bank account, percentage points

By financial
Indicator Full sample By education level literacy score
Financial literacy training +2.9 -3.2 -4.9
Monetary incentive Rp 75,000 ($8) +6.6* +6.1%* +6.0
Monetary incentive Rp 125,000 ($14) +13.7%** +9.9%*¥ +10.0***
Financial literacy training and no formal schooling +15.5**
Financial literacy training and below median financial literacy +10.0%*

Source: Based on Cole, Sampson, and Zia 2011.

Note: Empty cells indicate the information was not included in the regression.

Significance level: * =10 percent, ** =5 percent, *** =1 percent
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from access to a large captive population and
a skilled teaching staff (although educators are
not necessarily comfortable teaching financial
concepts) and the ability to incorporate lessons
in a variety of ways to reach different kinds
of students. The downside is that students
often have limited money or access to finan-
cial products and services and thus cannot put
concepts to use. And, even if these programs
are effective over time, it is difficult to estab-
lish causality, and few researchers have tried
to measure the long-run effects. While school-
based financial education is a popular con-
cept, and many countries have such initiatives,
few programs have been rigorously evaluated.

On the United States, the evidence on
financial education among youth seems
mixed. Bernheim, Garrett, and Maki (2001)
show that personal finance courses in schools
are linked to higher rates of asset accumula-
tion. However, Cole and Shastry (2010) find
no relationship between the two. Carpena
and others (2011) have extended this research
and find weak evidence of an impact by sec-
ondary-school financial education courses,
but more promising results related to basic
mathematics education on future financial
habits, especially among girls. Research by
the U.S. nonprofit Jump$tart also indicates
that courses on personal finance are not cor-
related with improved performance in tests of
financial literacy (Mandell 2008). However,
more motivated students are more likely to
show a positive impact from such courses,
indicating that student engagement with the
material may be a critical factor of success
(Mandell and Klein 2007).

In Ghana, a study supported by Innova-
tions for Poverty Action, a nonprofit, reported
relatively limited results (Berry, Karlan, and
Pradhan 2013). While the financial education
program resulted in a small increase in youth
savings rates and greater risk aversion, it had
no measurable impact on the overall level of
financial literacy, time preference, or financial
planning behavior of the youth involved.

A promising example of a comprehen-
sive financial education program is a three-
semester secondary-school financial educa-
tion scheme piloted in Brazil. The program

was recently evaluated by Bruhn and others
(2013). It considerably enhanced the finan-
cial knowledge, attitudes, and behavior of
students and is being rolled out on a national
basis. In both follow-up evaluations, the stu-
dent test scores indicated that the average
level of financial proficiency was substantially
higher in the treatment group than in the con-
trol group. The test scores of both low- and
high-achiever students rose across the distri-
bution. The distributional effects of the pro-
gram speak to the accessibility of the curricu-
lum and highlight the benefits for students
across a wide performance spectrum. Simi-
larly, students in the treatment group boosted
their savings and exhibited greatly improved
spending behavior compared with the con-
trol group. In the treatment group, a higher
proportion of students saved at least some of
their income relative to the control group. The
study shows that both the proportion of stu-
dent savings and the actual amount of the sav-
ings per student increased (figure 2.7).

Teachabhle moments have value

Financial literacy programs aimed at poor
households that do not have the leeway to
change their savings behavior are bound to
produce small results. However, implement-
ing such programs at critical life-decision
points can be valuable. For example, a finan-
cial literacy program in Indonesia for work-
ers who are about to migrate abroad (and
obtain a major boost in income) has shown
a relatively large impact on savings (Doi,
McKenzie, and Zia 2012).

The term “teachable moment” refers to
times when people may be especially moti-
vated to gain and use financial knowledge
and skills and are able to put this knowledge
to work. These moments include periods dur-
ing which specific financial decisions—such
as the purchase of a financial product or ser-
vice or major life changes such as marriage,
divorce, starting a job, retirement, the birth of
a child, or the death of a spouse—occur that
may affect incomes or normal expenditures.

Most impact studies focus on adult finan-
cial education in developed-country markets
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FIGURE 2.7 Effects of Secondary-School Financial Education, Brazil
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Source: Bruhn and others 2013.

Note: Students completed surveys that included a test of financial proficiency, with scores from 0 to 100. The intervention was launched in August 2010; the first follow-up survey
was conducted in early December 2010; and the second follow-up survey was conducted in December 2011.

(especially the United States) and are typically
linked to teachable moments. The teachable
moments that are most often considered in
the literature on adult financial literacy are
retirement planning and participation in pen-
sions (often provided by employers); training
related to mortgage finance and home own-
ership; and credit or debt management, often
targeted at people with credit problems. The
ability to use immediately the new knowledge
and skills in a particular financial decision or
transaction also facilitates the impact analy-
sis of financial literacy interventions designed
around teachable moments. Workplace finan-
cial education programs leverage teachable
moments that are common to a number of
employees, such as joining a pension fund or
a retirement plan for new hires or deciding on
benefits such as insurance or stock options
when employer-provided programs change.
For example, Bayer, Bernheim, and Scholz
(2009) and Bernheim and Garrett (2003) pro-
vide evidence of a positive impact of work-
place financial education in the United States.
In both instances, the evidence is linked to
retirement savings rates.

There are several commonsense reasons
why workplace outreach may be effective,

including access to captive populations at the
place of employment, which reduces the cost
of delivering the intervention, and incentive
alignment between employers and employees
(both benefit from employees making good
financial decisions), which may raise the cred-
ibility of the information provided.

Reinforcing messages through social
networks is helpful

Several key studies have shown that it is
important to reinforce knowledge and behav-
ior through social networks. Bruhn and
others (2013), in their above-mentioned
study of a secondary-school financial edu-
cation program in Brazil, have evaluated
the impact on student savings rates of the
engagement of parents during a brief finan-
cial workshop. Parents were randomly
assigned to various workshops, some focus-
ing on health issues, others on the financial
messages being taught to their children. The
savings rate among students increased by
2.5 percentage points if the parents attended
the financial workshop provided by the
school. Thus, students whose parents had
participated in health literacy workshops
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reported they saved 13.5 percent of their
income, compared with 16.0 percent among
students whose parents had participated in
the financial literacy workshops. This dif-
ference was statistically significant at the
5 percent level and indicates that parents
were able to use their improved knowledge
to reinforce the financial messages their chil-
dren heard at school.

Research on financial literacy among
migrant workers has found that both the
desire to change savings behavior and the
ability to put newly acquired knowledge
about financial issues into effect are much
greater if both the worker who sends a remit-
tance and the individual receiving the remit-
tance have had financial literacy training. For
example, Doi, McKenzie, and Zia (2012)
have assessed the impact of financial literacy
training among migrants who are remitting
money and among the family members who
are receiving the funds from the migrants.
The training was delivered at the teachable
moment when the migrant workers were
about to leave their home country for work
abroad. The training program emphasized
financial planning and management, sav-
ings, debt management, sending and receiv-
ing remittances, and understanding migrant
insurance. The authors conclude that train-
ing among both the migrants and the family
members has large and significant impacts on
financial knowledge, behavior (for instance,
more careful financial planning and budget-
ing), and savings. If only the family member
(the recipient of the remittances) is trained,
the effect is still positive, but smaller. Train-
ing among only the migrants had no effect on
the family members. Hence, there are comple-
mentarities in treatment.

Complementary interventions matter

Combining targeted financial literacy pro-
grams with other interventions is particularly
helpful among poor households, which often
face multiple constraints on saving and other
financial activities. Even if financial educa-
tion can lead to better knowledge, individual
behavioral constraints are a significant barrier

to the enhancement of financial outcomes.
Small situational barriers, such as a “testy
bus ride, challenging hours, or the reluctance
to face a contemptuous bank teller” (Ber-
trand, Mullainathan, and Shafir 2004, 420),
can be a substantial hindrance to opening a
bank account despite the large benefit. In this
context, alleviating several constraints simul-
taneously can provide a needed impetus for
change.

Numerous studies have documented that
one-off interventions focusing only on one
constraint have little impact. For example,
Gibson, McKenzie, and Zia (2012) have stud-
ied the impact of teaching migrants in Aus-
tralia and New Zealand about various meth-
ods and cost options for remitting money to
their home countries and detected no change
in either the frequency or level of the remit-
tances. Similarly, Seshan and Yang (2012)
conducted a financial literacy course on sav-
ings among migrants in Qatar and found no
significant impacts on savings or remittance
levels.

In an innovative study, Carpena and oth-
ers (2013) tried to examine empirically the
effect of broader interventions. They stud-
ied the impact of the use of DVDs on sav-
ings, credit, insurance, and budgeting on
financial education in India. The DVDs were
produced specifically for the study. The pro-
duction process incorporated several rounds
of feedback from focus groups to adapt the
content to a target audience in urban areas.
The DVDs were shown over several weeks
to a randomly selected treatment group, and
the outcomes were compared with the results
among a control group that watched DVDs
on health literacy. Despite the relatively long
intervention, adapted content, and attractive
delivery, the influence on financial outcomes
was limited. While the study found improve-
ments in attitudes toward and awareness
of financial issues, budgeting and borrow-
ing were the only areas in which significant
changes in behavior were detected. The link
between financial knowledge and behavioral
outcomes thus appears rather weak in this
case as well, in line with the studies on one-
off interventions.
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To test the effectiveness of complemen-
tary interventions, that is, interventions that
address multiple constraints at once, Carpena
and others (2013) combined their financial
literacy treatment with goal setting and indi-
vidualized financial counseling. The results
of these integrated treatments were striking.
First, goal setting and financial counseling
have consequential effects on the take-up of
financial products. While financial educa-
tion alone does not induce individuals to
undertake informal or formal savings initia-
tives, the incorporation of goal setting and
financial counseling in the financial educa-
tion program does accomplish this. Similar
results occurred with regard to opening bank
accounts and purchasing financial products
such as insurance.

Second, the integrated treatments allowed
the respondents to plan their finances more
carefully; thus, respondents assigned to the
integrated treatment group were less likely to
borrow for consumption purposes and more
likely to understand the details of the interest
rates associated with their loans.

These results suggest that coupling finan-
cial literacy with individualized financial
counseling and a scheme of reminders can
improve savings behavior. Hence, thinking
more broadly about the constraints that indi-
viduals and households face in poor settings
is crucial.

The delivery mode matters

Unlike children, adults are often stubborn in
their preferences, which are therefore difficult
to change. Also, many people have a short
attention span and become easily distracted if
they find lecture-based financial literacy pro-
grams boring, even if the programs are con-
ducted by leading experts. Thus, innovating
the financial knowledge delivery mechanism
matters.

There are many ways that financial lit-
eracy and capability programs can be deliv-
ered, and the implications in terms of both
cost and effectiveness vary. Traditional forms
of outreach, such as classroom instruction,
brochures, and other printed materials and

one-on-one counseling, are relatively expen-
sive because of the higher per unit costs.
Technology-enabled solutions can help reduce
costs and target information and tools to spe-
cific consumer needs.

“Entertainment education” or “edutain-
ment” interventions can potentially reach
large audiences, including individuals who
may need to strengthen their financial capabil-
ity, but who would not seek out or attend spe-
cial training sessions. There is a growing lit-
erature on the use of entertainment education
to impart financial literacy. Spader and others
(2009) find that the awareness of key finan-
cial concepts increased among viewers of a
television soap opera, “Nuestro Barrio,” pro-
duced for the U.S. Latino population. Tufano,
Flacke, and Maynard (2010) have evalu-
ated the impact of video games produced by
Doorways to Dreams on a sample of 84 par-
ticipants and found a boost in financial skills,
knowledge, and self-confidence. Di Maro and
others (2013) have assessed the impact of the
use of a movie to encourage savings among
small entrepreneurs in Nigeria and find that,
while viewing the film was helpful in motivat-
ing short-term behavioral change (opening
a savings account), it did not lead to longer-
term increases in savings. Berg and Zia (2013)
have analyzed the impact of including a finan-
cial literacy story line on debt management
into an ongoing commercial soap opera in
South Africa (box 2.5).

CONSUMER PROTECTION AND
MARKET CONDUCT

Financial inclusion creates opportunities for
many consumers who have previously been
excluded from financial markets or who have
been underbanked. However, it is also accom-
panied by risks. The emphasis on respon-
sible financial inclusion in recent years is an
attempt to balance opportunity and innova-
tion in financial markets with safeguards to
prevent abuse and to help consumers benefit
from access, especially the most vulnerable.
Consumer protection and market conduct
regulations are a key aspect of a respon-
sible finance agenda. The terms consumer
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BOX 2.5 Behavior Change through Mass Media: A South Africa Example

Household indebtedness has been a large and grow-
ing problem in South Africa over the last decade. The
ratio of household debt to disposable income was
76 percent in the second quarter of 2012, up from
50 percent in 2002.2 In June 2012, the National
Credit Regulator reported that, of the roughly
20 million consumer borrowers on its books, 9 mil-
lion (47 percent) had poor credit records.P

The financial woes in South Africa are not lim-
ited to indebtedness. The household savings rate is
low (1.7 percent in the second quarter of 2012).¢
According to FinScope, 67 percent of the popula-
tion does not save at all, even though a majority of
adults believe that saving is important. Moreover, of
those who save, only 22 percent save through formal
channels.4

A project was undertaken to assess the ability of
entertainment education to influence sound finan-
cial management among individuals, with a focus
on managing debt. The project entailed the content
development, production, and impact evaluation of
financial capability story lines that were included in
a popular South African soap opera, “Scandal!” (fig-
ure B2.5.1). The soap opera has been running four

B2.5.1 Scandal! Cast

episodes a week for eight years (more than 1,500 epi-
sodes). It is broadcast on the second-most-watched
station in South Africa—the show reaches approxi-
mately 3 million viewers—and has been especially
popular among low-income South Africans. The
financial education story line stretched over two con-
secutive months, a time span deemed necessary by
social marketing specialists for the viewers to con-
nect emotionally with the characters, for the events to
unfold, and for the financial literacy messages to sink
in. The financial education messages in the story line
were tested through focus groups to ensure that they
would be correctly understood by the target group,
that the plot appeared realistic, and that the target
group could identify with the characters and their
problems. All changes suggested by the focus group
members were included in the final story line. The
development and production of the story line lasted
for eight months and cost approximately $90,000.
To evaluate the impact of the project, a random-
ized encouragement design methodology with the
following key components was used. A financial
incentive of R 60 (about $7) was provided to half of
the sample (the randomly selected treatment group)

Source: Ochre Media and e.tv. Used with permission; further permission required for reuse.

(box continued next page)
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BOX 2.5 Behavior Change through Mass Media: A South Africa Example (continued)

to encourage the participants to watch “Scandal!”
A financial incentive of the same amount was pro-
vided to the other half of the sample (the randomly
selected control group) to watch a soap opera that
is similar in terms of content and viewership profile
and that airs around the same time, but that did not
have a financial literacy component. Two phone-
based surveys were conducted. (The financial incen-
tives were transferred in the form of airtime credits.)
A final face-to-face survey probed the longer-term
effects of the soap opera four months after the finan-
cial literacy episodes had been broadcast.

The impact evaluation found substantial
improvements in content-specific financial knowl-
edge, a greater affinity for formal borrowing, less
affinity for hire purchase agreements (which spread
the cost of an expensive item over a period of time at
a high interest rate), and a decline in gambling (Berg
and Zia 2013). The possible negative consequences
of hire purchase and gambling were highlighted in
the soap opera story line: the main character ended
up in considerable financial distress because of a hire
purchase transaction and gambling.

The results of the final face-to-face survey (fig-
ure B2.5.2) show that respondents in the treatment
group were substantially less likely to have signed a
hire purchase agreement or to have gambled during
the previous six months (respectively, 19 percent and
31 percent in the control group vs. 15 percent and
26 percent in the treatment group). The heteroge-
neous effects were strongest among the respondents
with low initial financial literacy and low formal
educational attainment. The complementary quali-
tative analysis confirmed these findings and high-
lighted some key gender differences in the way men
and women think about borrowing: women gener-
ally take on debt as a last resort, while men are more
willing to borrow for purchases.

In addition, daily call volume data were obtained
from the National Debt Mediation Association that
showed an upsurge in incoming calls immediately

after an episode in which the association was intro-
duced into the story line. The call volume jumped
from an average of 120 calls per day to over 500 per
day, a more than 300 percent rise. A regression anal-
ysis confirmed that there had been a large increase
in awareness of the existence of formal avenues
for financial advice: compared with an average of
69 percent in the control group, nearly 80 percent
of the respondents in the treatment group stated
that they would seek financial advice from a formal
source if they needed it. However, this effect dissi-
pated over the longer run, likely because the relevant
content only appeared in the soap opera for a brief
period and because reinforcement of the messages

FIGURE B2.5.2 Effects of Entertainment Education
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Source: Berg and Zia 2013.
Note: "Hire purchase” refers to contracts whereby people pay for goods in
installments.

through other interventions are needed to ensure
greater knowledge retention.

The study shows that entertainment media has
the power to capture the attention of individuals and
thereby provide policy makers with an effective and
accessible vehicle to deliver carefully designed edu-
cational messages that resonate with audiences and
influence financial knowledge and behavior, at least
in the short to medium term.

a. Quarterly Bulletin 265 (September 2012), South African Reserve Bank.

b. Credit Bureau Monitor (June 2012), National Credit Regulator.

c. Quarterly Bulletin 265 (September 2012), South African Reserve Bank.

d. FinScope (database), FinMark Trust, Randjespark, South Africa, http://www.finscope.co.za/.
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protection and market conduct are sometimes
used interchangeably, but, by consumer pro-
tection, we mean a subset of market conduct.
Transparency and disclosure, fair treatment,
and effective recourse mechanisms are the
three main components of consumer protec-
tion laws and regulations.?* Market conduct
includes these three aspects of consumer pro-
tection, as well as broader regulatory respon-
sibilities related to entry and competition,
such as licensing institutions and market anal-
ysis to identify instances of excessive market
power, new risks, or fraudulent behavior.
Consumer protection is particularly useful
if there are gaps in financial literacy and finan-
cial capability, especially as policies aimed at
enhancing financial inclusion help open new
market segments and as financial institutions
introduce new distribution channels. Legal
and regulatory protections can extend across
the product life cycle by influencing the way
products are designed and marketed to con-
sumers, promoting the disclosure of fees and
interest when products are purchased, and
specifying mechanisms for redress and appro-
priate collection procedures if problems arise.

Proportionality, resources, and the
effectiveness of regulation

Consumer protection regulations should be
balanced with other goals of financial sec-
tor policy. The G-20’s Global Partnership for
Financial Inclusion has defined four distinct
financial policy goals—inclusion, stability,
integrity, and protection—and highlighted the
need for regulators to understand the effects
of changes in one area on the other three. The
links between consumer protection and the
stability and integrity of the financial system
are straightforward: measures to boost the
ability of consumers to make informed deci-
sions about financial products and services
and to seek redress if problems arise have a
direct bearing on market performance. The
relationship with financial inclusion is more
complex but no less critical. Consumer pro-
tection can raise the confidence of consumers
in financial products and services, increas-
ing the willingness of consumers to enter the

marketplace. The greater transparency cre-
ated in financial markets by consumer protec-
tion regulations can help shift demand away
from products that offer poor value to con-
sumers and toward higher-quality products,
resulting in more sustainable market growth.

Proportionality is a widely accepted princi-
ple of good regulation. It helps ensure that pro-
tection does not unnecessarily restrict access.
According to this principle, the restrictions
imposed by regulators on industry must be
proportionate to the benefits that are expected
to result from the restrictions (Lyman, Pick-
ens, and Porteous 2008). An example that is
relevant for financial inclusion is customer
identification and documentation require-
ments, which can effectively limit the access
to finance by low-income populations. Rather
than viewing the relaxation of these types of
requirements as a threat to financial stability
and integrity, regulators today see financial
inclusion as part of an effective response to
financial threats such as money laundering and
terrorist financing. The Financial Action Task
Force, which aims to protect the international
financial system from misuse, recently affirmed
the value of financial inclusion by declaring
that financial exclusion can represent a risk by
boosting the use and prevalence of informal
providers who are not monitored.?

On the credit side, well-designed gov-
ernment regulations can assist in ensuring
that loans flow to creditworthy households,
thereby helping protect the stability of the
financial sector and avoiding the negative
consequences of consumer overindebtedness.
Meanwhile, governments are sometimes sub-
ject to incentives (political pressure) to expand
the access to credit, potentially even beyond
optimal levels. On the payment side, govern-
ments can play a crucial role in retail payment
systems by addressing the potential market
failures arising from coordination problems.
Streamlining these systems and facilitating
their interoperability can improve their effi-
ciency and affordability.

Enhancing the transparency of financial
markets through disclosure requirements
that make information available and easy to
comprehend and use is another key aspect of
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consumer protection laws and regulations.
In comparing products and services, even
the most financially savvy consumers ben-
efit from standards on disclosure. Improve-
ments in disclosure standards have been, for
example, a major element of the recent U.S
financial regulatory reforms (Agarwal and
others 2009; Barr, Mullainathan, and Shafir
2008). Among other reforms, the 2009 Card
Act in the United States requires that impor-
tant billing information be in plain language
and plain sight. In addition to information
on the minimum payment, bills must include
the number of months needed to pay off the
debt if the consumer pays only the minimum
and provide the amount that would need to
be paid to retire the debt within 36 months.
A recent study shows that there have been
improvements because of these disclosure
requirements, including higher minimum pay-
ments and, in some cases, payment amounts
revised to approach the 36-month payoff
amount. However, these gains have typically
not been retained, and people who pay off
higher debt amounts still tend to raise their
overall debt levels.

Consumer protection policies to address
information failures and improve disclosures
are at least as challenging to implement in
low-access, low-income environments. Suc-
cessful implementation depends on the skill
mix of consumers and the local market struc-
ture (Beshears and others 2009; Gu and Wen-
zel 2011; Inderst and Ottaviani 2012). An
ongoing study on Mexico shows that loan
officers voluntarily provide little information
to low-income clients, and, if probed, most
appear to be misinformed about key char-
acteristics of the products they offer (Giné,
Martinez de Cuellar, and Mazer 2013). More
importantly, clients are never offered the
cheapest product that fits their needs, most
likely because institutions make more profit
by supplying more expensive products. This
illustrates the challenge of disclosure policies
that run counter to the commercial inter-
est of financial institutions (box 2.6). The
Mexican study also highlights the potential
value of regulators who are proactive in their
approach to the supervision of consumer

protection laws and regulations, including the
use of mystery shoppers and other tools that
provide accurate, unfiltered information on
how financial products and services are mar-
keted and sold.

The inadequacy of existing disclosure
regimes has been highlighted through World
Bank consumer protection diagnostic reviews
(World Bank 2009a, 2009b, 2010). These
reviews have found that at least half of the
complaints submitted to supervisory authori-
ties are requests for additional background
information to help consumers understand the
financial services they purchase. The poor con-
ditions in low-access environments, including
low levels of literacy and numeracy, regulatory
capacity constraints, the existence of unregu-
lated informal providers, and overreliance on
advice from loan officers, all pose obstacles to
the effective application of disclosure require-
ments (Chien 2012).

Efficient consumer protection rules should
also cover the other communication channels
financial institutions use to present informa-
tion to consumers beyond the disclosure pro-
vided at the point of sale. Along with informa-
tion from family and friends, many consumers
depend on advertising or comparisons in the
media (that may or may not be independent)
as their primary sources of information about
financial products. The reliance on advertis-
ing is even more pronounced in rural settings,
where consumers usually have less experi-
ence with financial services and are thus more
susceptible to misleading information. For
example, World Bank studies in Azerbaijan
and Romania find that more than one-third
of rural consumers—34 percent and 38 per-
cent, respectively—rely on advertising for
their financial product information compared
with only 25 percent and 17 percent, respec-
tively, in urban areas.

Once consumers have made a decision to
purchase a financial product or service, there
are numerous business practice issues that
come into play. Key topics include ethical
staff behavior, selling practices, and the treat-
ment of client data, as well as issues related
to product design and marketing (Brix and
McKee 2010). For example, in various ways,
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BOX 2.6 Case Study: New Financial Disclosure Requirements in Mexico

The traditional approach to financial consumer
protection regulation has focused on providing
information to consumers and assuming that ratio-
nal decisions will follow. Insights from behavioral
economics, however, indicate multiple reasons for
departures from this classical model, including
present bias, loss aversion, difficulties dealing with
ambiguous information or too much information,
and status quo bias.

New research and practical examples from a vari-
ety of countries indicate ways that consumer protec-
tion regulations and recourse mechanisms can be
crafted to be more effective by taking into account
how people actually react to disclosures on con-
tracts, information provided by lenders, and infor-
mation on recourse mechanisms.

In Mexico in 2009, new requirements were
approved on disclosure formats and pricing poli-
cies through the Law for Transparency and Regula-
tion of Financial Services. One part of the regula-
tion requires that consumers be presented with key
financial terms. However, disclosure-related prob-
lems persist in the Mexican financial market. To
understand how the regulations are being applied,
researchers working with the National Commission
for the Protection of Users of Financial Services, the
government agency charged with financial consumer
protection, sent trained mystery shoppers to 19
financial institutions in four towns near Mexico City
with predominantly low- to middle-income popula-
tions of between 30,000 and 50,000 people. The
mystery shoppers carried out 112 visits to financial
institutions, lasting, on average, 25 minutes, includ-
ing about 15 minutes of face-to-face encounters with

staff. Shoppers had various planned scripts on the
kinds of accounts they were seeking (checking or
fixed term savings), their level of financial literacy
or knowledge (neophytes or experienced), and their
awareness of the competition and other offers.

Giné, Martinez de Cuellar, and Mazer (2013) ana-
lyzed the quality of the information obtained by the
shoppers along three dimensions: the conditions and
terms of the accounts, such as interest rates and type
of interest; the fees and commissions, such as those
related to minimum balances and early withdraw-
als; and account usage, including procedures for bal-
ance inquiries and money withdrawal. Staff provided
verbal information voluntarily (without prompting)
on only one-third (6 of 18) of the information items
being surveyed. The “experienced” shoppers were
provided more information on fees and on the usage
of the accounts and were also more likely than the
neophytes to be shown a loan contract. The ganan-
cia anual total (total annual return), a measure of
annual interest that can be compared across insti-
tutions because it is specified by formula, was only
provided at the request of the experienced shoppers,
and only in two cases were staff of financial institu-
tions able to explain this precisely. Printed materials,
if they were supplied at all, offered little additional
information that could help in evaluating products.
The shoppers typically received product offers that
were more expensive than products more suited to
their needs, reflecting the misalignment of incentives
that exists between a financial institution and its cus-
tomers. The research demonstrates the difficulty, in
practice, of regulating disclosure, transparency, and
the provision of information by financial institutions.

financial firms take advantage of informa-
tion asymmetries and limits on the ability
of consumers to understand and use infor-
mation, including through pricing strategies
and by highlighting irrelevant information
or by developing redundant financial “inno-
vations” that target less-sophisticated con-
sumers (Carlin 2009; Choi, Laibson, and
Madrian 2010; Gabaix and Laibson 2005;
Henderson and Pearson 2011; Johnson and
Kwak 2012). Policy makers concerned with

fair treatment in business practices can use
incentives through regulation and by encour-
aging competition and market transparency
(to identify good actors), as well as coer-
cive tactics such as the regulation of specific
products and practices. However, enforc-
ing fair treatment is complicated because,
in low-access environments, the lack of for-
mal financial options may lead customers to
accept abusive or coercive treatment in the
formal or informal sector.
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The rules on the books vs. enforcement

There is an important gap between enforce-
ment and the consumer protection laws and
regulations on the books. According to the
World Bank’s recent Bank Regulation and
Supervision Survey (Cihdk and others 2012),
many countries have consumer protection
regulations on the books, but only a small
fraction of these countries actually enforce the
regulations (figure 2.8). In about two-thirds of
countries, banking regulators are responsible
for consumer protection. The share is higher
in Central and Eastern Europe (77 percent)
and lower in East Asia (63 percent) and Sub-
Saharan Africa (61 percent). Regulators report
they have a number of avenues of enforce-
ment; the most common is the ability to issue
a warning (64 percent of responding coun-
tries), followed by the ability to impose fines
and penalties (55 percent). The least common
means of enforcement is the most drastic one,
withdrawing the license of the provider. This
step is available in 34 percent of countries in
the sample. Most countries, with the excep-
tion of countries in the Middle East and North
Africa, report they have several enforcement
tools at their disposal; the median number of
tools is four.

Enforcement actions (the orange columns
in figure 2.8) are much more frequently taken
in high-income countries than in other catego-
ries of countries. This may, to some extent,
reflect the bigger size of high-income country
financial systems, but analysis indicates that,
even if the number of enforcement actions is
scaled by banking system assets in each coun-
try, major differences persist, and the ratio
of assets per enforcement action is signifi-
cantly higher in high-income countries than
in low-income countries. The distribution of
enforcement actions is also quite uneven in
this sample: six countries account for about
85 percent of the total number of enforce-
ment actions. The strongest sanction—revok-
ing a license to operate—was available to
34 percent of the countries, but was only used in
4 percent of the countries in 2006-11.

Several factors may inhibit the effective-
ness of consumer protection regimes. One is

FIGURE2.8 Consumer Protection Regulations and Enforcement

Actions

Instruments available

r 350

- 300

250

- 200

= 150

- 100

~ 50

D T T T
Low income  Lower-middle Upper-middle
income income
Actions taken per year (right axis)

Instruments available (left axis)

High income

Actions taken per year

Sources: Bank Regulation and Supervision Survey (database), World Bank, Washington, DC, http://

go.worldbank.org/WFIEF81APO; Cihék and others 2013.

Note: The numbers are per country averages for the respective country groups.

a lack of adequate resources. In Brazil, for
example, the Consumer Protection Secretary
in the Ministry of Justice has responsibility
for all economic sectors. Most complaints and
issues originate in only a few key industries.
In 2010, there were 26,000 complaints related
to finance, representing 21.5 percent of the
total (second place). Even so, no full-time
staff member is charged with dealing with
financial complaints, and fewer than 30 full-
time staff cover consumer protection issues
nationwide in a country of 200 million.?
Only about two-thirds of the regulators who
are responsible for financial consumer protec-
tion in countries have a dedicated team or unit
working in this area (Cihdk and others 2012).
Some countries also have several separate sec-
toral financial supervisors with varying con-
sumer protection mandates, which may lead
to uneven consumer protection, uneven atten-
tion to consumer issues, and regulatory arbi-
trage by financial groups seeking to limit the
impact of consumer protection rules.

In countries where an agency with broad
responsibility for consumer protection handles


http://go.worldbank.org/WFIEF81AP0;
http://go.worldbank.org/WFIEF81AP0;
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consumer protection for finance, there may
also be problems because of a lack of knowl-
edge of financial sector issues in the agency. In
the case of Brazil, for example, the Consumer
Protection Secretary is supported at the local
level by consumer protection bureaus known
as procons, which provide services directly to
citizens across all product and service catego-
ries and through a variety of means, includ-
ing by phone, in person at an office, and by
mobile procon vans. While these bureaus are
important in making consumer protection
accessible to more Brazilians, they may lack
the specific knowledge of finance necessary
for effective action. On several key consumer
protection issues, leading procons have taken
positions against financial regulators and
arguably against the interests of consumers.
For example, procons have criticized the law
creating the positive data archive in the credit
reporting system (the cadastro positivo) on the
basis of concerns over data protection that are
valid, but have not balanced this by discussing
the potential gains through the cadastro from
more transparent and competitive credit mar-
kets. In the case of the payment card industry,
procons defend the right to claim nao sobre
preco (often translated as the law of one
price), arguing that consumers should not be
subject to higher costs for goods purchased
with credit cards instead of cash. However,
this is a position that strengthens the hand of
card acquirers in their dealings with retailers
and may contribute to higher prices, which is
not in the interest of consumers (Central Bank
of Brazil, Ministry of Finance, and Ministry of
Justice 2010).

The organization of consumer protection

In some countries, including Malawi, Por-
tugal, and, until recently, the United States,
financial regulators are responsible for pru-
dential supervision, consumer protection,
and market conduct. In countries with lim-
ited resources and institutional capacity and
a lack of professional staff able to perform
financial market supervision, combining these
two functions may be the best solution. There
are also advantages to combined supervi-
sion given that the market intelligence gained

through the enforcement of consumer protec-
tion regulations can be useful for prudential
supervision, and vice versa. Prudential regula-
tors also tend to be well funded and attract
top-quality staff, providing a strong institu-
tional framework for consumer protection
and market conduct activities. However, there
is also a potential downside to this approach.
This may include inefficiencies and disecono-
mies of scale because of a lack of harmony
and poor task delegation across banking,
insurance, and securities and the competition
of resources between the two regulatory func-
tions, which could result in circumstances in
which regulators choose to maintain financial
sector stability at the expense of consumer
protection.

For these reasons, some countries have
created a specific regulator for financial con-
sumer protection and market conduct issues.
Another reason for separating prudential and
consumer protection regulation relates to
the wide range of providers offering finan-
cial products and services, many of which
are nonbank financial institutions. This kind
of twin peaks approach is considered a way
to limit regulatory gaps and ensure competi-
tive neutrality (Cihiak and Podpiera 2008).
Because of the relative stability of banking
systems in countries such as Australia and
Canada during the global financial crisis,
interest in the twin peaks model of supervi-
sion has been growing in recent years. In the
United States, a new supervisory structure,
anchored by the Consumer Financial Protec-
tion Bureau, has been established to focus on
consumer protection and market conduct. In
the United Kingdom, a similar change has
been undertaken through the creation of the
Financial Conduct Authority.

An alternative approach involves the
establishment of a general consumer protec-
tion agency responsible for financial con-
sumer protection. In the United States, for
example, prior to the creation of the Con-
sumer Financial Protection Bureau, the Fed-
eral Trade Commission handled some aspects
of financial consumer protection, including
complaints related to credit reporting. The
advantages of this approach include regula-
tory independence because officials are not
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FIGURE 2.9 Evolution of Business Conduct, by Financial Market Depth
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working only with financial markets and have
the ability to examine problems that involve
finance beyond supervised institutions in retail
lending. However, there are often also poten-
tial drawbacks, including a lack of resources
and high-quality staff, a lack of knowledge
of financial products and services, and lim-
ited ability to influence powerful stakeholders
such as banks and other financial providers.
Whatever the specific institutional struc-
ture, formal market conduct supervision has
been catching on in both developed and devel-
oping economies. According to Melecky and
Podpiera (2012), over half of the 98 countries
surveyed have employed some form of for-
mal market conduct supervision (figure 2.9).
And, while specific mandates may differ, most
countries share the same overall outcome
goals for the operations of the market conduct
supervisors: (1) fair treatment of consumers,
(2) enhanced and informed participation in
the financial system, and (3) sustained public
confidence and trust in the financial system.

GOVERNMENT POLICIES FOR
FINANCIAL INCLUSION

A key role for the government in terms of
financial inclusion is to deal with obstacles
in the supply or demand of financial services

that can lead to inefficient outcomes. Asym-
metric information (which leads to adverse
selection and moral hazard problems) and
high transaction costs are two significant
obstacles that are commonly mentioned.
Asymmetric information and high transac-
tion costs can generate first-mover dilemmas
and coordination problems that prevent the
expansion of financial services to certain seg-
ments of the population (de la Torre, Gozzi,
and Schmukler 2007). For example, a bank
investing in a technology or business model
that can reach underserved customers has to
bear the risks and the initial costs if the exper-
iment fails, but can quickly lose market share
if others follow its lead. Problems of this sort
can promote underinvestment in innovations
that can mitigate asymmetric information and
high transaction costs. At the same time, the
departures of consumers from rational behav-
ior may also generate inefficient outcomes
and justify government action.

The following subsections focus on
three roles that the government can play in
financial inclusion to mitigate the problems
associated with asymmetric information,
high transaction costs, and consumer irra-
tionality: (1) develop the legal and regula-
tory framework, (2) support the informa-
tion environment, and (3) subsidize access



94

FINANCIAL INCLUSION FOR INDIVIDUALS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

or undertake other direct policies to expand
financial inclusion.

Developing the legal and regulatory
framework

Legal institutions underpin the development
of the financial sector (Djankov, McLiesh,
and Shleifer 2007; La Porta and others
1997, 1998; Levine 1998, 1999). In particu-
lar, the protection of private property and
the enforcement of shareholder and creditor
rights are cornerstones of developed financial
sectors (for example, see Levine 1998, 1999).
In environments with weak legal institutions,
contract writing and enforcement are prob-
lematic. As a result, financial institutions tend
to resort to more costly business models (such
as relationship lending or group monitor-
ing) that might limit both the supply and the
demand for their services.

The government has a key part in enhanc-
ing financial inclusion by introducing laws
that protect property and creditor rights and
by making sure that these laws are adequately
enforced. A number of studies find that both
the quality of the laws and the efficiency of
enforcement of creditor rights affect the avail-
ability and cost of credit to households.?”
Meador (1982) finds that interest rates in
the U.S. mortgage market are higher in those
states in which the cost and duration of judi-
cial interventions to repossess collateral are
greater. Focusing on Europe, Freixas (1991)
shows that the cost and the duration of the
judicial process required to repossess collater-
alized assets are inversely related to consumer
and home lending. Combining data on Ital-
ian households and the performance of Italian
judicial districts, Fabbri and Padula (2004)
find that an increment in the backlog of pend-
ing trials has a statistically and economically
significant positive effect on the probability
of loan rejections among households. Japelli,
Pagano, and Bianco (2005) find similar evi-
dence using aggregate credit data across 95
Italian provinces. Using data on mortgage
debt outstanding in 62 countries during
2001-05, Warnock and Warnock (2008)
find that countries with stronger protections

for legal rights have deeper housing finance
systems.

The efficiency of the legal system also mat-
ters because this can affect the sectoral compo-
sition of lending. For instance, Costa and de
Mello (2006) find that, in Brazil, banks pro-
vided payroll loans—the repayment of which
was deducted from the employee’s payroll
check—at lower rates than regular consumer
loans, which were subject to the inefficient
procedures of the Brazilian legal system. Using
databank-level survey data for over 20 tran-
sition economies, Haselmann and Wachtel
(2010) find that, if bankers have positive per-
ceptions of the legal environment, they tend to
lend more to opaque borrowers such as house-
holds and small and medium enterprises.

The strength and enforcement of creditor
rights can have implications for household
debt repayment behavior. Using data from
the European Community Household Panel
during 1994-2001, Duygan-Bump and Grant
(2009) find that, if faced with adverse shocks,
households in countries with poor protection
of creditor rights are more likely to delay their
loan repayments. Hence, poorly designed and
enforced creditor rights discourage lending
and encourage households to default.

A key component of a modern collat-
eral framework is the existence of collateral
registries. The extensive research on the use
of property rights, land titles, and access to
finance suggests that property ownership is
important in the attitudes, beliefs, and behav-
iors that can have a considerable impact on a
variety of social, income, and even environ-
mental factors (Di Tella, Galiani, and Schar-
grodsky 2007; Goldstein and Udry 2008;
Jacoby, Li, and Rozelle 2002). However, the
traditional view of the importance of prop-
erty rights in access to finance arising because
property provides solid collateral is being
challenged by new findings. For example,
Deininger and Goyal (2012) evaluate the
impact of modernizing land title registries in
Andhra Pradesh, India, and find significant,
but modest rises in access to credit only in
urban areas. Galiani and Schargrodsky (2010)
study the impact of the acquisition of clear
land titles on access to finance and on other
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measures of well-being in a poor suburban
area of Buenos Aires. They find that house-
hold welfare improves, but not through the
credit channel; rather, long-term investments
in housing and human capital formation made
without access to formal credit account for the
changes. Galiani and Schargrodsky (2011a)
discuss the difficulty that low-income home-
owners face in maintaining formal land titles
over time because of the relatively high cost
of the administrative procedures. Galiani and
Schargrodsky (2011b) find evidence of links
between long-term investments and stronger
property rights in rural areas, but none of the
links are attributable to the use of land for col-
lateral in formal credit markets. These stud-
ies point to the importance of strong property
rights, but call into question policies focused
narrowly on providing land titles.

Developing the information environment

Information asymmetries between people
who demand and people who supply finan-
cial services can lead to adverse selection and
moral hazard. For example, in credit mar-
kets, adverse selection arises when informa-
tion about the borrower’s characteristics is
unknown to the lender. Moral hazard refers
to a situation whereby the lender’s inability
to observe a borrower’s actions that affect
repayment might lead to opportunistic behav-
ior on the part of the borrower. In both cases,
asymmetric information leads to rationing (a
situation where the supply falls short of the
demand).

Theoretical models suggest that informa-
tion sharing can reduce adverse selection in
markets in which borrowers approach dif-
ferent lenders sequentially (Pagano and Jap-
pelli 1993). Moreover, information sharing
can also have a strong disciplining effect on
borrowers (Padilla and Pagano 2000). The
model of Diamond (1984) indicates infor-
mation sharing can motivate borrowers to
choose agreed projects. Other models show
that information sharing can discipline bor-
rowers into exerting substantial effort in
projects and in repaying loans (Klein 1992;
Padilla and Pagano 2000; Vercammen 1995).

The government can enhance financial
inclusion by facilitating the access of banks
to borrower information either by passing
laws and regulations that enable banks to
share information or by directly setting up
public credit registries. These are databases
established and managed by central banks or
financial supervisors that capture informa-
tion on both individual and firm borrowers
and their credit. Private credit bureaus refer,
meanwhile, to information-sharing arrange-
ments spontaneously created and maintained
by private financial institutions.

The current evidence on the relation-
ship between information sharing and credit
market performance relies mostly on cross-
country comparisons using aggregate or firm-
level data. Jappelli and Pagano (2002) and
Djankov, McLiesh, and Shleifer (2007) show
that aggregate bank credit to the private sec-
tor is more substantial in countries in which
information sharing is more well developed
(figure 2.10). Analyses of firm-level survey
data indicate that access to bank credit is
easier in countries in which there are credit
bureaus or registries (Brown, Jappelli, and
Pagano 2009; Galindo and Miller 2001; Love

FIGURE 2.10
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and Mylenko 2003). Though fewer stud-
ies exist that focus specifically on the impact
of credit registries on consumer lending, the
evidence is generally positive. For example,
using a unique data set on credit card appli-
cations and decisions from a leading bank in
China, Cheng and Degryse (2010) analyze
how the introduction of information shar-
ing via a public credit registry affects bank
lending decisions. They find that borrowers
on whom there was extra information (those
on whom information was shared with the
bank by other institutions) received a more
substantial line of credit on their credit cards
than those borrowers on whom the informa-
tion came only from the bank.

Because participation in public credit reg-
istries is typically mandatory, they can jump-
start credit reporting in countries with no
private credit bureaus (Jappelli and Pagano
2002). However, to be effective, public credit
registries need to provide timely and sufficient
data on borrowers and their creditworthiness
(Maddedu 2010). Basic borrower informa-
tion (such as full name, unique identification
number, and location) is necessary, along with
the corresponding information on the credit
extended (such as credit type, outstanding
amount, days past due, and the date of origi-
nation) and on any risk mitigation measures
securing the credit (such as collateral and
guarantors). The coverage of the public credit
registry should be comprehensive—it should
include not only large, but also small debts—
and include as many financial intermediaries
as possible; in other words, it should include
not only banks, but also MFIs, cooperatives,
and so on. Ultimately, the extent, accuracy,
and availability of the information collected
by the government will determine the useful-
ness of the public credit registry as part of the
toolkit to expand access to credit.

While public credit registries can be impor-
tant in the early stages of financial develop-
ment, they can also reduce the attractiveness
of private bureaus. In countries in which the
government decides to retain a public credit
registry, ensuring fair competition should be a
major objective of regulation (box 2.7).

Subsidies and debt relief programs

As in other areas of development, the use of
public funds is easy to justify in the interest of
improving access and thereby promoting pro-
poor growth. Such subsidies should be evalu-
ated against the many alternative uses of the
donor funds or scarce public funds, not least
of which are alternative subsidies to meet the
education, health, and other priority needs
among the poor. In practice, such a cost-
benefit calculation is rarely made. Indeed, the
scale of subsidies is often unmeasured.

Furthermore, as with financial sector taxa-
tion, subsidies can be more liable to dead-
weight costs in finance than in many other
sectors (Honohan 2003). It is often especially
difficult to ensure that finance-related subsi-
dies reach the target group or have the hoped-
for effect.

An even more serious problem is the pos-
sible chilling effect of subsidies on the com-
mercial provision of competing and poten-
tially better services for the poor. Subsidizing
finance is likely to undermine the motivation
and incentive for market-driven financial
firms to innovate and deliver. It is this dan-
ger—that subsidies will inhibit the viability of
sustainable financial innovation—that can be
the decisive argument against some forms of
subsidy.

Note that it is not subsidization of the poor
that should be questioned: the poor need help
and subsidies in many dimensions. Subsidies
to cover fixed costs (for example, in payment
systems, especially if these generate network
externalities) may be less subject to this chill-
ing effect than subsidies that operate to cover
marginal costs. Each case must be assessed on
the merits.

Microfinance is the area of financial access
in which subsidies have been most highly
debated. Many well-intentioned people have
sought to make credit affordable for the poor
by means of subsidies. As a result, a major-
ity of MFIs today—though fewer of the larg-
est ones—operate on a subsidized basis (Cull,
Demirguic-Kunt, and Morduch 2009). Some of
these subsidies are for overhead, and the MFIs
do not think of them as subsidies on interest
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BOX 2.7 Monopoly Rents, Bank Concentration, and Private Credit Reporting

The existence of a comprehensive credit reporting
system is beneficial for the financial market as a
whole, but individual lenders may profit from shar-
ing only limited information with other market par-
ticipants. If only one lender has credit information
on a firm or individual, this lender faces less com-
petition in lending to these borrowers because other
institutions may be reluctant to offer them credit.
In economic terms, a lender can capture monopoly
rents by not sharing information. This issue may be
particularly pronounced if the market for credit is
dominated by a few large banks. These banks would
each already have a broad customer base and may
try to maintain their large market share by holding
onto information. Not making information available
can also prevent entry by new banks.

Bruhn, Farazi, and Kanz (2012) examine the
relationship between bank concentration and the
emergence of private credit reporting. Using data for
close to 130 countries, the authors find that bank
concentration is negatively associated with the prob-
ability that a credit bureau emerges. Figure B2.7.1
illustrates that 80 percent of countries with low bank
concentration have a credit bureau, whereas only 39
percent of countries with high bank concentration
have a credit bureau. This difference is smaller for
credit registries (56 percent vs. 37 percent), which
may reflect the fact that banks are required to report
to a credit registry, while participation in a credit
bureau is often voluntary.

This result is robust if one controls for confound-
ing factors that could bias the analysis. In addition,

the data also show that higher bank concentration is
associated with the less-extensive coverage and qual-
ity of the information being distributed by credit
bureaus. These findings suggest that market fail-
ures can prevent the development of effective credit-
sharing systems, implying that the state may have to
intervene to help overcome these obstacles.

FIGURE B2.7.1 Credit Bureaus and Registries Are
Less Likely if Banks Are Powerful
1.0
= i 0.92
E 0.80
S 08 -
g .
g 0.6 0.56 053
8 =)
3 04 4 037 039
B
“6 -
=
= 02
2
S i
oo
0 T T 1
Credit registry Credit bureau Any credit reporting

Low bank concentration High bank concentration

Source: Based on Bruhn, Farazi, and Kanz 2012.

Note: The figure shows the percentage of countries with private (credit
bureau), public (credit registry), or any credit reporting institutions. The
countries are distinguished by high or low bank concentration (above or below
the sample mean). Bank concentration is the asset share of a country's three
largest banks.

rates. Many currently subsidized MFIs aspire
to reach a break-even point and ultimately
become fully profitable. Others, including the
well-known Grameen Bank, consciously apply
subsidies to keep interest rates down. MFIs
that operate group-lending schemes and thus
that are more focused on the poor, rely on the
relatively largest amount of subsidies.

While many borrowers are able and will-
ing to service interest rates at levels that allow
efficient MFIs to be fully profitable, there is
no doubt that demand and borrower sur-
pluses would be even greater if interest rates

were lower. Many would agree with Morduch
(1999) that the prospects of reaching many of
the poor with unsubsidized credit are limited.
But even if subsidized microcredit can be used
to broaden financial inclusion, credit is only
one among several financial service needs of
the poor. Ensuring sustainable access to credit
markets requires greater access to other finan-
cial services, including savings and insurance
products.

Policies that support access to credit at
below market rates may also be part of gov-
ernment programs used to gain political sup-
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port. Interest rate caps, interest rate subsidies,
and debt restructuring programs are common
around the world, and especially widespread
in rural credit, where they can help in reach-
ing geographically dispersed constituencies.
While such programs may offer short-term
welfare gains for borrowers, they can also
lead to severe credit market distortions that
may hinder financial inclusion in the longer
run. As a case study of such a policy, box 2.8,
examines the impacts of a government bailout
for heavily indebted rural households in India.

Other direct interventions to address
financial inclusion

Several other direct interventions for financial
inclusion have attracted attention in recent
years. These include government-to-person
(G2P) payments, the use of state-owned
banks, the use of government postal services
for financial inclusion, and explicit financial
inclusion strategies.

In the payments and savings arena, gov-
ernments can potentially play a direct role
in enhancing financial inclusion by using
G2P payments to raise the demand for bank
accounts. These payments, which could
include social transfers and wage and pen-
sion payments, can facilitate access through
existing government infrastructure, such as
post office networks. If well designed, these
payments have the potential to become a
vehicle for extending financial inclusion, and
some observers have noted that providing
poor G2P recipients with financial services
could strengthen the development impact of
G2P payments (Bold, Porteous, and Rotman
2012; Pickens, Porteous, and Rotman 2009).
Allen, Demirgiig-Kunt, and others (2012)
examine the effects of G2P payments as
part of a broader examination of the factors
driving financial inclusion. Specifically, they
include in their models of account penetra-
tion a dummy variable for whether the gov-
ernment reported it had encouraged or man-
dated the payment of government transfers
or social payments through bank accounts.
They find that the existence of accounts to
receive G2P payments lowers the likelihood

that the individuals with the accounts will
cite lack of funds as a barrier. This suggests
that government policies to enhance inclu-
sion can increase the likelihood that individu-
als perceive that financial services are within
their reach.

There is growing evidence that postal
networks can play a powerful role in finan-
cial inclusion. According to some observers,
postal networks around the world have gone
or are going through a transformation from
mail-centered bureaucracies to diversified
commercial enterprises with a social mission
to serve the whole population and reduce
financial exclusion (Berthaud and Davico
2013; El-Zoghbi and Martinez 2012). The
arrival of the Global Findex data provides
some new cross-country empirical evidence
on the subject, suggesting where postal finan-
cial inclusion may be relevant and appli-
cable.? The data show that postal financial
inclusion reaches the poorer, older, less well
educated, and unemployed people at the bot-
tom of the pyramid.

Financial inclusion strategies

A growing number of countries have adopted
formal national financial inclusion strate-
gies. These are public documents, developed
through a consultative process that typically
involves a variety of public sector bodies (the
ministry of finance or economy, the central
bank, consumer protection agencies, the min-
istry of justice, social protection agencies, and
so on) as well as private sector firms (commer-
cial banks, insurance firms, nonbank financial
institutions, telecommunications firms), and
civil society partners (such as microfinance
organizations and nongovernmental organi-
zations in financial education). In many coun-
tries, the financial inclusion strategy is led by
the central bank. In Kenya, for example, the
central bank was aided by Financial Sector
Deepening Trusts, supported by the United
Kingdom’s Department for International
Development, and surveys and research con-
ducted by Finmark Trust. In Colombia, a
government-created independent trust fund
has led efforts on financial access.
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BOX 2.8 Exiting the Debt Trap: Can Borrower Bailouts Restore Access to Finance?

Many households around the world are excluded
from access to formal financial services because of
high levels of household debt. This is particularly
true of rural households that are exposed to a vari-
ety of recurring economic shocks (drought, export
price volatility), but that may lack the tools to insure
against the resulting income volatility. The poten-
tially far-reaching aggregate implications of extreme
household indebtedness have motivated a number of
large government-led debt relief and debt restructur-
ing programs that aim to bring recipients back into
the fold of the formal credit market.

In India, where overindebtedness among rural
households has been a particularly substantial
problem, the government has resorted to an unusu-
ally bold policy response. Prompted by a wave of
defaults among microfinance borrowers and a highly
visible rise in farmer suicides in poorer regions of
the country, the government embarked on what was
perhaps the largest household-level debt relief pro-
gram in history. Announced in February 2008, the
Agricultural Debt Waiver and Debt Relief Scheme
(ADWDRS) for Small and Marginal Farmers can-
celled the outstanding debt of more than 40 million
rural households across the country; this represented
approximately 1.7 percent of India’s GDP.

What was the effect of this large-scale interven-
tion on access to finance, credit supply, and loan
performance? While the benefit of debt relief pro-
grams for individual households can be substantial,
the merit of such programs as a tool to improve
household welfare in the long run remains highly
controversial. Proponents of debt relief argue that
extreme levels of household debt are likely to dis-
tort investment and production decisions, and thus
debt relief holds the promise of improving the pro-
ductivity of beneficiary households. Critics of debt
relief, on the other hand, worry that it is difficult
to “write off loans without also writing off a cul-
ture of prudent borrowing and repayment.” If debt
relief changes expectations and borrower behavior,
they argue, bailouts may, in fact, lead to widespread
moral hazard and more severe credit rationing
in the future. Although both views can appeal to
a foundation in economic theory, there exists sur-
prisingly little evidence on how indebtedness and,
hence, debt relief affect economic decisions and

the access to credit at the household level. India’s
experiment with debt relief provides an excellent
chance to bring some empirical evidence to bear on
this debate.

Two recent studies use the natural experiment
arising from India’s large-scale borrower bailout
to examine the effect of debt relief at the house-
hold and economy level. Kanz (2012) uses a sur-
vey of 2,897 households that were beneficiaries of
India’s debt relief program to gather evidence on the
impact of debt relief on the subsequent economic
decisions of these households. One important inten-
tion of the program was to provide households with
a “fresh start” by clearing pledged collateral and
enabling new borrowing that would allow house-
holds to finance productive investment. The results
suggest that the program was successful along only
one of these dimensions. Debt relief led to a substan-
tial and persistent reduction of household debt. Even
one year after the program, beneficiaries of uncon-
ditional debt relief were approximately Rs 25,000
($464 or 50 percent of median annual household
income) less indebted than households in a con-
trol group. However, the program did not manage
to reintegrate the recipient households into formal
lending relationships. Despite the fact that banks
were required to make bailout recipients eligible
for fresh loans, a large fraction of the households
did not use their freed-up collateral to take on
new loans. This is directly reflected in household
investment and productivity: beneficiary house-
holds reduce their investment in agricultural inputs
(which tend to be largely credit financed) and suffer
a corresponding decline in agricultural productiv-
ity. Taken together, these household-level results
suggest that merely writing off debt might be a nec-
essary, but not sufficient policy to help households
gain access to new financing and engage in produc-
tive investment.

This means that, if debt relief is to encourage new
investment, debt forgiveness should be accompanied
by measures to restore banking relationships. By
the same token, the results indicate that, among the
sources of constraints to produce investment, expec-
tations about future access to credit are as important
as the disincentives generated by the debt overhang
arising from high levels of inherited debt. Hence,

(box continued next page)
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BOX 2.8 Exiting the Debt Trap: Can Borrower Bailouts Restore Access to Finance?

(continued)

a bailout designed to encourage new investment is
likely to be effective only if it is implemented in a
way that credibly improves the long-term expecta-
tions of households about their access to finance.

While the microevidence gathered from household-
level studies can tell us something about the effect of
debt relief on individual households, it does not
allow us to draw inferences about the larger eco-
nomic effects of such programs. For example, an
important caveat about large-scale debt relief or
restructuring programs is that they might generate
significant moral hazard and do lasting damage to a
country’s credit culture. This, in turn, might lead
banks to change the way they allocate credit that
might make it even more difficult for marginal
households to obtain credit in the future. Are these
concerns justified?

To explore these questions, Giné and Kanz (2013)
use district-level data on credit supply and loan
performance for a panel of Indian districts for the
period between 2001 and 2012, that is, before and
after ADWDRS. The study shows that the bailout
led to a reallocation of new credit away from high
bailout districts, an overall slowdown in new loans,
and significant moral hazard in the post program
period (figure B2.8.1). Although credit supply to the

FIGURE B2.8.1 Bailouts and Moral Hazard
a. Credit growth
i — 70
6,000 iProgram

!launched L 60
g 5,000
= 50
2 4000
o — 40
B 3,000
= — 30
]
2 2,000 - 20
2 1,000 L 10

0 :

T T T T T T T T T
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

New credit (amount) === New loans (number)

Source: Based on Giné and Kanz 2013.
Note: Rs = Indian rupees.

most strongly affected regions has rebounded in the
years since the bailout, the results suggest that the
program has had a negative long-run impact on the
financial access of marginal borrowers. This under-
scores that a major challenge in designing effective
debt relief and restructuring programs is to mini-
mize the adverse effect on repayment incentives and
credit market discipline.

Are there alternatives to borrower bailout pro-
grams in settings in which overindebtedness is as
widespread as in the case of India? Some countries
have experimented with debt restructuring that
makes relief conditional on borrower behavior.
While this approach is less likely to distort repay-
ment incentives, it has often been more difficult to
establish eligibility and enforce compliance with
conditional debt relief programs. Perhaps the most
efficient policy solution to the problem of excessive
household debt is to strengthen provisions for per-
sonal bankruptcy settlements. This would allow for
the orderly discharge of household debt in a way that
avoids incentive distortions and deals with the prob-
lem before it becomes so severe as to require large-
scale policy interventions into the credit market that
are prone to mismanagement and political capture.

b. Loan performance
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a. “Waiving, Not Drowning: India Writes Off Farm Loans. Has It Also Written Off the Rural Credit Culture?” The Economist, July 3, 2008.
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The main stated objective of these strate-
gies is to increase the access to finance. A
typical strategy would highlight a headline
target. For example, Nigeria’s strategy, pub-
lished in October 2012, aims to reduce finan-
cial exclusion in the country from 46 percent
to 20 percent by 2020. Beyond the headline
target, the strategy defines financial inclu-
sion, identifies key stakeholders, outlines
their roles and responsibilities, reports on the
status of financial inclusion in Nigeria rela-
tive to international benchmarks, discusses
barriers to financial inclusion, introduces a
range of targets, presents a range of strate-
gies for achieving financial inclusion targets,
discusses the implications for regulation and
policy in Nigeria, introduces regular moni-
toring and evaluation, and puts in place an
organizational framework for the institution-
alization of the strategy. Notably, the strat-
egy sets rather specific targets for payments,
savings, credit, insurance, pensions, branches
of deposit banks and microfinance banks,
and so on. The key initiatives in the strategy
include a tiered approach to spreading aware-
ness of customer rules, agent banking, mobile
payments, cashless policies, the financial lit-
eracy framework, consumer protection, and
the implementation of credit enhancement
schemes and programs.

The Alliance for Financial Inclusion, a
global network of financial policy makers
from developing and emerging countries,
has begun a Policy Champion Program to
promote dissemination of good practices. In
2012, alliance member states issued the Maya
Declaration, the first global and measurable
set of commitments by developing and emerg-
ing country governments to unlock the eco-
nomic and social potential of the 2.5 billion
unbanked people worldwide through greater
financial inclusion. More than 40 countries
have signed the declaration.?’

An important perceived benefit of these
strategy documents is better coordination of
multiple stakeholders and initiatives. Indeed,
most country authorities report that the con-
sultative process involved in preparing the
strategies leads to improved dialogue and bet-
ter coordination among multiple stakeholders

and initiatives, greater knowledge of the sector,
and clearer commitments to good practices.

Evidence on the effectiveness of the
national financial inclusion strategies is still
only emerging. Duflos and Glisovic-Méziéres
(2008) discuss national microfinance strate-
gies in some 30 countries, mostly in Africa,
pointing out that usually the strategies have
been initiated at the request of donors. They
find little evidence that the strategies have
influenced access to finance in the countries
where they have been adopted. They identify
some challenges, such as weak diagnostics,
inadequate government leadership, and unre-
alistic action plans. The paper offers sugges-
tions to donors on the development of the
strategies. These include investing in compre-
hensive sector diagnostics (so that the strategy
is based on solid data), analyzing the political
climate, ensuring local ownership, evaluating
results, and being open to changing course. A
recently published framework document for
financial inclusion strategies describes how
selected countries have approached this task
and provides general guidance for nations
that may be contemplating such strategy exer-
cises (World Bank 20121).

While it is still too early to perform a rigor-
ous examination of these strategies, there are
some initial signs that improvements can be
achieved through shared public and private
sector commitments to financial inclusion.
For example, the South Africa Financial Sec-
tor Charter helped raise the percentage of
banked adults from 46 to 64 percent in four
years, and six million basic bank accounts
(called Mzansi accounts) were opened. In
the United Kingdom, a Financial Inclusion
Taskforce contributed to halving the number
of unbanked adults through e-money regula-
tion, G2P payments linked to bank accounts,
and access to financial services through post
offices. The government of Brazil imple-
mented regulatory reforms that enabled the
financial sector to respond with innovative
products and enhance access, leading to a
dramatic expansion in financial service access
points. As a result, every municipality in the
country, including in remote rural areas, is
now covered.
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NOTES

1.

10.

There are a few variants of debit cards,
including delayed debit cards, whereby the
payment instruction resulting from the use of
the debit card for a payment results in placing
a hold on the funds in the underlying account,
as opposed to resulting directly in a debit.

. While the terms prepaid card and stored-value

card are frequently used interchangeably,
differences exist between the two products.
Prepaid cards are generally issued to persons
who deposit funds into an account of the card
issuer. During the prefunding of the account,
most issuers establish an account and obtain
identifying data from the purchaser (name,
phone number, and so on). Stored-value cards
do not typically involve a deposit of funds
into an account because the prepaid value is
stored directly on the cards.

. Data of World Development Indicators (data-

base), World Bank, Washington, DC, http://
data.worldbank.org/data-catalog/world
-development-indicators; Global Financial
Inclusion (Global Findex) Database, World
Bank, Washington, DC, http://www.worldbank
.org/globalfindex. See also Demirgiic-Kunt
and Klapper (2012).

. The focus here is on mobile technology

because of its growth and its promise to
increase inclusion, but, to put matters in per-
spective, the bulk of the agent-based transac-
tions mentioned in this paragraph can be and
still are carried out through payment cards
rather than mobile phones.

. Data of the Reserve Bank of India, at http://

www.rbi.org.in.

. Global Financial Inclusion (Global Findex)

Database, World Bank, Washington, DC,
http://www.worldbank.org/globalfindex.

. See Markswebb Rank & Report website, at

http://markswebb.ru/ [in Russian].

. See “e-Commerce in Russia: What Brands,

Entrepreneurs, and Investors Need to Know
to Succeed in One of the World’s Hottest
Markets,” East-West Digital News, http://
www.ewdn.com/e-commerce/insights.pdf.

. See “Product Design Case Studies,” Inter-

national Finance Corporation, Washing-
ton, DC, http://wwwl.ifc.org/wps/wcm
/connect/industry_ext_content/ifc_external
_corporate_site/industries/financial+markets
/publications/product+design+case+studies.

Carpena and others (2011) examine a micro-
lender’s shift from individual to group liabil-

11.

12.

13.

14.

15.

16.

17.

18.

19.

ity. This is useful in the context of a push of
microlenders who are trying to move toward
individual liability, especially on bigger loans.
See “Bank On San Francisco,” San Francisco
Office of Financial Empowerment, San Fran-
cisco, http://sfofe.org/programs/bank-on. See
also Department of the Treasury (2011).
Another relevant example, Mexico’s Banco
Azteca, is discussed in chapter 3, box 3.3.
See “Product Design Case Studies,” Inter-
national Finance Corporation, Washing-
ton, DC, http://www.ifc.org/wps/wcm
/connect/industry_ext_content/ifc_external
_corporate_site/industries/financial+markets
/publications/product+design+case+studies.
See “Product Development,” CGAP Topics,
Consultative Group to Assist the Poor, World
Bank, Washington, DC, http://www.cgap
.org/topics/product-development.
Human-centered design refers to a process
whereby products are designed taking into
account the needs of the people and commu-
nities for which the products are intended.
See “Human-Centered Design Allows Us
to Create and Deliver Solutions Based on
People’s Needs,” HCD Connect, http://www
.hcdconnect.org/toolkit/en.

The same factors that have focused more
attention on financial capability are also
behind a growing emphasis on financial
consumer protection regimes. This includes
activities by the Financial Stability Board, the
G-20, and the Organisation for Economic
Co-operation and Development (OECD).
The World Bank has also organized Financial
Capability and Consumer Protection surveys,
which build on the World Bank—Russia Trust
Fund questionnaire and complement it with
financial knowledge and consumer protection
questions. The results of this expanded survey
are not yet available.

Financial literacy surveys using different ques-
tionnaires were previously undertaken by the
World Bank in countries such as Azerbaijan,
Bosnia and Herzegovina, Bulgaria, Romania,
and Russia.

There is extensive research finding that
financially capable behavior is influenced
by psychological traits and not merely by
the individual’s financial knowledge. On the
United Kingdom, De Meza, Irlenbusch, and
Reyniers (2008) analyze a survey of financial
capability and find that psychological dif-
ferences (such as the propensity to procras-


http://sfofe.org/programs/bank-on
http://www.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www.cgap.org/topics/product-development
http://www.cgap.org/topics/product-development
http://www.hcdconnect.org/toolkit/en
http://www.hcdconnect.org/toolkit/en
http://data.worldbank.org/data-catalog/world-development-indicators
http://data.worldbank.org/data-catalog/world-development-indicators
http://www.worldbank.org/globalfindex
http://www.worldbank.org/globalfindex
http://www.rbi.org.in
http://www.rbi.org.in
http://www.worldbank.org/globalfindex
http://markswebb.ru/
http://www.ewdn.com/e-commerce/insights.pdf
http://www.ewdn.com/e-commerce/insights.pdf
http://www1.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://data.worldbank.org/data-catalog/world-development-indicators
http://www1.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www1.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies
http://www1.ifc.org/wps/wcm/connect/industry_ext_content/ifc_external_corporate_site/industries/financial+markets/publications/product+design+case+studies

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

FINANCIAL INCLUSION FOR INDIVIDUALS

103

20.

21.

22.

tinate) rather than informational differences
explain much of the variation in financial
capability. On the United States, Mandell and
Klein (2011) analyze data from the Jump$tart
national survey of high school students and
find that motivation is a key determinant of
financial literacy levels.

These include Atkinson (2008); Fernandes,
Lynch, and Netemeyer (forthcoming); Gale
and Levine (2010); Hastings, Madrian, and
Skimmyhorn (2012); Hathaway and Khati-
wada (2008); Lusardi and others (2010);
Martin (2007); and Xu and Zia (2012). The
review suggests that financial knowledge is
linked to higher levels of retirement plan-
ning and savings (Alessie, Van Rooij, and
Lusardi 2011; Behrman and others 2010;
Bucher-Koenen and Lusardi 2011; Lusardi
and Mitchell 2007, 2011b), the quality of
investment decisions (Abreu and Mendes
2010; Van Rooij, Lusardi, and Alessie 2011),
credit management and satisfaction (Akin
and others 2012), and mortgage performance
(Ding, Quercia, and Ratcliffe 2008; Gerardi,
Goette, and Meier 2010; Quercia and Spader
2008).

In particular, the design, quality, and inten-
siveness of interventions vary, making com-
parisons difficult; until recently, most studies
focused on developed economies; few studies
evaluate long-term or sustainable changes;
and few provide a cost-benefit analysis of the
intervention compared with other possible
policies.

Based on a meta-analysis of over 100 stud-
ies, Miller and others (2013) find that, while
some of these papers cannot reject the null
hypothesis that financial education has no
effect on savings, these papers, taken together,
do supply evidence of an impact on savings.
The study also exposes positive evidence of an
impact on recordkeeping, but no evidence of

23.

24.

25.

26.

27.

28.

29.

an impact of financial education on defaults.
Caution is required in interpreting this result
because the studies on which the meta-
analysis is based are diverse in many charac-
teristics, including the countries in which the
interventions occurred and the intensity and
type of the interventions.

See the Global Financial Inclusion (Global
Findex) Database, World Bank, Washington,
DC, http://www.worldbank.org/globalfindex.
For a comprehensive review of this topic, see
World Bank (2012a).

See Cull, Demirgii¢-Kunt, and Lyman (2012)
and “Ministers Renew the Mandate of the
Financial Action Task Force until 2020,”
Financial Action Task Force, Paris, April 20,
2012, http://www.fatf-gafi.org/topics/fatf
general/documents/ministersrenewtheman
dateofthefinancialactiontaskforceuntil2020
.html.

Based on interviews at the Consumer Pro-
tection Department during the March 2012
Financial Sector Assessment Program mission.
Other studies find similar results in consider-
ing aggregate bank credit as opposed to lend-
ing to households (see Bae and Goyal 2009;
Qian and Strahan 2007).

Global Financial Inclusion (Global Findex)
Database, World Bank, Washington, DC,
http://www.worldbank.org/globalfindex.
Under the declaration, each country makes
measurable commitments in four areas:
(1) creating an enabling environment to har-
ness new technology that increases access
to and lowers the costs of financial services;
(2) implementing a proportional framework
that advances synergies in financial inclusion,
integrity, and stability; (3) integrating con-
sumer protection and empowerment as a key
pillar of financial inclusion; and (4) utilizing
data for informed policy making and track-
ing results.
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CHAPTER 3: KEY MESSAGES

® One of the key channels through which finance affects economic growth is the provision of
credit to the most promising firms. Micro and small firms and young firms face the great-
est constraints to access to finance because of market imperfections such as information
asymmetries and transaction costs. Finance also has a crucial role in supporting innovation.
Research shows that the use of external finance is associated with greater innovation by pri-
vate small, medium, and large enterprises. To promote job creation and economic growth,
it is also important to address the financing challenges associated with new entry and with
young firms that are financially constrained because of a lack of information and collateral.

® Recent research concludes that the provision of microcredit is not enough to spur microen-
terprise investment and firm growth in part because borrowers have heterogeneous growth
prospects, lack managerial capital, and face regulatory barriers and psychological or behav-
ioral constraints. And, in part, debt may not be the appropriate instrument because repay-
ment requirements without grace periods and joint liability discourage risky investment.
Theoretically, equity-like contracts may overcome this problem, but they may not emerge
because of moral hazard and a weak legal environment. While there is little evidence on the
effectiveness of microequity, recent studies suggest that savings products and microinsurance
can spur microenterprise investment and growth.

¢ Financial inclusion can be considerably enhanced by improvements in financial sector infra-
structure. Mounting evidence indicates that movable collateral frameworks and registries
as well as credit information systems can boost lending to small and medium enterprises
(SMEs) by overcoming information problems. Encouraging greater competition in the finan-
cial sector is critical in promoting innovation among financial institutions and the adoption
of technologies that help cover underserved segments such as SMEs.

¢ Business models and product design matter. Leveraging relationships can be vital in lending
to micro and small firms. Novel mechanisms deliver credit through retail chains or large sup-
pliers, while relying on payment histories to make loan decisions and lowering costs by using
existing distribution networks.

e Financial and business training in an effort to enhance financial management leads to
greater expertise, although the impacts on business practices and performance tend to be
small, depend on context and gender, and show mixed results. The content of training also
matters: simple rule-of-thumb training may be more effective than standard business and
accounting training.

¢ Direct government interventions in the credit market, such as directed lending programs and
risk-sharing arrangements, can have positive effects on the access of SME:s to finance and
growth, but it is a challenge to design and manage the interventions properly. This prob-
lem is even greater in weak institutional environments where good governance is difficult to
establish.

e Woman-owned firms and agricultural firms face particular challenges in gaining access to
finance. Woman-owned firms tend to be smaller than firms owned by men and grow at a
slower rate partly because women have less access to finance.

e Agricultural firms are constrained because of geography as well as high seasonal variability
and weather-related risks in agricultural production. Financial products, such as insurance,
and government programs can help mitigate these risks and promote investment and produc-
tivity among agricultural firms.
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ne of the core functions of financial

systems is the allocation of funds to
the most productive uses. These productive
uses may be available in firms that have good
growth opportunities and that need addi-
tional funds to finance working capital and
fixed asset investments. However, some of
these firms may be excluded from accessing
external finance because of principal-agent
problems and transaction costs (see chap-
ter 1, box 1.1).

This chapter examines the challenges and
possible solutions in enhancing the financial
inclusion of firms. The first part of the chapter
focuses on microenterprises, followed by an
examination of the situation among small and
medium enterprises (SMEs) and young firms
because principal-agent problems and trans-
action costs that restrict access to finance are
particularly relevant for these firms.! Micro-
enterprises, defined here as firms with fewer
than 5§ employees, and SMEs, defined as firms
with 5-99 employees, are discussed separately
because their financing needs tend to be dif-
ferent.” Microenterprises often need relatively
small loans that are provided by microfinance
institutions (MFIs). SMEs, on the other hand,
require larger amounts of credit that they

AT SRR\ G

may access through banks or other forms
of finance, such as factoring and leasing (see
below). The policy interventions targeted at
microenterprises and SMEs may thus also be
different.3

Research indicates that microenterprises
enjoy high returns to capital. This chapter
addresses the question whether lack of access
to microcredit, savings, and insurance repre-
sents a barrier to the purchase by microenter-
prises of more capital to realize these returns.
The chapter summarizes the evidence from a
range of impact evaluations and concludes
that microcredit is not sufficient to support
microenterprise investment and firm growth.
One reason for this finding appears to be
that stiff repayment requirements and joint
liability can discourage investment. Equity-
like contracts may overcome this problem,
but, currently, there is a lack of evidence on
whether equity investments can be used suc-
cessfully to support microenterprise growth.
Some recent studies find, however, that sav-
ings products and insurance can promote
investment in microenterprises.

The chapter then argues that a sizable
fraction of SMEs in developing countries are
credit constrained because of principal-agent
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problems and lack of the financial infrastruc-
ture necessary to mitigate these problems.
Within-country studies show that relieving
credit constraints can foster SME growth.
Governments can take a range of actions to
mitigate the credit constraints affecting SMEs.
Direct interventions in the credit market, such
as directed lending programs and risk-sharing
arrangements, can have positive effects on
SME access to finance and growth, but it is a
challenge to get the design and management
right. These concerns are even greater in weak
institutional environments where good gover-
nance is difficult to establish and SMEs face
particularly severe financial constraints.

Policy makers can take other, more
market-oriented actions to encourage SME
lending. These actions aim to improve the
ability of financial sector infrastructure to
mitigate the principal-agent problems faced
by SMEs. Mounting evidence shows that legal
frameworks and registries for movable col-
lateral, as well as credit information systems,
can increase lending to SMEs. Factoring and
leasing are two ways to support financing to
SMEs, but there is currently little evidence
documenting the impact of these two financial
instruments on SME investment and growth.

The chapter also points out that SMEs
with risky, but potentially lucrative invest-
ment opportunities may not be able to obtain
bank loans to fund these projects. Private
equity investors can step in to share the risk
and potential rewards. However, these types
of investments rely on sound legal systems
for contract enforcement and previous busi-
ness expertise, which may be lacking in
developing countries. International agencies
have launched projects to help develop local
private equity industries. More research is
needed to document the extent to which these
projects promote SME growth.

Much policy and research attention has
been focused on the financial inclusion of
SMEs, but young firms also face financial
constraints. Relieving these constraints can
potentially foster productivity growth and job
creation, although more evidence is needed
to document this relationship. Angel inves-
tors provide a promising source of finance

for young firms because they take on risk and
also contribute business experience through
their mentorship. Currently, angel investor
groups are less common in developing econo-
mies than in developed economies, but finan-
cial and technical assistance can help support
the creation of angel investor networks.

The chapter examines the relationship
between firm finance and innovation to
understand the channel through which finan-
cial inclusion can promote economic growth.
Innovative projects are especially difficult to
finance with external funds because they are
often risky, and firms are reluctant to disclose
much information about inventions that may
be imitated by others. Governments can step
in by sponsoring matching grant programs
and business plan competitions. Evidence
suggests that matching grants can improve
firm productivity and employment growth,
but these grants are also difficult to imple-
ment well. Research on the impact of business
plan competitions is under way, but not yet
completed.

The chapter then turns to two topics
involved in firm financial inclusion that have
recently received much policy and research
notice. First, it asks whether gender matters
in access to financial services. Several stud-
ies document that women have less access
to credit because women tend to own fewer
assets than men, have lower levels of educa-
tional attainment, are restricted by societal
norms, or are sometimes subject to taste
discrimination. Evidence also shows that
woman-owned firms tend to be smaller than
firms owned by men and grow at slower rates.
The chapter concludes that getting more
credit to women can promote the growth of
woman-owned firms if policies also address
the underlying factors that lead to the gender
gap in access to finance in the first place.

Second, the chapter discusses the particular
challenges and financing needs of agricultural
firms. Agricultural production is subject to
seasonal variability and risks, such as pests,
livestock diseases, and adverse weather con-
ditions. As a result, agricultural firms may
decide to forgo riskier investments to guar-
antee a lower, but more certain stream of
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income. Lenders may also be reluctant to pro-
vide financing for risky projects. The chapter
reviews how financial products, such as insur-
ance, and government programs can help mit-
igate these risks and promote investment and
productivity among agricultural firms.

MICROENTERPRISES

The vast majority of firms around the
world are microenterprises. The Interna-
tional Finance Corporation (IFC) Enterprise
Finance Gap Database shows that about
three-fourths of formal microenterprises and
SMEs in developing economies are microen-
terprises, defined in this data set as enterprises
with 1-4 employees.* Even in developed
economies, 59 percent of all microenterprises
and SMEs are microenterprises (figure 3.1).

About 80 percent of microenterprises and
SMEs are informal.’ The data do not pro-
vide a separate number for microenterprises
only, but informality rates tend to be highest
among the smallest firms (de Mel, McKenzie,
and Woodruff, forthcoming). According to
the World Bank informal enterprise surveys,
most firms in the informal sector report that
lack of access to finance is the biggest obstacle
they face (figure 3.2).% Box 3.1 summarizes a
study by Farazi (2013) that looks at financ-
ing issues among microenterprises and small
firms in the informal sector.

High returns to capital for
microenterprises

Theory and evidence suggest that microen-
terprises can obtain high returns to capital.
From a theoretical standpoint, returns to cap-
ital at enterprises that operate at a small scale
may be high (and notably higher relative to
larger firms) if production functions display
decreasing returns. Studies in Ghana, Mexico,
and Sri Lanka have provided empirical evi-
dence that returns to capital among micro-
enterprises are indeed sizable, ranging from
5 to 60 percent per month (de Mel, McKen-
zie, and Woodruff 2008; Khandker, Samad,
and Ali 2013; McKenzie and Woodruff 2008;
Udry and Anagol 2006). De Mel, McKenzie,

FIGURE 3.1 Percentage of Micro, Very Small, Small,
and Medium Firms
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Source: IFC Enterprise Finance Gap Database, SME Finance Forum, http://smefinanceforum.org.

Note: The data cover 177 countries. The observation year varies from 2003 to 2010 by country. Firm

size is based on the number of employees (1-4: micro; 5-9: very small; 10-49: small; and 50-250:
medium). The data set does not include large firms (typically less numerous than medium firms).

FIGURE 3.2 Biggest Obstacles Affecting the Operations of
Informal Firms
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Source: World Bank informal enterprise surveys.

Note: The figure covers microenterprises (0—5 employees) and small firms (6—20 employees) in
13 countries. The bars represent the percentage of firms identifying a given option as a major
obstacle to business. “Other” includes difficult business registration procedures, the workforce,
limited demand for products or services, and political instability.

and Woodruff (2008) use a field experiment
to illustrate the high returns to capital among
microenterprises (box 3.2).

Given the evidence on the high returns to
capital, a natural question is evoked: why do
microentrepreneurs not purchase additional
capital assets (for example, machinery or tools)
to realize these returns? In other words, can
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BOX 3.1

Financial Inclusion of Informal Firms: Cross-Country Evidence

Lack of access to finance is identified as the biggest
operational challenge by informal firms according to
the World Bank informal enterprise surveys.? This
box is based on an analysis of issues in access to
finance among informal firms. The analysis was car-
ried out by Farazi (2013) using World Bank surveys
of approximately 2,500 firms across 13 countries in
Latin America and Sub-Saharan Africa.

A majority of informal firms are microenter-
prises, that is, they have no more than five employ-
ees, and started operations less than 10 years ago.
Most informal firm owners have received some type
of educational or vocational training. Few of the

owners have jobs in formal businesses, implying that
the informal business is their main source of income.
Informal firms report low use of loans and bank
accounts, and a significant majority finance their
operations through sources other than financial
institutions, including internal funds, moneylend-
ers, family, and friends. A majority of the respon-
dents would like their firms to become formal (that
is, to register), but do not do so because registration
requires them to pay taxes. They state that the ease
of access to finance would be the most important
benefit they could obtain from registering (table
B3.1.1).

TABLE B3.1.1 Snapshot of Informal Firms

Indicator Share of firms, %
Size: microenterprise (0-5 employees) 89
Age: 10 years or less 74
Level of education: no education 6
Largest owner has a job in a formal business 8
Use of accounts 23
Use of loans 1
Working capital finance: internal funds, family, and moneylenders 80
Investment finance: internal funds, family, and moneylenders 84
Would like to register 59
Main reason for not registering: taxes 26
Most important benefit of registering: access to finance 52

Source: Farazi 2013.

The use of finance by informal firms is signifi-
cantly associated with (1) firm size, (2) the owner’s
level of educational attainment, and (3) the owner
having a job in the formal sector. The results of the
regression analysis conducted by Farazi (2013) sug-
gest that, relative to small enterprises, microenter-
prises show lower rates of use of bank accounts
and rely less on banks and more on MFIs for working
capital financing. Size is not significantly associated
with the use of loans. The owner’s level of education
and the owner’s having a job in the formal sector are
positively associated with the use of bank accounts
and negatively associated with the use of internal
funds and financing from family and moneylenders
for working capital. The higher educational levels of
owners are also positively associated with the use of
loans by informal firms (figure B3.1.1).

Recent research indicates that lowering ini-
tial registration costs and providing information
on registration procedures have only small effects
on firm formalization (Bruhn 2013; de Andrade,
Bruhn, and McKenzie 2013; De Giorgi and Rah-
man 2013). In ongoing research for the World
Bank, Francisco Campos, Markus Goldstein, and
David McKenzie find that the variable costs associ-
ated with becoming formal, such as tax payments,
may be comparatively more important for infor-
mal firms. Unless these firms grow and become
sufficiently profitable to cover such costs, it would
be difficult for them to enter the formal sector.
Enhancing the financial inclusion of informal firms
can potentially help them grow and pave their path
toward formalization (Campos, Goldstein, and
McKenzie 2013).

(box continued next page)
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BOX 3.1 Financial Inclusion of Informal Firms: Cross-Country Evidence

(continued)

FIGURE B3.1.1 Use of Finance by Informal Firms
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Source: Farazi 2013.

Note: Variables listed above the line are independent variables, while those listed below the line are dependent variables. The orange bars are regression
estimates for accounts as a dependent variable (equals 1 if a firm has a bank account and 0 otherwise); the blue bar is a regression estimate for loans as a
dependent variable (equals 1 if a firm has a loan and 0 otherwise); and the red bars are estimates derived from separate regressions for different sources for
the financing of working capital (outcome variables equal 1 if firms use a given financing source and 0 otherwise). Each regression controls for firm-level vari-
ables (age, microsize, sector, owner's gender, educational level, and job in the formal sector) and country fixed effects. The results are robust if country-level
variables (proxies for financial sector development and the quality of institutions) are used instead of country fixed effects. A probit model is used; estimates
show marginal effects. MFl = microfinance institution.

a. For additional information on the informal surveys, see “Enterprise Surveys Data,” World Bank, Washington, DC,

http://www.enterprisesurveys.org/Data.

greater access to financial products, including
credit, savings, and insurance, promote micro-
enterprise investment and growth? Note that,
apart from lack of financial access, there are
many other potential reasons why microenter-
prises do not invest more, including regulatory
barriers, lack of skills or qualified employees,
will to remain informal, and psychological
or behavioral constraints. A detailed review
of these issues goes beyond the scope of this
chapter. They are, however, discussed again
in this section in so far as they influence the
access of microenterprises to finance or the
impact of finance on firm growth.

Credit for microenterprises

Commercial banks often do not lend to micro-
enterprises because the operational costs of
lending to these firms are high relative to the
revenue generated by the small loan amounts.
Microfirms also typically lack sufficient col-
lateral to pledge against commercial bank
loans. A study in Sri Lanka finds that only
about 10 percent of microenterprises receive
bank loans (de Mel, McKenzie, and Wood-
ruff 2011). Many more would like loans, but
are constrained by their inability to provide
collateral or personal guarantors or by other
bureaucratic procedures. The study also finds
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BOX 3.2 Returns to Capital in Microenterprises: Evidence from a Field Experiment

The rapid increase in development funding directed
toward MFIs raises a central question for policy
makers: do small and informal firms have the poten-
tial to grow, or do they only represent a source of
subsistence income for low-productivity individuals
unable to find alternative work? De Mel, McKenzie,
and Woodruff (2008) attempt to answer this ques-
tion using randomized grants to a set of Sri Lankan
microenterprises. They carried out a baseline inquiry
on microenterprises in April 2005 as the first wave
of the Sri Lanka Microenterprise Survey; eight addi-
tional waves of the panel survey were conducted at
quarterly intervals through April 2007. To ensure the
grant intervention would be a sufficiently large shock
to business capital, the survey organizers included
only firms with invested capital of SL Rs 100,000
(about $1,000) or less. Of the 659 enterprises that
were surveyed, firms directly affected by the Decem-
ber 2004 Indian Ocean tsunami were excluded from
the analysis, leaving a sample of 408 firms.

The aim of the intervention was to provide ran-
domly selected firms with a positive shock to their

FIGURE B3.2.1 Estimated Returns to Capital
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capital stock and to measure the impact of the
additional capital on business profits. The interven-
tion consisted of one of four grants: SL Rs 10,000
worth of equipment or inventories for their business,
SL Rs 20,000 worth of equipment or inventories,
SL Rs 10,000 in cash, and SL Rs 20,000 in cash.
The SL Rs 10,000 treatment was equivalent to about
three months of median profit reported by the firms
in the baseline survey, and the larger treatment was
equivalent to six months of median profits. For in-
kind treatments, the amount spent on inventories
and equipment by entrepreneurs sometimes differed
from the amount offered under the intervention.
Entrepreneurs usually contributed funds of their
own to purchase larger items. In the case of the cash
grants, on average, 58 percent of the cash treatments
were invested in the business between the time of the
treatment and the subsequent survey.

Figure B3.2.1 shows estimates of the treatment
effect for the whole sample, on average, and for sce-
narios taking into account heterogeneous charac-
teristics among the enterprise owners. For the aver-
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Note: The returns are shown in percent per month. The orange bar shows the average returns to capital for the whole sample. The
blue bar shows the estimated returns based on regressions that control for indicators of ability (including years of schooling and
digit span recall) and household assets. The household asset index is the first principal component of variables representing the
ownership of 17 household durables; digit span recall is the number of digits the owner was able to repeat from memory 10 seconds
after viewing a card showing the numbers (ranging from 3 to 11). The three red bars show how much returns changed relative to the
blue bar at a higher household asset index, more years of education, or longer digit span recall, respectively.

(box continued next page)
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(continued)

age enterprise in the sample, the authors estimate
the real return to capital at about 5.4 percent per
month (65 percent per year), which is substantially
higher than market interest rates. By examining the
heterogeneity of treatment effects, the authors inves-
tigate the importance of imperfect credit and insur-
ance markets. They claim that, within a context of
imperfect markets, returns to shocks to capital stock
should be greater among entrepreneurs who are
more constrained and more risk averse. The authors
find that returns vary substantially based on the abil-
ity and household wealth of the entrepreneurs. The
returns to shocks to capital stock are higher among
more constrained entrepreneurs (those entrepreneurs
with fewer household assets, that is, less wealth)
and entrepreneurs with higher ability as measured
by years of education and digit span recall. On the

other hand, returns to capital do not vary signifi-
cantly with measures of risk aversion or uncertainty
in sales and profits. The observed heterogeneity of
returns seems to suggest that the high returns are
more closely associated with missing credit markets
than missing insurance markets.

The high returns at low levels of capital stock
estimated by the authors indicate that entrepreneurs
starting out with suboptimal capital stocks would be
able to grow by reinvesting profits. Individuals might
remain inefficiently small for some time, but would
not be permanently disadvantaged. The authors find,
however, such high levels of returns somewhat puz-
zling. It is unclear what prevents firms from growing
incrementally by reinvesting profits. The results point
to the need for a better understanding of how these
microentrepreneurs make investment decisions.

that a local bank allocates credit to microen-
terprises with more household assets, that is,
collateral, and not to enterprises exhibiting
particularly high returns.

Another reason why microenterprises may
have difficulty obtaining bank loans is that
they are often opaque given their usually inad-
equate documentation on formal accounts.
MFIs use lending techniques that allow them
to provide credit to these small, information-
ally opaque firms. They employ intensive
screening technologies to collect information
on potential borrowers, including visits to
the borrower’s house or firm. These screening
technologies imply high costs, meaning that
these institutions typically charge higher inter-
est rates than banks. However, given that the
returns to capital are also high among micro-
enterprises, credit from MFIs could potentially
lead to more investment and growth in these
firms (see, for example, Khandker, Samad,
and Ali 2013).

Despite the difficulties associated with
financing microenterprises, there are some
examples of banks that have successfully
catered to microenterprises. For example, in

Brazil, Banco Santander has been promoting
entrepreneurship and encouraging the growth
of small businesses by making microloans to
informal microfirms that are unable to obtain
loans otherwise. The majority of their loans go
to businesses run by women. In Chile, Banco
Estado, through its subsidiary, BancoEstado
Microempresas, targets segments of the popu-
lation that are generally not served by com-
mercial banks. Relying on its broad country-
wide capacity, the bank provides financial
services to microenterprises and low-income

households.

Does microcredit promote investment?

Several recent studies have used rigorous
research designs to examine whether micro-
credit promotes investment and firm growth,
but have come up with mixed results. Most
papers tend to find positive effects on some
business outcomes, but not on others, raising
additional questions.

A study conducted in Mexico City shows
that improved access to microloans led to
increases in inventory investment and fixed
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assets for very small retail enterprises (Cotler
and Woodruff 2007). Sales and profits also
went up, but the effects are not statistically
significant.

Similarly, a paper on India finds that
microcredit allows households with an exist-
ing business to invest more in durable goods,
that is, to expand the business (Banerjee and
others 2010). However, microcredit has no
clear impact on the nondurable consump-
tion of these households, meaning that exist-
ing businesses may or may not become more
profitable if they scale up.

In Bosnia and Herzegovina, individuals
who received a loan from an MFI as part of
a randomized experiment were more likely to
be self-employed or own a business relative to
individuals who did not receive a loan (Augs-
burg and others 2012). The study also finds
evidence of increased business investment.
However, this greater investment did not
necessarily translate into substantially higher
business profits.

In contrast, a large microcredit initiative in
Thailand had no measurable effect on busi-
ness investment, but business income did rise
because of the expansion in credit (Kaboski
and Townsend 2012). A possible explanation
for these findings is that the businesses used
the microcredit to finance working capital.

An impact evaluation in the Philippines
shows that loans going to microentrepreneurs
reduced the number of business activities and
employees in these businesses and that sub-
jective well-being declined slightly (Karlan
and Zinman 2011). However, the microloans
raised the ability to cope with risk, strength-
ened community ties, and boosted the access
to informal credit.

Overall, these findings point to a positive
impact of credit on microenterprises, although
this impact is not always reflected in greater
investment and growth. One caveat here is
that most research papers examine only the
short-term impact of microcredit; it may take
more time for loans to translate into increased
profit or growth. In addition, the study sam-
ples may not always be large enough to gener-
ate sufficient statistical power to detect signifi-
cant effects on investment, sales, and profits

because these variables tend to have large
variances across firms and across time.

Another reason why some studies find
positive impacts of microcredit on enterprise
growth while others do not may be that micro-
finance borrowers are heterogeneous in terms
of their growth prospects. For example, de
Mel, McKenzie, and Woodruff (2010) show
that only 30 percent of microenterprise own-
ers in Sri Lanka have personal characteristics
similar to those of large firm owners, whereas
70 percent have characteristics more akin to
those of wage workers, that is, a large share of
microenterprise owners may be running their
business to make a living while they are look-
ing for a wage job and may not have plans for
expanding the business (see also Bruhn 2013).

In addition, the microenterprise owners
who would like to expand their business may
lack the necessary managerial capital to do
so (Bruhn, Karlan, and Schoar 2010). Some
MFIs provide financial and business train-
ing to their clients in an effort to improve the
financial management and use of microloans
by these clients.” While many studies find
improvements in knowledge deriving from
the training, the impacts on business practices
and performance are relatively small. Alterna-
tively, other studies find benefits of the train-
ing among the MFIs, such as changes in the
likelihood that clients will be retained or in
the characteristics of the clients who apply
for loans. Other studies find that the train-
ing is most effective among certain groups in
different contexts, such as women in Bosnia
and Herzegovina or men in Pakistan (Bruhn
and Zia 2013; Giné and Mansuri 2012).
One study shows that the content of train-
ing may matter: simple rule-of-thumb train-
ing leads to considerable improvements in
business practices, while standard accounting
training does not. However, neither type of
training has a strong effect on business sales
(Drexler, Fischer, and Schoar 2011). Overall,
it appears that financial and business train-
ing does not substantially amplify the impact
of microloans on microenterprise investment
and growth across the board, although it can
have positive effects among certain borrowers
in various settings.
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It is also possible that microloans are not
the proper financial instrument for encour-
aging investment and growth. Most micro-
loan contracts require that repayment begin
immediately after loan disbursement. A study
conducted in India shows that this repay-
ment requirement can discourage risky illig-
uid investment and thereby limit the impact
of microcredit on firm growth (Field and
others, forthcoming). Similarly, joint liability
for microloans may discourage investment
because group members have to pay more if
a fellow borrower makes a risky investment
that goes bad, but they do not enjoy a share
of the profits if the investment yields returns.
Equity-like financing, in which investors share
both the benefits and risks of more profitable
projects, may be a solution to these incen-
tive problems (Fischer forthcoming). There
is little evidence on the feasibility and impact
of equity financing among microenterprises.
However, a research team with World Bank
participation is starting to implement and
evaluate a microequity scheme in South Asia.
The team will partner with local chambers of
commerce and MFIs to select firms that will
be offered a microequity contract. Under the
contract, firms will receive funds to invest in
machinery and equipment. Firms will have a
choice between debt-like or equity-like repay-
ment plans, that is, firms will agree to repay
a share of the invested amount, and they will
also pay the investor a share of firm revenue.
In the first phase of the project, a range of
contracts will be available that will shed light
on whether firms favor debt-like or equity-
like contracts.

The role of savings in promoting
microenterprise growth

Savings accounts are an important financial
instrument that may aid microenterprise own-
ers to accumulate resources to purchase addi-
tional capital. These accounts may be par-
ticularly beneficial for individuals who have
difficulty saving at home because of demands
on their cash holdings by family members or
because of behavioral biases. An impact evalu-
ation in Kenya has documented that gaining

access to bank accounts increases savings and
productive investment among women market
vendors, but not among men bicycle-taxi driv-
ers (Dupas and Robinson 2013). One reason
women benefited more from formal savings
accounts could be that they may face regu-
lar demands on their incomes from relatives,
neighbors, or husbands (Ashraf, Karlan, and
Yin 2010). More broadly, savings accounts
may also promote discipline among individu-
als with present-biased preferences who are
tempted to spend the cash they hold (Gul and
Pesendorfer 2004; Laibson 1997). Further-
more, the graduation model supported by the
Consultative Group to Assist the Poor (CGAP)
and the Ford Foundation emphasizes that sav-
ing regularly in a formal way can help poor
entrepreneurs build financial discipline and
become familiar with financial service provid-
ers (Hashemi and de Montesquiou 2011).

Innovative commercial banks can reach
out to microentrepreneurs by providing both
credit and savings accounts. For example,
Banco Azteca in Mexico is able to make
microloans with low documentation require-
ments by relying on synergies with a large
retail chain owned by the same mother com-
pany, Grupo Elektra. Most branches are
located inside retail stores and share the costs
of the distribution network. Banco Azteca
also draws on a large database that the retail
chain has accumulated on customer repay-
ment behavior on installment loans. An
impact evaluation has shown that the open-
ing of Banco Azteca promoted the survival
of informal businesses and led to expansion
in labor market opportunities and earnings
among low-income individuals (box 3.3).%
Another feature of Banco Azteca is that it
offers consumption loans. Thus, in addition
to providing financial services to microentre-
preneurs, it boosts the purchasing power of
potential microenterprise clients, which may
promote firm growth.

Insurance among microenterprises

Another financial constraint among micro-
enterprises may be the inability to insure
income against the risk posed by volatile
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B0OX 3.3 The Effect of Financial Inclusion on Business Survival, the Labor Market,

and Earnings

In October 2002, Banco Azteca simultaneously
opened more than 800 branches in Mexico in all
of the existing stores of its parent company, a large
retailer of consumer goods, Grupo Elektra. From
the start, Banco Azteca catered to low- and middle-
income borrowers who had mostly been excluded
from the commercial banking sector. It capitalized
on Grupo Elektra’s experience in making small
installment loans for the purchase of merchandise
and relied on the parent company’s rich data, estab-
lished information, and collection technology. Banco
Azteca was thus uniquely positioned to target the rel-
evant segment of the population, which it estimated
at more than 70 percent of all households. Many of
these households were part of the informal economy,
operating small informal businesses that lacked the
documentation necessary to obtain traditional bank
loans. Banco Azteca requires less documentation
than traditional commercial banks, often accepting
collateral and cosigners instead of the documents.
Through a difference-in-difference strategy,
Bruhn and Love (2013) use the predetermined loca-

tions of Banco Azteca branches to identify the causal
impact of the opening of the branches on economic
activity. They compare the changes in the employ-
ment choices and income levels of individuals before
and after the branch openings across municipalities
with or without Grupo Elektra stores at the time of
the branch openings. They control for the possibility
that time trends in outcome variables may be differ-
ent in municipalities that had Grupo Elektra stores
and those that did not have these stores.

The results show that the branch openings led
to a 7.6 percent rise in the proportion of individu-
als who run informal businesses, but to no change in
formal businesses. This is consistent with anecdotal
evidence suggesting that Azteca targets lower-income
individuals, as well as with Azteca’s flexible docu-
mentation requirements. In contrast, formal business
owners have easier access to commercial bank credit
and likely prefer it because of the higher interest rates
charged by Azteca. Figure B3.3.1 illustrates that the
proportion of informal business owners followed
a similar pattern across municipalities and across

FIGURE B3.3.1 Individuals Who Work as Informal Business Owners in Municipalities with and
without Banco Azteca over Time
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B0X 3.3 The Effect of Financial Inclusion on Business Survival, the Labor Market,

and Earnings (continued)

time before the branch openings. After the branches
opened, the proportion of informal business owners
rose substantially in municipalities with branches,
but, on average, remained similar to the initial levels
in municipalities without the new branches. Bruhn
and Love also find that the branch openings led to
an increase in employment by 1.4 percent and an
increase in income levels by 7.0 percent.

The measured impacts of Banco Azteca are larger
among individuals with below median incomes and
in municipalities that were relatively underserved
by the formal banking sector before Azteca opened

(measured by demographic data on bank branch
penetration). These results provide additional evi-
dence that the channel through which Banco Azteca
exerts an impact on economic activity is the expan-
sion in access to financial services among low-
income individuals.

Banco Azteca also offers other financial services,
including savings accounts, business loans, and con-
sumer loans. The measured rise in informal entre-
preneurial activity, employment, and income may
thus be associated with the greater access to a com-
bination of these products.

entrepreneurial returns, that is, individuals
may be reluctant to start or expand a micro-
enterprise because they do not know if they
will succeed and if their investment will pay
off.” A recent study in Mexico suggests that
this constraint is at least as important as the
constraint represented by the lack of liquid-
ity for capital investment and that microen-
terprises may benefit from insurance products
(Bianchi and Bobba, forthcoming). The study
finds that the existence of a conditional cash
transfer program has a positive impact on the
likelihood of entry into microentrepreneur-
ship. The transfer effectively insures entre-
preneurs against income risk because they
can rely on the transfer in case their business
income is low. The setting in this study is thus
specific, and it is not clear to what extent the
findings would carry over to an economy in
which insurance products are sold to micro-
enterprises by an insurance company. These
insurance products may be difficult to design
because of moral hazard issues. Moral hazard
is particularly salient among informationally
opaque enterprises that lack formal and reli-
able records because the insurance company
will experience difficulty verifying whether
and why the enterprises show low incomes.
In some industries, such as agriculture, moral
hazard is mitigated if insurance payouts can
be tied to publicly observable events, such as

lack of rainfall measured at weather stations,
as discussed in the context of agricultural
finance below.

Overall, the evidence suggests that micro-
credit is not sufficient to promote microen-
terprise investment and firm growth. One
reason for this finding appears to be that
repayment requirements and joint liability
can discourage investment. Equity-like con-
tracts may overcome this problem, but there
is no evidence that equity investments can
be successfully used to promote microenter-
prise growth. Mounting evidence indicates,
however, that savings products and insurance
can promote investment in microenterprises.
Ongoing research will shed more light on this
question within the next couple of years.

SME FINANCING:
WHY IS IT IMPORTANT?
AND WHAT TO DO ABOUT IT?

SMEs employ a large share of the workers in
developing economies. Ayyagari, Demirglig-
Kunt, and Maksimovic (2011a) report that
formal SMEs account for about 50 percent
of employees in developing countries (fig-
ure 3.3). They also find that SMEs create a
greater share of net jobs relative to large firms
even after they account for job destruction.!?
At the same time, the contribution of SMEs
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FIGURE 3.3 Employment Shares of SMEs vs. Large Firms
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Note: The year of observation varies by country, ranging from 2006 to 2010. Firm size categories
are defined based on the number of employees: 5—-99 refers to small and medium enterprises
(SMEs), and 100+ refers to large firms. Shown are the mean employment shares across countries
within each income group. The data do not cover employment in firms with less than 5 employees
or employment in informal firms.

to productivity growth in developing econo-
mies is not as high as that of large firms (for
example, see Ayyagari, Demirgii¢c-Kunt, and
Maksimovic 2011a). Moreover, cross-country
research suggests that the existence of a large
SME sector does not promote growth in per
capita gross domestic product (GDP) (Beck,
Demirgiig-Kunt, and Levine 2005). One rea-
son for these findings may be that weak legal
and financial institutions in developing coun-
tries prevent SMEs from growing into large
firms, and, so, a large SME sector coincides
with weak institutions that directly under-
mine growth (Beck, Demirgiic-Kunt, and
Maksimovic 2005). It is thus crucial to take a
closer look at the constraints that SMEs face.

Are SMEs credit constrained?

Several cross-country studies find that the
lack of access to finance is a key constraint to
SME growth in developing economies (Beck,
Demirgiig-Kunt, and Maksimovic 2005; Beck
and others 2006)."" Cross-country research
analyzing 10,000 firms in 80 countries shows
that financing constraints are associated with

slower output growth, while other reported
constraints are not as robustly associated
with growth (Ayyagari, Demirgti¢-Kunt, and
Maksimovic 2008). Within-country evidence
also points to credit constraints on SMEs.
An impact evaluation in India exploits varia-
tions in access to a targeted lending program
and finds that many SMEs are credit con-
strained and that providing additional credit
to SMEs can accelerate their sales and profit
growth (Banerjee and Duflo 2012). In addi-
tion, research in Pakistan shows that a drop
in subsidized export credit led to a substantial
decline in exports among small firms, but not
among large firms. Large firms were able to
replace subsidized credit with credit at market
interest rates, but this was not true of small
firms, indicating that small firms were, in fact,
credit constrained (Zia 2008).12

In examining how widespread credit con-
straints are among SMEs, one should distin-
guish between firms that are voluntarily ver-
sus involuntarily excluded from using loans.
Figure 3.4 relies on data from the World Bank
enterprise surveys to shed light on this issue.
It shows the percentage of SMEs in low-,
middle-, and high-income countries that did or
did not apply for a loan during the past year.
For SMEs that did not apply, it lists whether
firms report they did not need a loan or were
involuntarily excluded from applying for a
loan. Among SMEs, 44 percent in low-income
countries, 28 percent in middle-income coun-
tries, and 20 percent in high-income countries
were involuntarily excluded from applying for
a loan. An even higher share of SMEs may
not have obtained a loan because firms that
applied for a loan sometimes had their appli-
cations rejected.!> The numbers for involun-
tary exclusion are thus a lower bound. Figure
3.5 provides the corresponding statistics on
large firms. Compared with SMEs, a smaller
share of large firms are involuntarily excluded
from applying for a loan: 25 percent in low-
income countries and 14 percent in middle-
and high-income countries.

The reasons for involuntary exclusion from
applying for a loan vary. Some SMEs may sim-
ply not benefit from investment opportunities
that are sufficiently profitable to pay market
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interest rates, or their projects may be too
risky for banks to finance. Other SMEs may
be credit constrained because they are subject
to principal-agent problems (adverse selection
and moral hazard) that are less salient among
large firms. SMEs often do not have adequate
records and accounts to document firm per-
formance to apply successfully for a loan.
This problem is compounded by the fact that
some SMEs operate informally. Thus, they
may not register with the government, or, if
they are registered, they may not declare all
their revenue, implying that they have no or
inadequate official proof of income. This lack
of documentation may be one reason why
12 percent of SMEs in low-income countries
state they did not apply for a loan because of
complex application procedures, that is, the
application requires information that they
cannot easily provide (see figure 3.4). To fill in
for missing information, the lender may ask
for additional collateral, but SMEs also often
lack adequate collateral. In low-income coun-
tries, 7 percent of SMEs state that the major
reason they have not applied for a loan is high
collateral requirements (see figure 3.4). Appli-
cation procedures and collateral requirements
appear to be less of an obstacle for large firms
(see figure 3.5). Only 5 percent of large firms
in low-income countries report they did not
apply for a loan because of complex applica-
tion procedures (and 3 percent say it was due
to collateral requirements).

In addition, high transaction costs can
restrict access to credit among SMEs because
the high fixed costs of financial transactions
render lending to small borrowers unprofit-
able. The higher costs of lending to SMEs and
the greater risks involved are often reflected in
higher interest rates and fees for SMEs rela-
tive to larger firms, particularly in developing
countries (Beck, Demirgii¢-Kunt, and Mar-
tinez Peria 2008a, 2008b). Figures 3.4 and
3.5 show that, compared with large firms, a
greater percentage of SMEs did not apply for
a loan because of high interest rates.

Overall, figure 3.4 illustrates that involun-
tary exclusion for all reasons—high interest
rates, difficult application procedures, and
substantial collateral requirements—tends to
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involuntary exclusion include “Did not think would be approved”; “Size of loan and maturity are
insufficient”; “It is necessary to make side payments”; and unspecified reasons. “Low, Middle,

High" refer to low, middle, and high-income economies, respectively.

FIGURE 3.5 Voluntary vs. Involuntary Exclusion from Loan
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FIGURE 3.6 The Depth of Credit Information
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Source: 2012 data from Doing Business (database), International Finance Corporation and World
Bank, Washington, DC, http://www.doingbusiness.org/data.

Note: The figure shows average values across all countries in each income group. The depth of
credit information runs from 0 to 6; the higher values indicate the availability of more comprehen-
sive credit information. The index measures rules and practices affecting the coverage, scope, and
accessibility of the credit information available through either a public credit registry or a private
credit bureau.

be more prevalent in low- and middle-income
than in high-income countries. This pattern
may reflect the fact that high-income coun-
tries have more financial sector infrastructure
to mitigate the principal-agent problems that
SMEs face. For example, the World Bank’s
Doing Business database shows that coun-
tries with higher income levels have more
comprehensive credit information available
through a credit reporting system (figure 3.6).
Other reasons why involuntary exclusion var-
ies across countries include the structure of
economies, competition in the banking sec-
tor, and the extent of government borrowing.
An analysis of the obstacles to bank financing
among SMEs in African countries highlights
that the share of SME lending in bank port-
folios varies between 5 and 20 percent and
that contributing factors are the structure and
size of the economy, the extent of government
borrowing, the degree of innovation intro-
duced by entrants to financial sectors, the
state of the financial sector infrastructure, and
the enabling environment (box 3.4).

In sum, a sizable portion of SMEs in
developing economies are credit constrained
because of principal-agent problems (and

the lack of financial infrastructure to miti-
gate these problems). Country studies show
that relieving the credit constraint can foster
SME growth. The following subsections dis-
cuss private and public sector actions that can
relieve the credit constraint on SMEs.

Private sector initiatives to expand
SME lending

In some countries, banks have developed
innovative strategies for lending to SMEs.
In Argentina and Chile, for example, banks
often seek out creditworthy SMEs through
client relationships with large firms. They ask
their large clients for references on their most
dependable buyers and suppliers, which, in
many cases, are SMEs. Banks in Argentina
and Chile perceive the SME sector as large,
unsaturated, and possessing good prospects
(de la Torre, Martinez Peria, and Schmukler
2010b). This interest in SME lending seems
to be at least in part an outcome of strong
competition in other market segments, such
as corporate and retail lending, that is, banks
may make more of an effort to overcome
market failures related to SME lending if they
are pushed to seek out new markets because
of competition in existing markets.'*

An interesting recent development is the
fact that banks in emerging markets are
increasingly providing nonfinancial services
to SMEs (IFC 2012b). For example, banks
offer training and consulting services that can
improve recordkeeping among SMEs, thus
permitting banks to assess more easily the
creditworthiness of these SMEs. In addition,
a majority of these nonfinancial services are
managed by SME account managers, allow-
ing them to obtain detailed information about
the business, financial situation, and bank-
ing needs of the SMEs. This business model
mitigates information asymmetry problems
as banks gain more accurate information on
SME loan applicants. For instance, the Turk-
ish Bank TurkEkonomiBankasi has success-
fully used nonfinancial services to expand
its SME lending. Starting in 20035, the bank
developed and implemented training, con-
sulting, and information-sharing services for
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BOX 3.4 Financing SMEs in Africa: Competition, Innovation, and Governments

Access to finance has been identified as the most
binding constraint on SME growth in Africa in
the World Bank enterprise surveys.® Research on
the financing of SMEs in Kenya, Nigeria, Rwanda,
South Africa, and Tanzania has sought to explore
this issue, analyzing both the supply and demand
sides of SME finance (Berg and Fuchs 2013). The
supply-side studies consist of surveys of commer-
cial banks and other formal financial institutions
to understand their involvement with SMEs and
their business models for serving this segment. The
supply-side studies are comparable to previous World
Bank surveys (such as Beck and others 2008; de la
Torre, Martinez Peria, and Schmukler 2010a; Rocha
and others 2010; Stephanou and Rodriguez 2008;
World Bank 2007b, 2007c). In each country, banks
were surveyed and interviews held with a majority
of the respondents. For the demand-side surveys,
either new data were collected to construct a panel
of SMEs from the latest enterprise survey (Nigeria
and South Africa), or data from the enterprise sur-
vey were used if recent data were available or still
being collected (Kenya, Rwanda, and Tanzania).
Data from the demand-side surveys show that the
use of bank financing among SMEs varies consid-
erably among the countries examined, though the
data refer to different years (figure B3.4.1, panel

FIGURE B3.4.1
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a). According to the commercial bank surveys, the
share of SME lending in the overall loan portfolios
of banks ranges between 5 and 20 percent. While the
definitions of SMEs certainly differ across countries,
banks in Kenya, Rwanda, and even Tanzania seem
to be more involved with SMEs in terms of the share
of loans going to SMEs relative to the corresponding
shares at banks in Nigeria and South Africa (figure
B3.4.1, panel b). This can partly be explained by
the size of bank lending portfolios, which is largest
in South Africa, implying that a lower share of the
loan portfolio is still a sizable investment in SME
lending. Apart from this, the reasons for the differ-
ences across countries vary, but key contributing fac-
tors are the structure of the economy, the extent of
government borrowing, the degree of innovation in
SME lending models as practiced by domestic finan-
cial intermediaries or foreign entrants, and the state
of financial sector infrastructure and the enabling
environment.

The five countries in which the SME finance stud-
ies were undertaken—Kenya, Nigeria, Rwanda,
South Africa, and Tanzania—differ in economic pro-
file. South Africa is the largest economy in Africa.
Nigeria depends heavily on the oil and gas sectors.
Kenya has a reasonably well-diversified economy
and a well-established layer of medium and larger
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b. Share of SME loans in total loans
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Sources: Panel a: Enterprise Surveys (database), International Finance Corporation and World Bank, Washington, DC, http://www.enterprisesurveys.org;
additional small and medium enterprise (SME) surveys (see the text). Panel b: SME finance surveys (see the text).

(box continued next page)


http://www.enterprisesurveys.org

120

FINANCIAL INCLUSION FOR FIRMS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

BOX 3.4 Financing SMEs in Africa: Competition, Innovation, and Governments

(continued)

companies. Rwanda and Tanzania have considerably
smaller economies. Commercial banks in Nigeria
focus their lending on the oil, gas, and telecommu-
nications sectors and the associated value chains,
while, in Rwanda and Tanzania, banks need to lend
to SMEs simply because of a lack of alternatives.

The extent of government borrowing has led to
the crowding out of the private sector, especially in
Nigeria, but also in Tanzania, where banks continue
to hold a sizable proportion of their balance sheets
in government securities. Particularly in smaller
financial systems with weaker legal and regulatory
structures and capacity, there is a strong relationship
between the willingness of banks to lend to private
enterprises and the availability and yields of invest-
ment opportunities perceived as safer, such as gov-
ernment securities.

A strong determinant of the involvement of banks
with SMEs is the degree of competition in the mar-
ket and the innovation introduced either by domes-
tic institutions or foreign entrants. Competition in
the SME market is strongest in Kenya, where a large
number of commercial banks target different market
segments. The difference between Kenya and most
other African countries is that innovation in Kenya
started through a combination of microfinance-
rooted institutions scaling up to become commercial
banks and innovative lending models and technology
in the retail banking segment, most notably Equity
Bank. The innovations pioneered by Kenyan banks
have spread to other countries as banks expand
their footprint in the East African Community and
beyond. The studies outlined above show that com-
petition among banks for SME clients and retail
customers has increased in Rwanda because of the
entrance of Kenya-based banks in the market, while
the availability of innovative distribution chan-
nels such as agency banking has expanded as well.

In South Africa, in contrast, four big banks domi-
nate the financial sector, collectively holding about
80 percent of bank assets and covering the market
for (cheap) retail deposits. The market concentration
has affected innovation because competitors face
difficulty growing in this market.

Evidence from the five SME finance studies
above suggests that competition, especially through
innovators, can have a large impact on the frontier
lending of banks. While competition and innova-
tion cannot be introduced by government directive,
encouraging innovation (for example, by allowing
agency banking) or a supportive regulatory environ-
ment for MFIs (to boost competition from within
the lower end of the market) is within the realm
of possibility of a regulatory authority. Competi-
tion is required to move commercial banks out of
their comfort zone in countries such as Nigeria,
where high interest rates on government securities
provide a disincentive to intensify lending to SMEs.
In countries with lower yields on government secu-
rities, the incentives are much greater for banks to
expand their lending to SMEs, and, if knowledge is
transferred in such circumstances, as was the case in
Rwanda, SME lending expands.

While there seems to be a role for government to
encourage lending to SMEs in markets where that
development has not yet taken place, providing an
environment conducive to lending seems to be cru-
cial. Ensuring that an effective credit bureau is in
operation and that the securitization and realization
of (movable) collateral are efficient is a fundamen-
tal challenge in a number of countries. The reforms
in financial infrastructure in Rwanda, for instance,
have been appreciated as a positive development by
the banking sector and have led to an increase in the
use of movable assets to secure SME loans and to a
general expansion in lending to the sector.

a. Enterprise Surveys (database), International Finance Corporation and World Bank, Washington, DC,

http://www.enterprisesurveys.org.

SMEs with the goal of building a client base of ~ of the bank’s SME clients rose from 20,000
healthy businesses, gaining new SME clients,  in 2005 to 700,000 in 2011, and the share
promoting customer loyalty, and reducing  of SME loans in the total loans of the bank
the credit risk in the SME sector. The number ~ grew from 25 percent in 2006 to 44 percent
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in 2011, while loan delinquency rates in the
bank’s SME portfolio declined.!’> Driven by
the success in Turkey, BNP Paribas (one of
the Turkish bank’s larger shareholders) repli-
cated some of the bank’s nonfinancial services
in Algeria and is now also seeking to replicate
the model in European markets.'®

Some banks take advantage of cross-selling
opportunities with SMEs by providing check-
ing accounts, transaction banking services,
and cash management services. Through
these services, the banks develop a relation-
ship with the SMEs and learn about them,
which can facilitate lending to these SMEs in
the future. For example, ICICI Bank in India
currently derives most of its SME revenues
through deposits and other nonlending prod-
ucts. However, its lending revenues are grow-
ing quickly as the deposit-only clients begin to
take out loans (IFC 2010a).

Direct state interventions

Despite the promising results in some coun-
tries, private sector action may not always
be sufficient to lessen the credit constraint on
SMEs, and policy makers often pursue SME
financing policies to promote firm growth
and employment creation. Commonly used
policies include direct state intervention in
the form of directed credit, subsidies, or state-
bank lending to SMEs. The success of these
programs tends to be rare, but exceptions
exist. For example, an impact evaluation in
India has analyzed a program that requires
banks to lend a share of their credit to small
firms. The study (Banerjee and Duflo 2012)
has found positive effects on the sales and
profit growth of the firms, namely, Re 1 of
directed lending boosted profits before inter-
est payments by Re 0.89. However, it is not
clear to what extent this finding applies to
other contexts because the study examined
only one bank, which has been consistently
rated among the top five public sector banks
by a major business magazine. The Global
Financial Development Report 2013 dis-
cusses the issue of state ownership in banks
and other state interventions more broadly
by conducting a comprehensive literature

survey and concludes that state banks have
generally been inefficient in allocating credit
because they often serve political interests
(World Bank 2012a). Focusing on the gover-
nance of state-owned banks may help policy
makers address the inefficiencies associated
with these institutions. However, governance
reforms are particularly challenging in weak
institutional environments. In addition, the
bulk of the empirical evidence suggests that
the government ownership of banks in devel-
oping economies has had negative conse-
quences for long-run financial and economic
development.

Policy makers can encourage banks to lend
to SMEs by taking on some of the credit risk
through guarantees either for a portfolio of
loans or for individual loans. Both govern-
ments and international organizations offer
such risk-sharing arrangements. IFC provides
risk-sharing facilities whereby IFC reimburses
a bank for a portion of the principal losses
incurred on a portfolio of SME loans.!” For
example, as part of the Global SME Finance
Initiative, IFC set up a $22 million risk-
sharing facility with Access Bank in Nigeria in
December 2012. The project aims to increase
access to finance among SME distributors of
Coca-Cola’s Nigeria bottler. Eligibility for the
risk-sharing facility is based on agreed crite-
ria, and IFC does not review individual loans
at origination. Other schemes guarantee indi-
vidual loans. In these schemes, the guarantor,
for instance, the government, pledges to repay
a fixed percentage of individual loan amounts
to the relevant bank in case of borrower
default. The scheme administrator typically
reviews and approves individual credit guar-
antee applications on a case-by-case basis.!®

Risk-sharing arrangements can increase
lending to SMEs by lowering the amount of
collateral that an SME needs to pledge to
receive a loan because the guarantor provides
part of the collateral. Similarly, for a given
amount of collateral, a credit guarantee can
allow more risky borrowers to receive a loan
because the guarantee lowers the risk of the
loan.

In practice, a concern is that risk-sharing
arrangements may not lead to additional
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lending. Instead, banks may use guarantees
to lower the risk on loans that they would
have issued even in the absence of the guar-
antees. Rigorous impact evaluations in Chile
and France have assessed the extent to which
risk-sharing arrangements lead to additional
SME lending and whether this promotes firm
growth.!”

In Chile, the Fondo de Garantia para
Pequenios Empresarios (the guarantee fund for
small businesses) is managed by a large public
bank (BancoEstado) that provides guarantees
for loans to small firms. The fund does not
evaluate guaranteed loans on a case-by-case
basis, but sets broad eligibility criteria and
lets participating banks decide which loans to
guarantee. Two separate studies find that the
fund has generated additional loans for new
and existing bank clients (Cowan, Drexler,
and Yafiez 2009; Larrain and Quiroz 2006).
Moreover, the additional loans seem to have
led to higher sales and profit growth among
the firms receiving the guarantees (Larrain
and Quiroz 2006). However, another study
questions whether the fund truly leads to
additional lending (Benavente, Galetovic, and
Sanhueza 2006). It points out that approxi-
mately 80 percent of the firms that participate
in the fund had had bank loans in the past
and that many of these firms had previously
received guarantees.

Lelarge, Sraer, and Thesmar (2008) study
the impact of the SOFARIS credit guaran-
tee scheme in France that reviews and cov-
ers individual loans. The authors find that
obtaining a loan guarantee lowers the cost
of capital among firms and helps the firms
grow more rapidly. However, the loan guar-
antee also increases the probability of default.
Higher default may be a reflection of the
riskier, but potentially more profitable invest-
ments made by the firms because of the loans.
The investments may be beneficial from a
policy perspective and could justify the loss of
some guarantee amounts. On the other hand,
guarantee schemes also lower the repayment
incentives of firms, and the schemes need to
be designed carefully and managed effectively
to prevent large-scale losses.

Research and practitioner experience sug-
gest that best practices for credit guarantee
schemes include (1) leaving credit assessments
and decision making to the private sector,
(2) capping coverage ratios and delaying the
payout of the guarantee until recovery actions
are taken by the lender so as to minimize
moral hazard problems, (3) pricing guaran-
tees to take into account the need for finan-
cial sustainability and risk minimization, and
(4) encouraging the use of risk management
tools.?? However, many existing schemes
do not follow best practices, which likely
explains their limited effectiveness in promot-
ing SME lending. Saadani, Arvai, and Rocha
(2011) review the design of credit guaran-
tee schemes in the Middle East and North
Africa. They find that guarantee schemes in
the region look financially sound, but tend to
focus on larger loans and are not yet reach-
ing smaller firms. Most schemes have room to
grow, but this growth should be accompanied
by an improvement in key design and man-
agement features, as well as the introduction
of systematic impact evaluations.

In summary, directed lending programs
and risk-sharing arrangements can have posi-
tive effects on the access of SMEs to finance
and growth, but it is a challenge to design
and manage such initiatives. These concerns
are even greater in weak institutional environ-
ments where good governance is difficult to
establish and SMEs face particularly severe
financial constraints.

Market-oriented government policies

Policy makers can take other, more market-
oriented actions to promote SME lending.
Such actions aim to improve financial sec-
tor infrastructure to mitigate the principal-
agent problems faced by SMEs. They include
(1) putting in place adequate movable col-
lateral laws and registries; (2) fostering the
availability of credit information by improv-
ing corporate accounting and by supporting
information sharing among various actors,
including banks, utility companies, and sup-
pliers; and (3) strengthening the legal, regula-
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tory, and institutional infrastructure for fac-
toring and leasing.

Movable collateral laws and registries

To compensate for missing information on the
creditworthiness of SMEs, lenders may ask
for collateral to guarantee a loan. Data from
the World Bank enterprise surveys show that
about 79 percent of loans or lines of credit
require some form of collateral.>! Movable
assets, as opposed to fixed assets such as land
or buildings, often account for most of the
capital stock of firms, particularly SMEs. For
example, in the developing world, 78 percent
of the capital stock of businesses is typically
in movable assets such as machinery, equip-
ment, or receivables, and only 22 percent is
in immovable property (Alvarez de la Campa
2011). Yet, banks are often reluctant to accept
movable assets as collateral because of non-
existent or outdated secured transaction laws
and collateral registries. Many legal systems
place unnecessary restrictions on creating col-
lateral, leaving lenders unsure whether a loan
agreement will be enforced by the courts. For
example, about 90 percent of the movable
property that could serve as collateral for a
loan in the United States would likely be unac-
ceptable to a lender in Nigeria (Fleisig, Safa-
vian, and de la Pefia 2006).

Reforming the movable collateral frame-
work may enable firms to leverage their assets
to obtain credit. Canada, New Zealand, and
the United States were the first to reform the
legal system governing the use of movable
property as collateral and now have among
the most advanced systems. Some developing
countries have also successfully reformed these
systems, including Afghanistan, Albania, Bos-
nia and Herzegovina, China, Ghana, Mexico,
Romania, and Vietnam. The reformed systems
have three common features: (1) laws do not
impose limits on what can serve as collateral;
(2) creditors can seize and sell collateral pri-
vately or through summary proceedings, dra-
matically reducing the time it takes to enforce
a collateral agreement; and (3) secured credi-
tors have first priority to their collateral and

can verify their priority through an electronic
archive of security filings (Fleisig, Safavian,
and de la Pefia 2006).22

Priority rules work best if a country has
a single registry for pledges of collateral so
that prospective lenders can easily establish
whether there is a prior claim on an asset
(Fleisig, Safavian, and de la Pefia 2006). A
recent study using enterprise surveys for 73
countries finds that introducing movable col-
lateral registries increases the access of firms
to finance (box 3.5). There is also some evi-
dence that this effect is larger among smaller
firms. Overall, sound collateral laws and reg-
istries can allow firms to use their own assets
to guarantee loans and may reduce the need
for publicly sponsored guarantee schemes.

Credit information

An additional crucial component of the finan-
cial infrastructure that can support SME
financial inclusion is credit information. Such
information encompasses any data that can
help a lender decide whether a firm is credit-
worthy. It can be used to generate credit scores
predicting repayment on the basis of borrower
characteristics. In the United States, the use of
credit-scoring technology for small business
loans has led to an expansion in the availabil-
ity of loans for small and riskier firms even by
larger banks that would otherwise have shied
away from this segment (Berger, Frame, and
Miller 2005). Some countries, such as India,
have introduced credit-rating agencies that
focus specifically on small firms (GPFI 2011f).
The SME Rating Agency of India Limited pro-
vides credit ratings for microenterprise and
SME loan applicants for a fee (equivalent to
roughly $900, with variations depending on
turnover). The Indian government covers a
large part of this fee to subsidize the use of
credit scoring.

Credit information can be supplied from
numerous sources, including firm financial
statements, credit registries or bureaus, and
supplier networks. Firm financial statements
and official documentation are essential parts
of loan applications at many banks, but the
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BOX 3.5 Collateral Registries Can Spur the Access of Firms to Finance

To reduce the asymmetric information problems asso-
ciated with extending credit and to increase the prob-
ability of loan repayment, banks typically require
collateral from their borrowers. Movable assets are
the main type of collateral that firms, especially
those in developing countries, can pledge to obtain
financing. However, lenders in developing countries
are usually reluctant to accept movable assets as col-
lateral because of the inadequate legal and regulatory
environment in which banks and firms coexist. Spe-
cifically, three conditions are required before banks
are able to accept movable assets as collateral: the
creation of security interest, the perfection of secu-
rity interest, and the enforcement of security interest
(Fleisig, Safavian, and de la Pefia 2006). The movable
collateral registry is a necessary component because
it allows for the perfection of security interest, mean-
ing that security interest becomes enforceable with
regard to other creditors or third parties rather than
merely between the lender and the borrower. Specifi-
cally, the registry fulfills two essential functions: to
notify parties about the existence of a security inter-
est in movable property (existing liens) and to estab-
lish the priority of creditors with respect to third par-
ties (Alvarez de la Campa 2011). Therefore, without
a well-functioning registry of movable assets, even
the best secured transaction laws could become com-
pletely ineffective.

Using firm-level surveys for up to 73 countries,
Love, Martinez Peria, and Singh (2013) explore the
impact of the introduction of collateral registries
of movable assets on the access of firms to finance.
They compare the access of firms to finance in seven
countries that introduced collateral registries of

movable assets against three control groups: firms
in all countries that did not implement collateral
reform, firms in a sample of countries matched by
location and income per capita with the countries
that introduced movable collateral registries (fig-
ure B3.5.1), and firms in countries that introduced
other types of collateral reforms, but did not set up
registries of movable collateral. Overall, they find
that the introduction of movable collateral regis-
tries increases the access of firms to finance. There
is also some evidence that this effect is larger among
smaller firms.

FIGURE B3.5.1 Effect of Collateral Registry Reforms
on Access to Finance
80 - 73
= 70
g 60
é 50 50 >4
2 41
2 40
E 30
Z 20 A
£
i 10 1
0 T 1
Prereform Postreform
Registry reformers Nonreformers

(matched by region and income)

Source: Doing Business (database), International Finance Corporation and
World Bank, Washington, DC, http://www.doingbusiness.org/data; Enter-
prise Surveys (database), International Finance Corporation and World Bank,
Washington, DC, http://www.enterprisesurveys.org; calculations by Love,
Martinez Perfa, and Singh 2013.

quality and reliability of these statements vary
across countries and firms. In an effort to stan-
dardize financial reporting, the IFRS Founda-
tion develops rigorous international financial
reporting standards. Recognizing that the full
standards, as well as many national generally
accepted accounting principles are complex,
the foundation issued self-contained global
standards for SMEs in 2009. These SME stan-
dards focus on concepts that are most relevant
for helping SMEs gain access to capital, such
as cash flows, liquidity, and solvency. They
also take into account that SMEs often have

fewer resources and capabilities than larger
firms for the preparation of financial state-
ments (IASB 2012). About 60 countries have
adopted the SME standards. However, some
countries have adopted a simpler set of oblig-
atory standards because they have concluded
that the SME standards of the IFRS Founda-
tion are too costly and burdensome for local
and small firms (GPFI 2011f). SMEs often
lack sufficient technical knowledge and capac-
ity to prepare sound financial statements.
Nonetheless, business development services
may help to build capacity in this area. Two
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recent studies show that management con-
sulting services can improve accounting and
recordkeeping among SMEs (Bloom and oth-
ers 2013; Bruhn, Karlan, and Schoar 2013).
Regulatory reforms that encourage informal
firms to register with the authorities can also
lead to better information on SMEs.

Credit registries and credit bureaus pro-
vide records of past and current loans taken
out by firms.?? These records can help lenders
observe whether loans have been repaid suc-
cessfully and also whether firms have other
liabilities that may make them risky borrow-
ers. Cross-country evidence confirms that the
availability of detailed information about the
borrowing and repayment behavior of pro-
spective clients places banks in a better posi-
tion to assess default risk, counter adverse
selection, and monitor institutional exposure
to credit risk (Jappelli and Pagano 2002;
Miller 2003; Pagano and Jappelli 1993).
Cross-country research also shows that the
presence of credit bureaus is associated with
lower financing constraints and a higher
share of bank financing among SMEs, as
well as with a higher ratio of private credit to
gross domestic product (Djankov, McLiesh,
and Shleifer 2007; Love and Mylenko 2003).
In addition, using firm-level survey data from
24 transition economies, Brown, Jappelli, and
Pagano (2009) find that information shar-
ing by banks is associated with the enhanced
availability and lower cost of credit to firms.
This correlation is stronger for opaque firms
than transparent ones and stronger in coun-
tries with weak legal environments than in
those with strong legal environments. Finally,
Beck, Lin, and Ma (2010) show that more
effective credit information sharing is associ-
ated with lower tax evasion (and thus infor-
mality), particularly among smaller firms
and firms requiring more external finance.
The Credit Reporting Knowledge Guide,
“The General Principles for Credit Report-
ing,” and the Global Financial Development
Report 2013, the Credit Reporting Knowl-
edge Guide, provide detailed information on
credit reporting institutions and actions that
governments can take to foster the develop-
ment of these institutions (IFC 2012a; World
Bank 2011a, 2012a).24

Another valuable source of credit infor-
mation is buyer-supplier relationships. Buyer
or supplier credit, also called trade credit, is
an important channel of external financing
for firms (Demirgtic-Kunt and Maksimovic
2001). For example, suppliers often allow
buyers to pay for goods a number of months
after delivery. In this way, large suppliers with
sufficient liquidity and access to loans can act
as a financial intermediary for firms that are
small or credit constrained (Marotta 2005;
McMillan and Woodruff 1999). Trade credit
has been shown to act as a substitute for bank
credit during periods of monetary tightening
or financial crisis (Choi and Kim 2005; Love,
Preve, and Sartia-Allende 2007).

Suppliers often have detailed records on
how diligent buyers are in repaying trade
credit. An innovative credit information
scheme in Peru uses a large technology plat-
form to process and analyze repayment data
held by suppliers. The platform generates
payment reports—similar to those provided
by a credit bureau, with proof of historical
fulfillment of payments—on the firms that
participate in the scheme. Firms can then use
these independent payment reports when they
approach banks, improving their chances of
receiving bank credit.’ In addition to pro-
viding repayment histories, the project also
encompasses a factoring scheme that can
channel more supplier credit to firms.

Insolvency regimes

Insolvency regimes are a key aspect of finan-
cial infrastructure. They can promote access
to finance among SMEs by supporting pre-
dictability in credit markets. An effective
insolvency framework can help regulate effi-
cient exits from the market, ensure fair treat-
ment through the orderly resolution of debts
incurred by debtors in financial distress, and
provide opportunities for recovery by bank-
rupt entities and their creditors (Cirmizi,
Klapper, and Uttamchandani 2012).

Many countries have substantial legal gaps
such that insolvency frameworks are unable
to deal with SMEs effectively (IFC 2010b).
If legal frameworks are absent, SMEs can be
negatively affected in a number of ways. First,
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SME:s that are fundamentally viable, but face
short-term liquidity crises have no safety net.
The SME facing financial distress cannot seek
temporary protection from its creditors, can-
not propose a plan of reorganization, and
cannot compromise debt to achieve greater
returns to all creditors. Second, in the event
of liquidation, SMEs would find it difficult to
go through an orderly and transparent pro-
cess to repay creditors and return productive
assets into the economy as quickly as possible.
Third, if an SME fails, its outstanding obliga-
tions will be the obligations of the individual
entrepreneur, in perpetuity, unless specifically
forgiven by creditors. The absence of effective
exit mechanisms can thus lock the produc-
tive assets of SMEs in a legal limbo, making
reentry into the marketplace problematic and
inhibiting entrepreneurship.

An efficient and modern framework for
SME insolvency should include fast-track,
expedited bankruptcy provisions in unified
or corporate bankruptcy laws. It should
provide alternative dispute resolution frame-
works, such as mediation and conciliation,
to improve efficiency. Legislation on SME
insolvency should specify a clear and trans-
parent process that entrepreneurs can use
to rescue their troubled businesses. This can
include stays on proceedings by creditors and
the ability of SMEs to propose restructuring
plans to creditors. In the event of business
failure, the legislation should set out a clear
method for liquidating the business, repaying
creditors in a timely manner, and discharging
the remaining debt. There should be estab-
lished punishments for fraudulent activities,
such as the act of dissipating the assets of
a business so that creditors cannot recover
their claims and for negligently incurring
obligations from creditors if the entrepreneur
knew, or should have known, that the busi-
ness was insolvent. These critical protections
for creditors can help ensure that SMEs con-
tinue to be able to access credit at reasonable
rates (IFC 2010Db).

Payment services

Although data are lacking, and discussion on
this topic is at an early stage, the issue of sup-

porting payment services for SMEs has gar-
nered growing interest. Among individuals,
payments are an entry point into the formal
economy and potentially regulated finan-
cial services. Firms have specific needs that
should be taken into account in the design
of payment systems and instruments, and
they depend closely on banks for payment
solutions. An interesting question that has
emerged in the early policy discussions is
whether this makes SMEs a captive market
or whether they can seek alternative solutions
elsewhere, for example, in software compa-
nies. The migration to electronic payments is
an established trend in the corporate world.
Key benefits seem to be standardization (that
is, adopting common formats that can be pro-
cessed automatically to execute instructions
and provide ancillary data), greater efficiency,
and savings in time and resources (according
to evidence in the World Bank’s Doing Busi-
ness database).?® However, SMEs are lagging
in the paperless trend. Scale, cultural, and
cost factors could limit the use of electronic
solutions by SMEs, as well as regulatory
aspects. In some cases (Italy is an example),
government legislation plays an active role in
promoting the adoption of new technologies
such as e-invoicing.

Factoring

Take the case of an SME that provides goods
or services to a large buyer, but the large
buyer only pays 30 to 90 days after deliv-
ery, while the SME needs working capital
throughout the production cycle. Reverse
factoring schemes, such as NAFIN (Nacional
Financiera) in Mexico, allow SMEs to address
this problem by transferring outstanding bills
to a factor. The factor pays the SME immedi-
ately (at a discount) and later collects the full
outstanding amount directly from the large
buyer (Klapper 2006). Because, in this case,
the large buyer is the liable party, the factor
can issue credit at better terms than it would
grant if the more risky SME were the bor-
rower. The scheme in Peru described in box
3.6 works differently. There, a large supplier
pools the invoices from many small buyers.
Risk pooling allows the package of bills to be
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B0OX 3.6 Case Study: Factoring in Peru

The World Bank is currently implementing a fac-
toring scheme in Peru (figure B3.6.1). Factoring is
a financial transaction in which a firm sells its cred-
itworthy accounts receivable to a third party, the
factor, at a discount (equal to interest, plus service
fees) and receives immediate cash. The World Bank
scheme uses a financial structure and a technol-

FIGURE B3.6.1
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ogy platform to purchase accounts receivable from
large companies that supply many micro and small
enterprises (MSEs). Doing so frees up working capi-
tal that the suppliers can use to extend more credit
to MSEs, helping to solve the problem of access
to finance. It also benefits the suppliers and other
stakeholders.
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Because of the close relationship between large
suppliers and their MSE customers, the suppliers can
provide a substantial amount of credit to MSEs at
relatively low risk and low cost. The accounts receiv-
able portfolios of these large suppliers are diversified
and carry low risk, qualities that are the building
blocks of the financing scheme.

The scheme, which has been developed with
financing from FIRST (Financial Sector Reform and
Strengthening Initiative), involves the creation of a
fiduciary agent, such as a trust, to purchase accounts
receivable from corporate suppliers on a revolving
basis. During the initial implementation in Peru,
the local development bank, COFIDE, will fund
the trust. Once the scheme is implemented, the fidu-
ciary agent can raise funds on capital markets. The
scheme minimizes the risks involved in the transac-
tion through its financial structure and the technol-
ogy platform used to manage the flow of receivables.

Invoice factoring has several benefits for MSE
customers. First, participating MSEs receive more
financing from suppliers, which they can use to
increase sales. In addition, the scheme helps MSEs
obtain better credit terms elsewhere because they

Discounted accounts
receivable

Financial
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build credit histories that are valuable when they
approach other financial intermediaries. Large
suppliers benefit from transferring a portion of
their accounts receivable portfolio to a third party,
improving their financial ratios, that is, factoring
improves the liquidity of suppliers by substituting
cash for accounts receivable. The suppliers can use
this additional (off-balance-sheet) financing to raise
the sales of their products and services by provid-
ing additional credit to their MSE customers with-
out negatively affecting working capital. In addition,
because of the guarantee structure, the financing
cost implicit in the factoring scheme will usually be
lower than traditional bank financing. Moreover,
reducing the cost of funding will boost the rate of
return on assets among suppliers. Finally, the system
will help suppliers achieve better risk management
of their client MSEs.

The World Bank, COFIDE, and Capital Tool Cor-
poration, working directly with structuring, legal,
and tax advisers, have implemented a pilot version
of this factoring scheme in Peru. In the transaction,
COFIDE and Axur (a local MSE supplier)—through
a fiduciary agent—created a special-purpose vehicle,

(box continued next page)
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BOX 3.6 Case Study: Factoring in Peru (continued)

which issued a term note that COFIDE purchased,
providing $5 million in capacity for financing MSEs.
The vehicle used the proceeds to purchase prese-
lected accounts receivable from Axur on a revolv-
ing basis. The transaction would extend financing
to approximately 1,000 MSEs, discounting invoices
of $500, on average, and 21 days maturity. In sub-
sequent transactions, the rating agencies will de-
termine the risk of the financial instrument to be
issued by the vehicle. This rating would allow the
vehicle to sell participations in the financing to local
institutional investors. At that time, it could cover

25,000 client MSEs, for a total funding amount of
$30 million—-$40 million.

This factoring scheme was one of 14 winners
of the G-20 SME challenge award for finding new
ways to finance MSEs and received a grant to ex-
pand the scheme. The solution also attracted interest
from other multilateral lending agencies. The Inter-
American Development Bank has approved a grant
to expand the scheme by incorporating the portfolio
of local MFIs. Colombia and Paraguay have also
expressed interest in the scheme.

associated with financing at better terms than
each individual bill, providing additional lig-
uidly to the large supplier that can be passed
on to the small buyers.

Factoring is used in developed and devel-
oping countries around the world, but it
requires an appropriate legal framework
(GPFI 2011f; Klapper 2006). For instance,
the law should allow firms to transfer their
receivables to factors, giving factors the right
to enforce payment without consent of the
firm. The Legislative Guide on Secured Trans-
actions of the United Nations Commission on
International Trade Law (UNCITRAL 2010)
includes detailed recommendations on how to
set up a legal framework that is amenable to
factoring transactions.

Leasing

Another financial product that can improve
access to finance among SMEs is leasing
(Berger and Udell 2006). Leasing provides
financing for assets, such as equipment and
vehicles, rather than direct capital. Leas-
ing institutions purchase the equipment and
provide it to firms for a set amount of time.
During this time, the firms make periodic
payments to the leasing institution, typically
covering the cost of the equipment and an

agreed rate of interest. Leasing thus focuses
on the ability of firms to generate cash flows
from business operations to service leasing
payments, rather than on the credit history
of firms or their ability to pledge collateral
(Fletcher and others 2005). The ownership of
the equipment is often transferred to the firms
at the end of the lease period.

Brown, Chavis, and Klapper (2010) show
that close to 34 percent of firms in high-
income countries use leasing, compared with
only 6 percent in low-income countries. They
also find that a strong institutional environ-
ment is associated with the greater use of
leasing. Fletcher and others (2005) discuss
different variations of leasing and provide
a manual on leasing legislation, regulation,
and supervision based on international best
practices and IFC’s technical assistance expe-
rience (see also GPFI 2011f for more infor-
mation on standards, guidelines, and good
practices).

In summary, mounting evidence indicates
that movable collateral frameworks and reg-
istries, as well as credit information systems,
can increase lending to SMEs. Factoring and
leasing are two alternative ways of channel-
ing financing to SMEs. Currently, there is lit-
tle evidence documenting the impact of these
two financial instruments on SME invest-
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ment and growth. More research is needed
in this area.

Dealing with risk

So far, the discussion has largely focused on
bank credit for SMEs, but some investments
that SMEs make may require other sources of
financing, such as private equity. In particu-
lar, banks may be reluctant to finance risky
investments. This reluctance may not arise
from the creditworthiness of the SMEs, but
from the probability of failure of the risky,
but potentially profitable investments. For
example, banks may be reluctant to lend to
a firm that considers an investment with an
80 percent chance of success and a 20 per-
cent chance of failure, especially if the firm
has limited liability. If the firm does not have
limited liability, the owner will be reluctant to
invest because the owner will lose personal
assets in the event the project fails. This prob-
lem may be salient in countries in which other
mechanisms for dealing with risk, such as
bankruptcy protection, are weak. Innovative
insurance products may provide one way of
mitigating the investment risk affecting firms.

Private equity for SMEs

Private equity financing can encourage firms
to make risky investments because it allows
the firm to share the risk with a private equity
investor. Another advantage of private equity
is that it can provide financing that is longer
term relative to loans, particularly for riskier
and more opaque borrowers, because banks
often offer such borrowers shorter-term loans,
which then need to be renewed or renegoti-
ated. Demirgii¢c-Kunt and Maksimovic (1999)
use data from 30 developed and developing
countries during 1980-91 to show that small
firms have less long-term debt as a propor-
tion of total assets and total debt compared
with larger firms. They also find that firms
in developed countries hold a greater pro-
portion of their total debt as long-term debt
compared with firms in developing countries.
Data from the World Bank enterprise surveys
show a similar pattern (figure 3.7). The aver-
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age loan maturity is only 17 months for small
firms in low-income countries, compared
with 37 months for large firms in low-income
countries, and 61 months for small firms in
high-income countries.

Despite the potential benefits, private
equity investment and risk-sharing arrange-
ments may not become more common because
they can also lead to moral hazard. With risk
sharing, the SME owner has less incentive to
ensure that investments are successful because
the SME’s stake in the investment is less than
the full amount. In fact, in some developing
countries, equity investments in SMEs are
supplied by friends and family, who may have
good information about the SME owner’s
intentions and actions and who can rely on
the personal relationship as an enforcement
mechanism (for example, see Allen and oth-
ers 2006). However, not all SMEs have access
to sufficient funding from friends and family.
This is a case where private equity investors
can step in. To mitigate moral hazard, private
equity investors rely on contracting contin-
gencies and securities that shift control rights
depending on the performance of the invest-
ment. Because these contracts require sound
legal enforcement, private equity financing is
more likely to flourish in countries with strong
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enforcement mechanisms (Lerner and Schoar
2005). Governments can thus promote the
formation of a private equity industry by put-
ting in place a strong legal framework that
allows for efficient contract enforcement.

Private equity investors often supply more
than funding to the firms they support. They
rely on extensive industry experience to offer
market knowledge and back-office services
that can help firms make large changes in
their business. This market knowledge and
expertise may be scarcer in developing coun-
tries, which is another reason why private
equity investment may be more difficult to
find in these economies.

Some governments and international orga-
nizations have taken steps to address the
shortfalls in private equity investment in
developing countries. For example, a major
attempt to stimulate the private equity indus-
try in Nigeria was the Small and Medium
Industry Equity Investment Scheme, which
required banks to set aside 10 percent of their
pretax profits for equity investments in SMEs.
Recently, the Nigerian government also
changed pension regulations to allow up to
5 percent of pension assets to be invested in
private equity. However, some of these funds
have remained uninvested in part because of a
high prevalence of fraud and a lack of SME
capacity and transparency. In case studies
conducted by the World Bank, a private
equity fund manager pointed out that his staff
visits the businesses they invest in at least
once a week and calls them every day to stay
as involved in the business as possible and
guard against fraud (Berg and others 2012). It
was also mentioned that most Nigerian entre-
preneurs do not understand private equity as
a source of financing for growing their busi-
ness, indicating a need for training and capac-
ity building. A case study in Rwanda uncov-
ered similar challenges and also highlighted
that many entrepreneurs are reluctant to cede
ownership to external private equity investors
(Abdel Aziz and Berg 2012).

Another example from a developed econ-
omy is the U.S. Overseas Private Investment
Corporation, which is the U.S. government’s
development finance institution.?” It makes

investments in private equity funds in emerg-
ing markets in the form of senior secured
loans. These types of loans are senior to all
other claims against the borrower, which
means that, in case the borrower goes bank-
rupt, the senior secured loan is the first to
be repaid before all other interested parties
receive repayment. Since 1987, the corpora-
tion has committed $4.4 billion to 63 pri-
vate equity funds in emerging markets. These
funds have invested $5.6 billion in more than
570 firms across 65 countries.

IFC recently launched the SME Ventures
Project to provide risk capital and support to
SME:s in International Development Associa-
tion countries. Under the program, IFC pro-
vides private equity funds that are managed
through independent investment managers,
who are selected on a competitive basis. The
program thereby helps develop the capacity
of investment managers to invest risk capi-
tal successfully in small businesses in these
countries. Capacity building is a crucial com-
ponent of the project. IFC provides financing
and technical assistance to fund managers in
areas such as partial support for start-up and
operational costs, legal structuring and reg-
istration, and capacity building among new
staff. SME Ventures also offers advisory ser-
vices to the SME business community. SMEs
selected for private equity investments receive
tailored business support to prepare them for
the investment, as well as during the life of
the investment. These services include busi-
ness planning, market research, governance,
management information and accounting sys-
tems, and upgraded environmental and social
standards.

One of the funds created through SME
Ventures is the West Africa Fund for Liberia
and Sierra Leone. It currently has an approved
investment portfolio of 19 projects worth
$7.4 million in different sectors, including
food processing, transportation, construction,
health, and light manufacturing. To help man-
agers identify investment opportunities, the
IFC advisory services team conducted market
surveys and identified more than 240 high-
potential SMEs in Liberia and Sierra Leone.
In a first phase, 60 of these SMEs developed
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business plans, and the 20 best plans were
submitted to the West Africa Fund, facilitat-
ing five investment appraisals. In a second
phase, the remaining high-potential SMEs are
also likely to develop business plans, which
can lead to more appraisals and investments.

In conclusion, SMEs that are looking to
make risky investments with potential high
returns may not be able to obtain bank loans
to fund these projects. Private equity inves-
tors can step in to share the risk and poten-
tial rewards. However, these types of invest-
ments rely on sound legal systems for contract
enforcement and previous business expertise,
which may be lacking in developing countries.
International agencies have launched projects
to help develop local private equity industries.
This is another area where research can help
to document the extent to which these proj-
ects promote SME growth.

Can stock markets alleviate the
financing constraints on SMEs?

Stock markets can be a potential source of
financing for some SMEs, but they are asso-
ciated with a number of challenges. Accord-
ing to a 2010 survey of the World Federation
of Exchanges, 44 percent of all listed com-
panies are microcaps, which are defined as
companies with market capitalization below
$65 million, but these companies account
for only 1 percent of total market capitaliza-
tion (WFE 2011). Compared with the num-
ber of SMEs in the economy, the number of
listed microcaps is small. For example, in the
European Union in 2008, there were 20 mil-
lion SMEs (defined here as enterprises with
fewer than 250 employees), of which about
220,000 were medium enterprises (between
100 and 250 employees). The number of
listed microcaps in the European Union in
2010 was less than 4,000, representing only
about 1 percent of medium enterprises and a
tiny fraction of all SMEs. Between 2007 and
2010, the number of microcaps changed at
rates that were similar to the change in the
number of larger listings (increasing in the
Americas and declining in Europe), suggest-
ing that the access of SMEs to stock market

finance is not catching up to the access experi-
enced by larger firms.

One reason why more SMEs do not list on
stock markets is that the fixed costs of an ini-
tial public offering (IPO), as well as the costs
implied by ongoing reporting requirements,
can be high. In some cases, stringent regula-
tions that are intended to safeguard the inter-
ests of investors may even debar SMEs from
listing on large stock exchanges altogether
(Nair and Kaicker 2009). Some countries
have created secondary trading exchanges
with regulations and requirements specifi-
cally adapted to smaller firms, such as AIM
in London, NASDAQ in New York, and
AltX in South Africa. For example, AIM was
launched in 1996, and more than 3,000 firms
from across the globe have since listed on the
exchange. A crucial component of AIM is the
use of nominated advisers (Nomads), com-
panies that specialize in corporate finance.
Each firm seeking admission to AIM must
work with a Nomad throughout the period
of listing on AIM. Nomads provide advice
and guidance to firms. They also have a qual-
ity control function: they must periodically
report information on the firm to AIM. AltX
in South Africa uses a similar system. Each
company that lists on the exchange needs to
obtain a designated adviser who advises the
company on its responsibilities during the list-
ing process and on its duty to maintain its sta-
tus once listed.

There are also instances in which SME
exchanges have not been successful. The Over
the Counter Exchange of India was estab-
lished in 1992 as a platform where SMEs
could generate equity capital, but it only had
60 listed companies as of March 31, 2012.
One factor that has prevented the growth
of the exchange is the lack of institutional
participation (Nair and Kaicker 2009). Insti-
tutional investors, such as pension funds,
hold a large fraction of shares in many stock
exchanges, and they tend to invest in rela-
tively large firms. Even AIM is dominated by
institutional investors, who hold more than
60 percent of AIM-listed companies and also
focus on the largest companies listed on AIM,
that is, the demand of the investors for stocks
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in small companies (microcaps) may be more
limited than their demand for stocks in large
companies (Nair and Kaicker 2009). In fact,
microcaps tend to be illiquid, meaning that
the number of trades per listed company is
relatively small compared with larger caps.
Calculations based on data of the World Fed-
eration of Exchanges suggest that enterprises
with market capitalization below $200 mil-
lion made up 64 percent of the world’s listed
companies in 2011, but accounted for only
14 percent of individual stock market trades
and 4 percent of share trading volume. Simi-
larly, a study of listed firms in China and
India shows that larger firms are more likely
than smaller firms to issue new equity, and
the top 10 issuing firms capture a large frac-
tion of the total amount raised through these
issues (Didier and Schmukler 2013).

Overall, the extent to which stock mar-
kets can be a viable and sustained source of
finance for SMEs is thus not clear. In addi-
tion, even exchanges such as AIM tend to
focus on the most rapidly growing SMEs so
that stock markets may not be a financing
solution for a broad range of SMEs. How-
ever, stock markets can potentially have posi-
tive spillover effects on SMEs; for example,
if more large firms obtain financing through
stock markets, they may need less financing
from banks, and banks may expand their
SME lending operations.

YOUNG FIRMS: CAN FINANCE
PROMOTE ENTREPRENEURSHIP?

While a good deal of policy and research
attention has been directed toward the finan-
cial inclusion of SMEs, greater emphasis is
needed on the financing available to young
firms. There are good reasons to focus on
SMEs: the evidence shows that a sizable share
of the SMEs in developing countries are credit
constrained; alleviating these constraints may
allow these firms to grow. Policy makers are
also often concerned with job creation, and
SMEs have traditionally driven job creation in
developed countries.”® However, more recent
empirical work, such as the research by Halti-
wanger, Jarmin, and Miranda (2010), sug-

gests that (1) start-ups and surviving young
businesses are critical for job creation, and
(2) there is no systematic relationship between
firm size and employment growth after one
controls for firm age.

These results do not necessarily apply in
developing economies, where firms, especially
small ones, face many institutional constraints.
Thus, research shows that firm dynamics
in India and Mexico are different from the
dynamics in the United States: firms grow
much more slowly as they age in India and
Mexico compared with firms in the United
States (Hsieh and Klenow 2012). Ayyagari,
Demirgiic-Kunt, and Maksimovic (2011a)
study the relationships across firm size, age,
and growth using data for 99 economies from
the World Bank enterprise surveys. They find
that SMEs and young firms exhibit higher job
creation rates than large and mature firms,
showing that size is still a good predictor of
employment growth after they have controlled
for age. However, large firms and young firms
exhibit higher productivity growth. Overall,
these findings suggest that it is important to
focus on promoting finance among both SMEs
and young firms in developing countries.?’

The financing challenges faced by
young firms

Similar to microenterprises and SMEs, young
firms may be credit constrained because of
principal-agent problems. Because young
firms have not been in the market for long,
there is little information on their perfor-
mance or creditworthiness. Data from the
World Bank enterprise surveys on more than
70,000 firms in more than 100 countries show
that, in all countries, younger firms rely less on
bank financing and more on informal financ-
ing from family and friends (figure 3.8). Only
18 percent of firms that are 1 or 2 years old
used bank financing, compared with 39 per-
cent of firms that are 13 or more years old.
In contrast, 31 percent of firms that are 1 or
2 years old rely on informal sources of finance,
such as family and friends, whereas only
10 percent of firms that are 13 or more years
old obtain financing from informal sources
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(Ayyagari, Demirgtic-Kunt, and Maksimovic
2011a). Potential problems with financing
from friends and family include that it might
be unreliable, untimely, or bear significant
nonfinancial costs (Djankov, McLiesh, and
Shleifer 2007). For example, a study of Chi-
nese firms finds that more firms use informal
credit than bank credit, but only bank credit
is associated with higher growth rates (Ayya-
gari, Demirgtic-Kunt, and Maksimovic 2010).
A study in the United States estimates the
impact of formal credit on young firm survival
by comparing start-ups that have received a
loan from a financial institution as a result of
falling slightly above a threshold in the appli-
cation criteria with start-ups that fell slightly
below this threshold (Fracassi and others
2013). The results show that the start-ups that
have obtained a loan are 40 percentage points
more likely to survive, enjoy higher revenues,
and create more jobs.

Policies and innovative approaches to
support lending to young firms

Some of the interventions discussed in the sec-
tion on SME financing (see above) can also
be used to improve the access of young firms
to bank loans. Adequate collateral laws and
registries can allow young firms to leverage
the assets they have to obtain credit, although
they may have accumulated comparatively
fewer assets than older firms. Credit infor-
mation systems can document the creditwor-
thiness of young firms and can reduce the
reliance of young firms on informal finance
(Chavis, Klapper, and Love 2011).

Accessing finance can be particularly chal-
lenging for entrepreneurs who have a business
idea, but have not yet started their company,
because they do not possess business assets
that can be used as collateral, and they do
not have financial statements. One poten-
tial avenue for fostering financial inclusion
among these entrepreneurs is to screen them
based on their personal characteristics and
attitudes. Djankov and others (2006) use sur-
vey data from Brazil, China, and the Russian
Federation to show that these characteristics
can distinguish entrepreneurs from nonentre-

FIGURE 3.8 Financing Patterns by Firm Age
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preneurs. For example, entrepreneurs place a
higher value on work, are happier, and per-
ceive themselves as more successful.

The Entrepreneurial Finance Lab has
developed a tool for screening entrepreneurs
that can potentially help lenders provide
financing to borrowers who lack financial
documentation or credit histories. The tool
uses questions on character, abilities, and
attitude to identify high-potential, low-risk
entrepreneurs. The answers to these ques-
tions are combined into a psychometric credit
score. Entrepreneurs who scored in the top 30
percent of this score had a 72 percent lower
default rate than entrepreneurs who scored in
the middle 40 percent.>® Those with the low-
est scores had a 94 percent higher default rate
than entrepreneurs in the middle range. The
Entrepreneurial Finance Lab is a G-20 SME
Finance Challenge winner. Its screening tool is
already being introduced by some banks, for
example, in Kenya and South Africa.

Venture capital and angel investors

Venture capitalists or angel investors can also
provide financing for start-up activities. Ven-


http://www.enterprisesurveys.org

134

FINANCIAL INCLUSION FOR FIRMS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

ture capital firms raise funds that they invest
in early stage companies. Angel investors, on
the other hand, invest their personal funds,
tend to operate more locally in industries
where they have direct experience, and are
often less visible than venture capital firms.
These investors address informational asym-
metries in young firms by intensively scruti-
nizing firms before providing capital and then
monitoring them afterwards. Venture capital
firms differ from banks in that they typically
have more specialized skills to evaluate proj-
ects that have few assets that may act as col-
lateral and carry significant risk. In addition,
high-powered compensation structures give
venture capitalists incentives to monitor firms
closely. Banks sponsoring venture funds with-
out high-powered incentives have found it
difficult to retain personnel (Hall and Lerner
2010).

Research in the United States suggests that
the supply of venture capital promotes firm
start-ups, as well as employment and income
(Samila and Sorenson 2011). Angel investors
also have positive effects on the performance
of the start-ups they support (Kerr, Lerner,
and Schoar, forthcoming). However, some
of this effect may arise because of personal
involvement and advice that angel investors
contribute to start-ups, in addition to funding.

Venture capital firms have been active in
the United States, as well as in Canada, Israel,
New Zealand, and the United Kingdom, but
they tend to be less common in other coun-
tries (Hall and Lerner 2010). Among develop-
ing countries, Brazil and India boast advanced
venture capital industries with several venture
capital firms that are privately or government
financed and that focus on innovative and
high-technology industries (Zavatta 2008).
A key reason why venture capital firms are
particularly active in the United States may be
the existence of a robust IPO market because
IPOs allow venture capitalists to transfer
control back to the entrepreneur (Black and
Gilson 1998). Jeng and Wells (2000) exam-
ine the factors that influence venture capital
funding in a sample of 21 countries and find
that the strength of the IPO market is a cru-

cial determinant of venture commitments.
However, the presence of an IPO market is
mainly correlated with venture capital invest-
ment in existing firms, not start-ups. The lack
of an TPO market can explain why venture
capital funding is not common in developed
economies dominated by banks, such as Ger-
many and Japan (Hall and Lerner 2010). In
addition, cross-country evidence from 39
countries suggests that the legal framework,
legal origin, and accounting standards may
influence the characteristics of the venture
capital industry. For example, better laws—
approximated by a combination of measures
of the efficiency of the judicial system, the
rule of law, corruption, risk of expropria-
tion, risk of contract repudiation, and share-
holder rights—are associated with more rapid
deal screening and origination (Cumming,
Schmidt, and Walz 2010).

In the United States, the venture capital
industry seems to have moved away from
funding start-ups in recent years. Instead,
venture capital firms seek to invest large sums
in more well established and less-risky firms.
To fill this growing gap, angel investors have
played an increasingly important role in pro-
viding financing to early-stage companies
(Fishback and others 2007). A growing num-
ber of angel investors have formed groups that
conduct screening and due diligence, allow
individual angels to diversify their holdings,
collect knowledge from investors with varied
industry experience, and pool capital (Shane
2005). Angel groups have also been active in
other developed economies, including Canada,
France, Germany, Spain, and the United King-
dom, with more than 30 angel groups each in
2009.3! Outside Europe and North America,
angel networks tend to be less developed, but
in the past few years, Angel investment has
become much more visible in East Asia and
the Pacific, South and Southeast Asia, Israel
and Latin America (OECD 2011a). IFC’s
infoDev initiative has been providing technical
assistance to support the formation of angel
networks in developing economies. To date,
infoDev has assisted in the creation of angel
networks in eight economies (Belarus, Chile,
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B0OX 3.7 Case Study: Angel Investment in the Middle East and North Africa

The IFC’s infoDev initiative is launching a project
to support the creation of angel investor networks
in developing economies through cofinancing and
technical assistance. infoDev is a global partner-
ship program within the World Bank. Since 2002,
infoDev has developed a network of more than 400
small-business incubators—all locally owned and
operated—in more than 100 developing countries.
A business incubator is a facility with a program
to help small companies have a better chance of
survival through the start-up phase. An incubator
may offer services such as office space at a reduced
rate, shared office services, entrepreneurial advice
and mentoring, business planning, contacts, and
networking. infoDev’s incubator network has sup-
ported about 25,000 start-up enterprises that have
reportedly created approximately 270,000 jobs.
Building on its network of incubators, infoDev
is implementing an early-stage innovation financ-

ing facility. It will be piloted in the Middle East
and North Africa, starting with the Arab Republic
of Egypt, Jordan, Lebanon, Morocco, and Tuni-
sia. The pilot version will consist of a $50 million
coinvestment financing facility managed by a third-
party financing facility manager and a $20 million
technical assistance facility managed by infoDev.
The coinvestment facility aims to make investments
in the range of $50,000-$1 million each in about
200 start-up companies, investing jointly with angel
investors who are organized around an angel net-
work or angel syndicate. The technical assistance
facility seeks to spur the creation of about eight
angel networks and to strengthen the performance
of about 50 incubators to ensure a steady stream
of investable projects. The project also proposes to
build a body of knowledge around the needs of high-
growth entrepreneurs in the region and to contribute
to the long-term capacity to support these needs.

Jordan, Moldova, Nigeria, Senegal, South
Africa, and Trinidad). In each instance, local
high-net-worth individuals have been identi-
fied, convened, and advised on global best
practices. infoDev is now also launching an
early stage innovation financing facility that
will provide financing and technical assistance
to support angel networks in developing econ-
omies, leveraging the infoDev global network
of incubators (box 3.7).

In conclusion, much policy and research
attention has been focused on the financial
inclusion of SMEs, but young firms also face
financial constraints. Relieving these con-
straints can potentially foster productivity
growth and job creation, although more evi-
dence is needed to document this relationship.
Angel investors provide a promising source
of finance for young firms. Currently, angel
investor groups are less common in develop-
ing countries than in developed economies,
but financial and technical assistance can
help support the creation of angel investor
networks.

DOES ACCESS TO FINANCE
LEAD TO INNOVATION?

Recent research has studied the relationship
between finance and innovation to understand
the channel through which access to finance
can promote economic growth. Many econo-
mists have argued that innovation is essential
for economic growth and development (for
example, Aghion and Durlauf 2005; Baumol
2002; Schumpeter 1934). Innovation is often
defined to include not only the invention of
new products, but also the adaptation of
products and processes from other countries
or firms; for example, see the Oslo Manual
(OECD 2005).

Why innovative projects may be
particularly difficult to finance

Firms may face especially severe financing
constraints on innovative investments because
of information asymmetries. Firms seeking to
make new inventions through research and
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development frequently have better informa-
tion about the likelihood of success and the
nature of the completed project than potential
investors. In fact, because inventions can be
easy to imitate, firms may be reluctant to dis-
close much information about their projects,
making it difficult to find financing. Firms are
thus often required to rely on internal funds
to finance research and development expendi-
tures (Hall and Lerner 2010).32

Innovation that does not involve new inven-
tions, but involves the technological upgrading
of processes may also be unattractive for lend-
ers. Banks often prefer to use physical assets
to secure loans and are reluctant to lend if a
project involves knowledge investment, such
as contracting business development services,
rather than investment in plant and equip-
ment. A study in Mexico found that financing
constraints were a key reason why firms did
not hire business consultants, although the use
of consulting services had positive effects on
productivity and firm growth in the longer run
(Bruhn, Karlan, and Schoar 2013).

Can bank finance foster innovation?

Given the challenges, it is not clear whether
policies that promote access to bank financ-
ing, as discussed in earlier sections of this
chapter, are sufficient to foster innovation.
They may help to some extent because firms
could use bank financing for noninnovative
activities and thus free up internal funds for

FIGURE 3.9 The Estimated Effect of Financing Sources on Innovation
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investment in innovation. Empirical evidence
indicates there is a positive relationship
between bank financing and innovation. Using
data from the World Bank enterprise surveys,
a study examined more than 19,000 small,
medium, and large firms across 47 developing
economies and found that the use of external
finance is associated with greater innovation
by private firms (Ayyagari, Demirgii¢-Kunt,
and Maksimovic 2011b). In particular, bank
financing is positively associated with firms
that undertake core innovation, which is
defined as upgrading an existing product line
or introducing a new product line or new
technology (figure 3.9).

Survey data on microenterprises and SMEs
in Sri Lanka also show that firms are more
likely to innovate if they have a bank loan (de
Mel, McKenzie, and Woodruff 2009a). This
relationship may not be causal, though, and
could be driven by other factors. For exam-
ple, more well managed firms may both be
more likely to innovate and more likely to
obtain a bank loan. More empirical within-
country research is thus needed to shed light
on the causal effects of access to bank finance
on innovation.

Nonbank finance and government
subsidies for innovation

The availability of nonbank financing, espe-
cially venture capital or angel investment,
may be critical in fostering innovation. As
discussed above, venture capital firms and
angel investors address information asymme-
try problems by intensively scrutinizing firms
before providing capital, and then they moni-
tor them afterwards. However, venture capi-
tal firms and angel investors tend to focus on
high-technology sectors and a small number
of firms. A broad range of firms in other sec-
tors could potentially also benefit from tech-
nological upgrading (Bloom and others 2013;
Bruhn, Karlan, and Schoar 2013). To facili-
tate access to business development services
that can help upgrade technologies in such
firms, some governments have implemented
subsidy or matching grant programs.
Matching grant programs are one of the
most common policy tools used by develop-
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ing-country governments to foster technologi-
cal upgrading and innovation. A matching
grant consists of a partial subsidy to a firm
for the use of business development services
or similar activities. They often cover 50 per-
cent of the cost. Despite their widespread
use, there is little evidence on the effective-
ness of the grants in spurring firms to under-
take activities they would not have otherwise
undertaken or whether the grants merely sub-
sidize firms for actions they would have taken
anyway. A randomized impact evaluation of
a matching grant program in Mexico finds
that subsidized business consulting services
led to short-run improvements in the pro-
ductivity of firms and to a long-run increase
in employment among firms, that is, to firm
growth (Bruhn, Karlan, and Schoar 2013). To
expand the evidence base, researchers have
tried to conduct impact evaluations of match-
ing grant programs in other countries, for

example, in six African countries. However,
these attempts have ultimately failed in part
because the programs received few applica-
tions (Campos and others 2013). This lack
of demand may be caused by overly strict eli-
gibility criteria, red tape, capture by special
interest groups, or incentives facing project
implementation staff and suggests that match-
ing grant programs are difficult to implement.
Several countries have experimented with
encouraging innovation and job creation
through business plan competitions. A recent
example that has garnered much attention is
Nigeria’s YouWiN! competition (box 3.8).
Fiscal incentives can also be used to stimu-
late innovation and research and develop-
ment. More and more countries are imple-
menting these policies to incentivize firms to
invest in research and development. Mulkay
and Mairesse (2013) have examined the
impact of the research and development tax

BOX 3.8 Case Study: Nigeria's YouWiN! Business Plan Competition

The Youth Enterprise with Innovation in Nigeria
Program (YouWiN!) is a business plan competition
for young entrepreneurs in Nigeria sponsored by the
country’s Ministry of Finance, Ministry of Commu-
nication Technology, and Ministry of Youth Devel-
opment, with support from the U.K. Department
for International Development and the World Bank.
The program was launched on October 11, 2011, by
President Goodluck Jonathan in a ceremony aired
live on national television. It has the stated objective
of encouraging innovation and job creation through
the establishment of new businesses and the expan-
sion of existing businesses.

The program combines training with cash grants
to build business capacity and reduce financing con-
straints to promote business creation and growth. In
response to advertisements throughout the country
via television, radio, newspapers, and road shows,
the program received almost 24,000 applica-
tions from youth aged 18 to 40 years. Nigeria has
approximately 50 million people in this age range.
The 24,000 applications therefore represent only
0.05 percent of the overall youth population.

As is typical with business plan competitions,
YouWiN! does not provide access to finance on a
broad scale. Instead, the program seeks to target
firms and business ideas with high potential. This
is reflected in the fact that the level of educational
attainment is higher among applicants than among
the overall population. According to data from the
2008 general household survey, among the overall
youth population, 5.5 percent have a university edu-
cation, compared with slightly more than 50 percent
of the YouWiN! applicants.

YouWiN! applications were scored by the Enter-
prise Development Center of the Pan-African Uni-
versity, a private, nonprofit educational institution
located in Nigeria’s capital, Lagos. Based on these
scores and geographical location, 6,000 candi-
dates were selected to attend a four-day training
session, which took place in December 2011, with
4,873 individuals participating. All applicants who
attended the training were then given until late Janu-
ary 2012 to submit a business plan. In total, 4,510
business plan applications were received. These
were scored by a joint Enterprise Development

(box continued next page)



138

FINANCIAL INCLUSION FOR FIRMS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

BOX 3.8 Case Study: Nigeria's YouWiN! Business Plan Competition (continued)

Center—PwC team, narrowing down the field, first,
to 2,400 semifinalists and, then, to 1,200 winners.
Figure B3.8.1 illustrates that the main sectors of the
YouWiN! winners are agriculture, information tech-
nology, and computer services, manufacturing, and
other professional services.

YouWiN! winners received up to $32,000 each
in grants for new businesses and $64,000 for exist-
ing businesses. For the median existing business that
won the competition, this is equivalent to more than
six years of annual turnover. The grants can repre-
sent a large increase in access to finance. According
to the IFC Enterprise Finance Gap Database, only
8 percent of Nigerian microenterprises and SMEs
have a loan from a bank, with an average loan
size of 18 percent of annual revenue.® A World
Bank team is currently conducting an evaluation of
YouWIiN! to measure its impact on firm start-ups,
firm survival (for existing businesses), employment,
sales, and profits.

FIGURE B3.8.1 Business Sectors of YouWiN! Winners
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a. IFC Enterprise Finance Gap Database, SME Finance Forum, http://smefinanceforum.org.

credit on private research and development
investment among French firms. They find
that, in the long run, the tax relief raised
research and development investment among
firms by 12 percent, without taking into
account spillover effects.

In summary, innovative projects are partic-
ularly difficult to finance with external funds
because of information asymmetries. Govern-
ments can step in by sponsoring matching
grant programs and business plan competi-
tions. Evidence indicates that matching grants
can enhance firm productivity and employ-
ment growth, but the grants are difficult to
implement well. Research on the impact of
business plan competitions is ongoing.

DOES GENDER MATTER IN THE
ACCESS OF FIRMS TO FINANCE?

Empirical evidence suggests that woman-
owned firms tend to be smaller than firms
owned by men and grow at a slower rate

(Bruhn 2009; GPFI 2011c). While several
factors, such as type of business, managerial
skills, or the regulatory environment, may be
driving these differences, access to financial
services may matter. This section first exam-
ines why women may face more constraints
in financial markets than men. It then asks
whether boosting access to finance, defined as
access to credit and savings instruments, can
spur the growth of woman-owned firms.

Is there a gender gap?

The gender gap in access to finance is still a
relatively unexplored topic, but a growing
literature documents that, relative to men,
women face less favorable conditions in
seeking financing. Even after controlling for
a range of demographic and socioeconomic
characteristics, a recent cross-country study by
Demirgiic-Kunt, Klapper, and Singer (2013)
finds that the ownership of bank accounts
and the usage of savings and lending instru-
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ments are substantially less prevalent among
women. Other cross-country studies focusing
on the access of entrepreneurs to credit reach
similar conclusions. The findings suggest that
women entrepreneurs are less likely than their
men counterparts to obtain financing from
formal institutions and are also more likely
to pay higher interest rates or to receive less-
favorable loan terms (Demirgiic-Kunt, Beck,
and Honohan 2008; GPFI 2011¢; Muravyev,
Schifer, and Talavera 2009). Gender gaps in
the credit market have also been documented
in particular settings, such as in informal loan
markets in rural Mexico, where women are
more likely to be credit constrained (Love and
Sanchez 2009).

Unfavorable conditions in women’s access
to finance may also affect the demand among
women for external financing and the busi-
ness decisions of women. For instance,
women may select into businesses that need
less credit. However, gender gaps in access
to finance are less evident in other regions.
A study by Bruhn (2009) finds that women
and men entrepreneurs have similar access to
credit in Latin America.

Determinants of the gender gap

Gender differences in access to finance may
be explained by several factors, ranging from
cultural, regulatory, and legislative barriers to
statistical or even taste discrimination. Identi-
fying which factors are at play can allow poli-
cies to be tailored to help level the field for
women in financial markets.

In many environments, cultural Dbeliefs,
laws, or regulatory mandates may prevent
women from participating in financial arrange-
ments. Demirglic-Kunt, Klapper, and Singer
(2013) find evidence supporting that gender
norms, by law or custom, are associated with
lower access and usage of financial services
by women. In a recent World Bank report,
Safavian and Haq (2013) document that few
women in Pakistan obtain individual loans
instead of group loans. One reason is that the
guarantor requirements for individual loans
may be prohibitive for women. Most MFIs
typically require two men guarantors for a
loan, only one of whom may be from the bor-

FIGURE3.10 Number of Countries with Joint
Titling of Major Assets for Married Couples
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rower’s immediate family. Given women’s lim-
ited mobility and the prevalent social norms, it
may be difficult for women to find men guar-
antors who are not relatives.

Another common obstacle women face in
seeking credit is that they often own fewer
assets than men, limiting their collateral.
This can be partly caused by cultural prac-
tices that serve to give women less access to
assets, as shown by Hallward-Driemeier and
Hasan (2012) in the case of Africa. Lack of
ownership can also be driven by laws and
regulations. The Women, Business, and the
Law database documents that, in 11 out of
141 countries, joint titling of major assets
(such as land or the marital home) does not
exist among married couples (figure 3.10).
In 54 of the 130 countries where joint titling
does exist, it is not the default titling proce-
dure for marital property. Moreover, in 26
of 141 countries, sons and daughters do not
have equal inheritance rights to the property
of their parents, and in 25 countries women
and men surviving spouses do not have equal
inheritance rights.

Raising the incidence of property owner-
ship among women may thus require changes
in the law. While this may be a longer-term
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endeavor, financial institutions can also take
steps to increase the availability of collateral
for women. A bank in Uganda, the Devel-
opment Finance Company of Uganda Bank,
launched the Women in Business Program in
2007 (GPFI 2011c). As part of this program,
the bank has specifically designed some of
its loan and savings products to address the
needs of women entrepreneurs. Because col-
lateral requirements are a major obstacle
among Ugandan women who have diffi-
culty accessing property, the bank created a
land loan for women. Through this product,
women are able to obtain a loan to purchase
property that they can later use as collateral
for a business loan.

Women’s differential access to finance can
be determined by gender differences in out-
comes such as education, income, or busi-
ness experience. These differences could,
for instance, influence women’s ability to
keep adequate financial records that may be
required to obtain a loan. Moreover, women
may be more prone to default if they have
less education or if they have less experience
in running businesses or understanding finan-
cial contracts, which makes financial institu-
tions less inclined to serve women clients. This
type of discriminatory treatment is known as
statistical discrimination. Aterido, Beck, and
Tacovone (2011) find evidence of statistical
gender discrimination in access to finance.
In nine countries in Sub-Saharan Africa, they
find that the gender gap in financial services is
explained by differences in education, income,
formal employment, and status as the house-
hold head. Once they control for these char-
acteristics, the gender gap in access to finance
disappears.

Gender bias or taste discrimination may
also limit women’s access to finance. A recent
study by Beck, Behr, and Madestam (2012)
argues that own-gender preferences affect
both credit supply and demand. More spe-
cifically, the authors find that borrowers
matched with loan officers of the opposite
gender pay higher interest rates, receive lower
loan amounts, and are less likely to return
for a second loan. In settings in which loan
officers are predominantly men, own-gender
preferences could put women loan applicants

at a disadvantage. For example, 90 percent
of the loan officers at a large public sector
bank in India are men (Cole, Kanz, and Klap-
per 2012). Another study in India finds that
cultural proximity between loan officers and
borrowers increases lending, lowers default
rates, and reduces the amount of collateral
required. These findings suggest that cultural
proximity mitigates informational problems,
which, in turn, relaxes financial constraints
and improves access to finance (Fisman, Para-
vasini, and Vig 2012). It is not clear whether
these findings easily translate to gender, but,
if they do, the policy implication would be
that the presence of more women loan offi-
cers could relax the financial constraints on
women. In fact, there is some evidence that
women make better loan officers. Beck, Behr,
and Guettler (2012) examine the relationship
between the gender of loan officers and loan
performance. They show that loans moni-
tored by women loan officers exhibit lower
arrear probabilities than loans handled by
men loan officers. This result is explained by
the greater capability of women loan officers
to build trust relationships with borrowers.

Does increased access to finance
promote growth among woman-owned
firms?

Improving access to financial services by itself
may not stimulate the growth of woman-
owned firms if the factors causing the differ-
ential access are not addressed. For instance,
if women select to run businesses with lower
capital returns relative to firms operated
by men, interventions that improve access
to capital will not be more effective among
woman-owned firms. An impact evaluation of
a program in Sri Lanka that distributed capital
grants found higher profits among enterprises
owned by men, but not among woman-owned
enterprises. The difference in the returns to
capital did not appear to be driven by differ-
ences in entrepreneurial ability or risk aver-
sion between men and women, but by the fact
that the sectors that women selected typically
had lower returns to capital in the first place.
But, even in sectors in which both man- and
woman-owned firms are common, woman-
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owned enterprises may have lower returns to
capital if women face household constraints.
A study by de Mel, McKenzie, and Woodruff
(2009b) finds that women have higher returns
to capital if they have more decision-making
power in the household or if their spouses are
more cooperative with regard to the manage-
ment of the enterprises.

Recent evidence suggests that financial
interventions might be more effective if they
were combined with business training. For
instance, a study in Sri Lanka finds that capi-
tal grants can temporarily raise the profitabil-
ity of woman-run subsistence enterprises if
the women are provided with business train-
ing, but this impact dissipates two years after
completion of the training (de Mel, McKenzie,
and Woodruff 2012b).

However, in contexts in which women
face household constraints, these interven-
tions may not be as effective. In rural Paki-
stan, Giné and Mansuri (2012) evaluate the
impact of a business training program and
the offering of larger loans to microfinance
clients. Their results suggest that the training
enhanced the business knowledge of both men
and women microentrepreneurs. However,
the performance of the woman-run businesses
did not improve, though the training lowered
business failure rates and boosted the sales
among man-run businesses. Offering larger
loans had little effect on any enterprises in the
sample. As in the findings of other studies,
the lack of effect on women may in part be
driven by household constraints (for instance,
see Fletschner and Mesbah 2011). About
40 percent of women report that their spouses
are responsible for most business decisions,
suggesting that woman-owned enterprises
show no improvement because women have
little decision-making control in their own
businesses. For a sample of five Sub-Saharan
African countries, Aterido and Hallward-
Driemeier (2011) show that, in enterprises in
which women are part owners, a man is the
decision maker in 77 percent of the cases. They
stress the importance of looking at decision-
making control and not partial ownership by
women in evaluating enterprise performance.

A study in Bosnia and Herzegovina reaches
a different conclusion. There, business train-

ing among microfinance clients raised profits
among woman-owned firms, but not among
firms owned by men. One substantial benefit
of the training was that it enabled women cli-
ents to obtain more favorable loan terms and
explore alternative funding options (Bruhn
and Zia 2013).

Overall, it appears that, if policies tackle
the underlying causes of the gender gap,
boosting access to finance can improve the
performance of woman-owned enterprises. In
settings in which gender bias or taste discrimi-
nation is relevant, policies should consider
antidiscriminatory programs or competition-
enhancing strategies (Beck, Behr, and Mad-
estam 2012). If statistical discrimination is
the main driver, then policies should aim at
improving women’s education, employment
status, and income opportunities, if these are
the relevant dimensions. For instance, policies
promoting financial inclusion may have to be
combined with business training. Depending
on the local context, household constraints
may prevent women from making changes
in their businesses so that even the combina-
tion of credit and training may not be effec-
tive. In these types of settings, policies aimed
at strengthening the position of women in
society should be promoted. This may require
reforming the laws and regulations pertaining
to property rights and inheritance to encour-
age women’s ownership of assets.

AGRICULTURAL FIRMS:
CAN FINANCE INFLUENCE
PRODUCTIVITY?

Agriculture is an important sector in most
developing countries. According to the Food
and Agriculture Organization of the United
Nations, the agricultural sector is the main
source of income and employment among
70 percent of the world’s poor in rural areas.
If the rural poor benefit more from growth
in agriculture than from growth in other sec-
tors, then agriculture can be a relevant vehicle
for reducing extreme poverty. A recent cross-
country study by Christiaensen, Demery, and
Kuhl (2011) suggests that this may be the
case. According to the results, poverty among
the poorest of the poor is more sensitive to
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FIGURE 3.11  Adults with an Account Used for Business Purposes
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Source: Calculations based on the Global Financial Inclusion (Global Findex) Database, World Bank, Washington, DC, http://www.worldbank.org/globalfindex.

growth in this sector. While the results of
other studies are more modest, they also indi-
cate that agricultural growth translates into
lower rural poverty rates (for instance, see
Foster and Rosenzweig 2003; Ravallion and
Datt 1996; Suryahadi, Suryadarma, and Sum-
arto 2009; World Bank 2007a).

In this respect, agricultural finance may have
the potential to increase the productivity of the
sector. Currently, the use of basic accounts for
business purposes in rural areas remains lim-
ited, lagging far behind the situation in urban
areas, particularly in developing countries (fig-
ure 3.11). In the absence of formal financial
instruments, farmers and agricultural firms
rely on alternative informal mechanisms (such
as moneylenders, transfers across households,
or informal savings arrangements) to supply
their finance needs (Lim and Townsend 1998;
Munshi and Rosenzweig 2005; Rosenzweig
and Wolpin 1993; Townsend 1994). How-
ever, these informal arrangements may prevent
farmers from adopting better technologies,
purchasing agricultural inputs, or improving
the efficiency of their businesses if appropriate
risk mitigation products are lacking or if the
available financial instruments do not match
the needs of farmers.

Financial constraints are costly, particularly
to the smallest farmers and agribusinesses,
limiting their ability to compete and protect
against a variety of risks inherent to agricul-

ture, such as weather variability, natural haz-
ards, and commodity price volatility (World
Bank 2007a). Improving access to finance in
the sector can raise the investment choices
of farmers and provide farmers with more-
effective tools to manage risks.

This section discusses the main constraints
faced by institutions in supplying financial
instruments such as savings, credit, and insur-
ance products to the agricultural sector. It then
outlines the most promising developments in
the field and, finally, provides concrete policy
recommendations to enhance financial inclu-
sion within the agricultural sector.

Why have financial institutions been
reluctant to serve the sector?

One relevant barrier that has historically
prevented financial providers from serving
the agriculture sector and its supply chain
is geographical. Farmers and agricultural
firms find it difficult to access banks because
most of these farmers and firms are located
in rural areas, where banks are discouraged
from operating at a profitable scale because of
low population density and large geographi-
cal dispersion. Hence, the provision of formal
savings, insurance, and credit instruments to
farmers and agricultural SMEs is limited.
Another major factor inhibiting financial
institutions from serving the sector is the
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systemic risk that characterizes agricultural
activities. When natural hazards or adverse
weather conditions take place, they typically
affect a large number of farmers and firms
simultaneously, making it more challeng-
ing for financial providers to diversify their
client portfolios because, when one client
fails to pay, many others will be in the same
situation.

The lack of financial infrastructure poses
a third challenge. Tracking the identity of cli-
ents or monitoring production outcomes is
extremely difficult in rural areas. If natural
hazards cannot be mapped to the production
of farmers and SMEs, or if the lack of infor-
mation about clients means financial pro-
viders face difficulty in tracking them, then
farmers and firms might well prefer to default
or underperform, especially in settings with
low contract enforcement. Hence, potential
lenders or insurers may be discouraged from
engaging with farmers and agricultural SMEs
in the first place or may be reluctant to supply
certain products potentially demanded by cli-
ents, such as longer maturity loans. Financial
institutions serving rural areas have actually
responded by excessive credit rationing or
overreliance on traditional forms of collat-
eral, which many small and medium farmers
and firms lack in the first place (Stein, Rand-
hawa, and Bilandzic 2011).

Additionally, the lack of interest of finan-
cial providers in serving farmers and agricul-
tural firms is aggravated by the paternalistic
behavior or political motives that govern-
ments may have. Policies ranging from sub-
sidies with no proper assessment of project
feasibility to political loans to the sector or
unconditional bailouts to relieve households
from their debt obligations may distort firm
and farmer incentives and discourage finan-
cial providers from entering the market.

Evidence from recent studies cautions that
government interventions in the credit market
can be costly not only in terms of political
capture, but also in amplifying market distor-
tions, thereby aggravating financial exclusion.
Cole (2009) finds evidence that, during elec-
tion years, the amount of agricultural credit
supplied by public banks increases by 5 to

10 percentage points. The new loans are
directed at districts with a political interest
for the ruling state party, are less likely to be
repaid, and are not associated with greater
agricultural output. In line with these find-
ings, de la Torre, Giné, and Vishwanath
(2011) conclude that primary agricultural
credit cooperatives in India have been used
as political instruments, and the responses of
borrowers have been to prioritize their debt
payments from institutions other than the
cooperatives because the borrowers associ-
ate the cooperatives with frequent govern-
ment relief packages. Their results suggest
that the greater involvement of governments
in credit markets might lead to unintended
consequences such as incentivizing defaults.
Kanz (2012) finds that India’s largest bailout
program, the Debt Waiver and Debt Relief
Scheme for Small and Marginal Farmers,
did not alleviate problems of debt overhang
among beneficiaries. Instead, program recipi-
ents augmented their reliance on informal
credit and reduced their productive invest-
ment. This conclusion indicates that ben-
eficiaries were concerned about the stigma of
being identified as defaulters because of the
program and the effect this may have on their
future access to formal credit.

Recently, other reasons inhibiting financial
institutions from serving this market have
begun receiving more attention. If individuals
in rural areas do not trust banks or lack finan-
cial training, they will be less likely to use
financial products. Moreover, if the products
that financial institutions offer do not ade-
quately match the needs of farmers, then the
products will be associated with low demand.
In a study in Kenya, Dupas and others (2012)
find that these factors partially explain the
low usage of financial services among rural
customers. The study randomly waived the
cost of opening a basic savings account to
unbanked individuals and found that only 18
percent of these individuals actively saved in
their new accounts. The main reasons people
did not save in their accounts were lack of
trust in the bank, unreliable service, and high
withdrawal fees. The study also provided
information on credit options and the lower-
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ing of loan requirements. After six months,
only 3 percent of the people under study
had applied for a loan. People did not bor-
row from the bank because they feared losing
their collateral. These results suggest that not
only access matters, but also the quality of the
services offered.

New developments in agricultural
finance

In the last two decades, new approaches have
been emerging in agricultural finance. Most
of these approaches are designed based on
microfinance principles and adapted to fit
the needs of farmers and agricultural firms.
Following Kloeppinger-Todd and Sharma
(2010), the most promising developments can
be grouped into four thematic areas: tailor-
ing financial services to the business reality of
farmers and agribusinesses, using technology
to reach out to new clients and reduce transac-
tion costs, developing innovative risk manage-
ment strategies, and bundling financial instru-
ments with other financial or nonfinancial
services to overcome the multiple constraints
faced by farmers and agricultural SMEs.
Because most commercial banks operate
exclusively in urban markets, they are highly
inexperienced with rural settings, where the
reality of business and the demand for finan-
cial products are different.>? For instance, the
reliance of commercial banks on traditional
land collateral excludes from borrowing many
farmers and agricultural firms that lack secure
rights to land. New financing models such as
warehouse receipts can help relieve this con-
straint. Through warehouse receipt financing,
farmers can obtain finance by using nonper-
ishable goods deposited in a warehouse as col-
lateral for their loans. While several elements
are needed to develop a well-functioning
warehouse receipt financing system, including
an enabling regulatory framework, licensed
warehouses, and appropriate training, these
instruments have been operating successfully
in several countries (Hollinger, Rutten, and
Kiriakov 2009). However, a rigorous assess-
ment on how important these systems have
been for farmer productivity is still needed.

Based on the system of warehouse receipt
financing, different approaches have been
developed to extend financial services to agri-
businesses and farmers. Factoring and leasing
are two examples. Through factoring, farm-
ers can use their accounts receivables as col-
lateral for loans (see above).3*

Leasing is of particular relevance for the
agricultural sector because it has the potential
to expand the medium- and long-term finance
available to agribusinesses. Through leas-
ing, farmers can acquire machinery and farm
equipment, while paying for it on a more flex-
ible basis (IFC 2012¢).

Agricultural production is being trans-
formed into integrated market chains, link-
ing smaller farmers to large multinational
firms.3 Value chain finance has become one
of the most popular mechanisms for financ-
ing commercial agriculture in various devel-
oping countries. Value chain finance is par-
ticularly useful in helping link small farmers
and agribusinesses into effective market sys-
tems (Miller and Jones 2010).3¢ An innova-
tive business model in this area in Mexico
is Agrofinanzas. Agrofinanzas specializes in
lending to small farmers with little experience
with banks and formal financing. Its business
model is based on relationships with larger
firms that are connected to smaller farmers.
Agrofinanzas identifies its borrowers through
information obtained by large firms on their
small suppliers. This information is criti-
cal to making credit risk manageable for the
institution.

Another example in Mexico is FIRA (Trust
Funds for Rural Development), which pro-
vides a broad range of financial products and
services to banks to promote the develop-
ment of the rural sector. Among other initia-
tives, FIRA supplies structured financing, that
is, specific, tailored products based on client
needs and the local business environment to
help clients manage the risks involved in their
everyday operations.

The use of technology to facilitate financial
transactions has great potential in agricultural
settings, where transaction and information
costs are high. Credit and movable collateral
registries, mobile banking, and correspondent
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banking are examples of ways in which tech-
nology can help ease market failures in an agri-
cultural setting. In a recent project in Malawi
(see chapter 2), Giné, Goldberg, and Yang
(2012) find that the use of fingerprints to iden-
tify clients makes the threat of future credit
denial more credible. The incentives for clients
to pay back loans are thereby increased, while
simultaneously incentivizing lenders to engage
in more transactions. Even though projects of
this type are at the pilot stage, they show great
potential for reducing the information costs of
lenders or insurers. Other examples include
Kenya’s M-PESA (chapter 2) and initiatives to
introduce registries for movable collateral (see
box 3.5).

New research suggests that a major con-
straint on farmer investment is uninsured risk.
Karlan, Osei, and others (2012) find that,
when farmers in north Ghana were insured
against the primary catastrophic risk, they
increased expenditure on their businesses. Cai
and others (2009) have evaluated a Chinese
insurance program aimed at increasing the
supply of pork. The insurance was found to
have substantial effects on the decisions of
farmers to raise pigs.

Evidence suggests that instruments such as
index insurance succeed in minimizing moral
hazard and adverse selection and, under some
circumstances, can incentivize farmers to
make riskier, but more profitable investments
(Giné, Menand, and others 2010; Karlan,
Osei-Akoto, and others 2012; Mobarak and
Rosenzweig 2012). While index insurance
represents only a small fraction of the broad
range of insurance products available, its
presence is growing in various countries. An
example is the Kilimo Salama microinsurance
scheme in Kenya, which is a weather index
insurance offered, together with loans, to help
farmers buy farming products. The scheme
has insured 64,000 farmers across Kenya
and is to be expanded to other countries in
Africa, such as Rwanda.?” Another example
is CADENA, a public insurance initiative in
Mexico. Through CADENA, the govern-
ment purchases insurance for municipalities
on behalf of residents, thereby promoting
take-up at the municipal level. Coverage has

been rising over the years, providing revenue
to the municipalities when adverse weather
events take place. Mostly, the insurance prod-
ucts offered in the Mexican market focus
on two schemes. The first is weather index
insurance, which operates based on weather
indexes measured through weather stations
that determine crop damage. The second is
yield index insurance, in which the payment
is determined when the observed yield, esti-
mated through sampling in the risk unit, is
lower than the covered yield.3®

However, index insurance still faces chal-
lenges, including low take-up rates, the diffi-
culties of farmers in understanding and thus
valuing the complicated insurance, and the
failure to dissipate a considerable part of the
risks among farmers (Carter 2008; World
Bank 2007a). Other studies also suggest that
the lack of trust of users in the insurance
products can partially explain the low take-
up rates (Cai and others 2009).

Commodity exchange markets, which
have a prominent history in Asia and Latin
America and are now being piloted in sev-
eral African countries, such as Ethiopia, can
be good tools to help farmers hedge against
adverse price fluctuations. In a commodity
exchange market, different financial instru-
ments can be traded, such as futures, for-
wards, options, derivatives, and swaps. The
objective of all these instruments is to lock in
the price of a product in the future. Through
future contracts, for instance, the purchase
or sale of a specific quantity of a commodity
on a determined date in the future is agreed
in advance (IFC 2012¢). Many commodities,
ranging from orange juice to cereals and cot-
ton, are traded in futures markets. However,
many conditions are required to develop a
well-functioning exchange market, such as
the availability of a large number of market
participants, adequate infrastructure, and an
appropriate legal framework (Rashid, Winter-
Nelson, and Garcia 2010).

While financial products can contribute to
risk mitigation and the promotion of more
profitable investments in agriculture, bun-
dling them with other services can help over-
come various constraints affecting farmers
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and agricultural SMEs. For instance, financial
services should be provided with the proper
financial training. For effective value chains
to operate, financial instruments must be
bundled with the timely availability of inputs,
efficient marketing, and distribution channels
for agricultural outputs.

Policy recommendations

Summing up, evidence suggests that produc-
tivity in the agricultural sector can benefit
from better access to financial instruments
tailored to the needs of farmers and agribusi-
nesses. Policy makers can take a series of
steps to make this happen. First, investing in
rural financial infrastructure can overcome
the information asymmetries that discourage
financial providers from serving agricultural
firms. The availability of public databases
on agricultural and weather statistics would
allow lenders and insurers to distinguish good
clients from bad ones more precisely and
monitor their actions. Governments have a
comparative advantage in providing informa-
tion to help lenders or insurers identify their
risks and price them accordingly (World Bank
2007a).

Second, strengthening property rights and
contract enforcement can open up access to
important financial products to farmers and
SME:s, for instance, by allowing the develop-
ment of value chain finance.

Third, governments should abstain from
paternalistic policies that discourage financial
providers from entering the market and that
distort the incentives for farmers and firms.
Public subsidies directed at agriculture should
be carefully considered because they provide
inappropriate incentives for farmers to invest
in unprofitable farming activities. While cer-
tain subsidized insurance products could be
justified on the basis of achieving the higher
take-up of these products and allowing users
to understand their value, subsidies that do
not involve proper assessments of the quality
or feasibility of projects should be avoided.
The gravest risks to sustainable financing in
agriculture often arise from misguided gov-
ernment interventions such as subsidized

interest rates and the lack or nonenforcement
of appropriate rules and regulations (World
Bank 2007a).

NOTES

1. For microenterprises and small firms, the dis-
tinction between households and enterprise
finance may be blurry because firm owners
may mix their personal finances with the
finances of the firm. However, in contrast to
chapter 2, this chapter zooms in on the role
of finance in promoting business activities.
It also discusses programs and interventions
that are targeted specifically at firms, such as
business training, risk-sharing facilities, and
factoring.

2. This follows the definition used in the World
Bank enterprise surveys (http://www.enter
prisesurveys.org/), which is based only on the
number of employees and which also defines
small firms (5-19 employees) and medium
firms (20-99 employees). Many countries
and institutions use their own definitions of
SMEs. For instance, in a survey of banks in
the Middle East and North Africa, the cutoff
used by the banks to distinguish small and
medium firms ranged from 5 to 50 employ-
ees, and the cutoff between medium and large
firms ranged from 15 to 100 employees (IFC
2010b). Some of the SME definitions are
based not only on the number of employees,
but also on other variables, such as sales and
assets. For example, the European Union
defines SMEs as firms with 10-250 employ-
ees, less than €50 million in turnover, or less
than €43 million in total balance sheet (IFC
2010b), although these thresholds may be
high for most developing economies. The
heterogeneity in definitions of SMEs across
countries and institutions can pose an obsta-
cle to collecting accurate and comprehensive
data on SMEs and to designing policies tar-
geted at SMEs.

3. The distinction between microenterprises and
SMEs based on number of employees is not
absolute, and some firms with fewer than
five employees may also seek funding from
sources other than MFIs, particularly if they
aim to grow quickly or are young firms.

4. See the SME Finance Forum website, at http:/
smefinanceforum.org/. The database is based
on the Enterprise Surveys (database), Interna-
tional Finance Corporation and World Bank,


http://www.enterprisesurveys.org/
http://smefinanceforum.org/
http://smefinanceforum.org/
http://www.enterprisesurveys.org/

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

FINANCIAL INCLUSION FOR FIRMS

147

8.

10.

11.

Washington, DC, http://www.enterprise
surveys.org.

. This information is from the same IFC Enter-

prise Finance Gap Database through the SME
Finance Forum, http://smefinanceforum.org.
The data set considers as informal all micro-
enterprises and SMEs that are not registered
with the authorities and all nonemployer
firms (independently of registration status).

. For additional information on the infor-

mal surveys, see “Enterprise Surveys Data,”
World Bank, Washington, DC, http://www
.enterprisesurveys.org/Data.

. The evidence on the impact of these train-

ing courses is summarized in McKenzie and
Woodruff (forthcoming).

The study measures aggregate effects, that
is, increases in average income (Bruhn and
Love 2013). Critics have been concerned that
Banco Azteca may do more harm than good
among some borrowers because of its high
interest rates and diligent repossession of col-
lateral, including household appliances, in the
case of default. These issues are of particular
concern with respect to individuals with low
levels of financial literacy. Note, however,
that a recent study examining the impact of
loans with a 110 percent annual interest rate
given out by the largest microlender in Mex-
ico, Compartamos Banco, finds little support
for the hypothesis that microcredit causes
harm (Angelucci, Karlan, and Zinman 2013).

. Although average returns to capital are high

among microenterprises, there may be con-
siderable variation in these returns across
firms.

The study relies on cross-sectional data
whereby firms report employment levels for
multiple years so that employment growth
may be calculated. The data thus do not cap-
ture firms that have closed by the time the
survey was conducted. A study on the United
States using repeated survey data finds that
small firms display higher net employment
growth than large firms (Haltiwanger, Jar-
min, and Miranda 2010). However, once the
authors control for firm age, there is no rela-
tionship between firm size and employment
growth. See the discussion in our chapter here
on young firms.

SMEs in developing economies face many
other constraints to growth, including regula-
tory obstacles, missing physical infrastructure
(such as roads and reliable electricity supply),

and lack of skills.

12.

13.

14.

15.

16.

17.

18.

19.

Another potential explanation for the find-
ings is that small firms were less productive so
that they could not pay market interest rates.
However, more than 95 percent of small firms
had at least some credit at market interest
rates. Moreover, the paper does not find that
more productive firms were less affected by
the drop in subsidized credit.

For most countries, the survey does not
include comprehensive information on the
share of loan applications that were rejected
or on the reasons for rejection.

The incentives for banks to lend to SMEs can
also depend on the regulatory framework, for
example, on capital requirements. Regulators
are currently introducing Basel III, which is a
new global regulatory standard on the capi-
tal adequacy and liquidity of banks agreed by
the Basel Committee on Banking Supervision
in response to the deficiencies in financial
regulation revealed by the global financial
crisis. Basel III introduces new regulatory
requirements on bank capital, liquidity, and
leverage. The higher capital requirements are
expected to raise the average cost of bank lia-
bilities, which could push up the interest rates
charged on loans, including to SMEs (GFPI
2011f). Also, see chapter 1 for an in-depth
discussion of how banking market structure
influences access to finance.

These numbers also reflect a merger with
Fortis Bank in 2010.

For more information, see IFC (2012b) and
the underlying IFC case study on Turkey.
Other products offered by IFC include lines
of credit to banks in developing economies
for on-lending to SMEs. There is a lack of rig-
orous evidence on the impact of these credit
lines. More research is needed to determine
how effective they are in increasing access to
credit among SMEs that would not otherwise
have received a loan.

Another type of credit guarantee helps finan-
cial institutions raise long-term funds. For
example, the World Bank is providing a par-
tial credit guarantee for up to €200 million
to the Croatian Bank for Reconstruction and
Development to support fundraising in finan-
cial markets for on-lending to private sector
exporters and foreign currency earners.
Given the scale of credit guarantee schemes
around the world, there is relatively little evi-
dence on whether and how they work. More
research is needed in this area to complement
the few existing studies.


http://www.enterprisurveys.org
http://smefinanceforum.org
http://www.enterprisesurveys.org/Data
http://www.enterprisesurveys.org/Data
http://www.enterprisurveys.org

148

FINANCIAL INCLUSION FOR FIRMS

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

20.

21

22.

23.

24,

25.

26.

27.
28.

29.

30.

For an in-depth review, see the Global Finan-
cial Development Report 2013 (World Bank
2012a).

. Enterprise Surveys (database), International

Finance Corporation and World Bank, Wash-
ington, DC, http://www.enterprisesurveys
.org.

See also UNCITRAL (2010) for a guidebook
on efficient and effective secured transaction
laws.

In an effort to provide more information on
firms that have not previously had a loan,
some credit bureaus also collect payment his-
tories on utility bills or other services.
Additionally, there is a forthcoming study
by the International Committee on Credit
Reporting, to be released by the end of 2013,
on credit reporting and SMEs, which will
examine, for example, the role of trade credit
and how it is captured by credit reporting
systems.

Credit Bureau Singapore is an example of
an institution that collects trade credit data
on SME:s. It combines this information with
credit history data from banks and with the
personal credit histories of business owners
and key stakeholders to quantify default risk
(see GPFI 2011f for more detail).

Doing Business (database), International
Finance Corporation and World Bank, Wash-
ington, DC, http://www.doingbusiness.org
/data.

The website is at http://www.opic.gov/.

A key reason for the interest in job creation
is that jobs are the main source of income for
the majority of households and a key driver
of poverty reduction (World Bank 2012c).
There is an overlap between firm age and
size. According to data from the World Bank
enterprise surveys, about 90 percent of young
firms are SMEs, that is, they have between
5 and 100 employees, while 10 percent are
large firms. See Enterprise Surveys (data-
base), International Finance Corporation and
World Bank, Washington, DC, http://www
.enterprisesurveys.org.

The Entrepreneurial Finance Lab website
(http://www.eflglobal.com/) does not specify
the methodology used to obtain these results.
It is not clear whether borrowers took a psy-
chometric test before obtaining a loan, and
the statistics represent default rates for these
borrowers, or whether borrowers took the
test after they had a loan that they had either
repaid or defaulted on. The second scenario

31.

32.

33.

34.

35.

36.

could potentially lead to confounding results
(reverse causality) if, for example, individu-
als whose businesses failed and who had to
default on loans have fewer entrepreneurial
attitudes because of this experience.

The number of angel groups operating in the
United States was about 350 in 2009, and
it was about 400 in all European countries
combined (OECD 2011a).

These issues may be less severe in economies
in which financial intermediaries are able to
monitor firms closely or in which contracts
are in place, encouraging firms to reveal prof-
its truthfully so that investors can be fairly
compensated. Monitoring is less costly in
economies with ample credit information.
Complex contracts rely on a sound legal sys-
tem for enforcement (Cole, Greenwood, and
Sanchez 2012).

Several World Bank initiatives, such as Agri-
Fin, provide technical assistance to financial
institutions. AgriFin supports financial insti-
tutions in Africa and Asia in the development
of models of agricultural finance that reach
smallholder farmers. The Centenary Bank of
Uganda partnered with AgriFin to expand
lending to the sector by taking several mea-
sures such as opening new branches in rural
areas or investing in staff training. Over the
following four years, its lending portfolio to
the sector is expected to double to $34 million
(World Bank 2013Db).

NAFIN (Nacional Financiera), a Mexican
development bank institution, has been pro-
viding reverse factoring services to SMEs
through cadenas productivas (productive
chains). The main feature of the program
is that it links small, risky firms with large,
creditworthy firms that buy from them.
Through cadenas productivas, the small firms
can use the receivables from their larger cli-
ents to obtain loans. While not yet exported
to the agriculture sector, the program shows
great potential for such future expansion
(World Bank 2006a).

As defined in Miller and Jones (2010), agricul-
tural value chain finance refers to any or all of
the financial services, products, and support
services flowing to or through a value chain
to address the needs and constraints of those
involved in the chain, whether a need to access
finance, secure sales, procure products, reduce
risk, or improve efficiency within the chain.
The Agricultural Finance Program of IFC
provides support to financial and nonfinan-


http://www.enterprisesurveys.org
http://www.enterprisesurveys.org
http://www.doingbusiness.org/data
http://www.opic.gov/
http://www.enterprisesurveys.org
http://www.enterprisesurveys.org
http://www.doingbusiness.org/data
http://www.eflglobal.com/
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37.

cial institutions in practices that help mitigate
and manage the risks related to lending in the
sector along the entire value chain. In addi-
tion, IFC assists farmers and agribusinesses
in building capacity in many areas, such
as financial training and links to financial
institutions.

See Peer Stein and Denis Salord, “Rwanda:
Turning the Tide on Rural Poverty Requires
Innovation,” allAfrica.com, New Times,

38.

April 28, 2013, http://allafrica.com
/stories/201304291357.html.

See Jests Escamilla-Judrez and Luisarturo
Castellanos-Hernandez, “The Usage of Grids
in Risk Management of Agriculture in Mex-
ico,” FARMD, Forum for Agricultural Risk
Management in Development, 2012, https://
www.agriskmanagementforum.org/content
/usage-grids-risk-management-agriculture
-mexico.


http://allafrica.com/stories/201304291357.html
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https://www.agriskmanagementforum.org/content/usage-grids-risk-management-agriculture-mexico
https://www.agriskmanagementforum.org/content/usage-grids-risk-management-agriculture-mexico
https://www.agriskmanagementforum.org/content/usage-grids-risk-management-agriculture-mexico
http://allafrica.com/stories/201304291357.html
www.allAfrica.com




Statistical Appendixes
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This section consists of three appendixes.

Appendix A presents basic country-by-
country data on financial system characteris-
tics around the world. It also presents aver-
ages of the same indicators for peer groups
of countries, together with summary maps. It
is an update on information from the 2013
Global Financial Development Report. The
eight indicators in this part remain the same
as those shown in the previous report, with
the exception of “account at a formal finan-
cial institution (%, age 15+),” which replaces
the previously shown “accounts per thousand
adults, commercial banks.” A key reason
for this change is the higher coverage of the
newly shown indicator.

Appendix B provides additional country-by-
country information on key aspects of finan-
cial inclusion around the world. It is specific

RS- N

to the 2014 Global Financial Development
Report.

Appendix C contains additional country-by-
country information on Islamic banking and
financial inclusion in Organization of Islamic
Cooperation (OIC) member countries. It is
also specific to the 2014 Global Financial
Development Report.

These appendixes present only a small
part of the Global Financial Development
Database (GFDD), available at http://www
.worldbank.org/financialdevelopment. The
2014 Global Financial Development Report
is also accompanied by The Little Data Book
on Financial Development 2014, which is
a pocket edition of the GFDD. It presents
country-by-country and also regional fig-
ures of a larger set of variables than what are
shown here.

GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

151


http://www.worldbank.org/financialdevelopment
http://www.worldbank.org/financialdevelopment

152 APPENDIX A GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

APPENDIX A
BASIC DATA ON FINANCIAL SYSTEM CHARACTERISTICS, 2009-11

TABLE A1 Countries and Their Financial System Characteristics, Averages, 2009-11

Financial institutions Financial markets
Stock market
capitalization Market
Account Bank +outstanding | capitalization
Private credit | ata formal lending- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) capitalization (%)|  ratio (%) volatility
Afghanistan .||| 7.8 .||| 9.0 .||| 8.8
w111 Albania all 37 all 283|a1l 63|all 32
| Algeria all 144l gl 333[all 63(all 203
Andorra .||| 19.0
Ll Angola Jall 183l 392|all 10| a1l 124
Antigua and Barbuda l||| 77.7 l||| 7.3
wil| Argentina all 270 all sl sofwll 52| wll 67\all  204|all  5a|all 351
L1l Armenia il 256t 175l 96|all 177 all 15 Jall o3
Aruba Il 588 il 78l 209
Ll Australia Jall 1224 anll 991 {anll 3(arll 17| axll 166.3|.nll  57.0|.pl]  842|.pl]  22.0
Ll Austria all 1200 a1l 974 Jall 274 anll 716 a0l se8|all 578|anll 355
.||| Azerbaijan .||| 17.0 .||| 14.9 .||| 8.3 .||| 10.2
Bahamas, The all 848 all 2 el 202
W11 Bahrain all 794 all 645\ all 6.1l 179 anll 872 all  25/all 116
.||| Bangladesh .||| 41.2 .||| 39.6 .||| 5.2 .||| 8.1 .||| 12.0 .||| 146.7
W11l Barbados all 812 all 6 anll 138 anll 1198 gl 04
W11l Belarus Jall 333 aall 5860l 05|all 158
atll Belgium all 943l 963 all 60| all 1040 all 484|all 251
Belize all 632 all e3|all 184
Benin all 225 all 105 all 170
Bermuda .||| 15.9
Bhutan all 364 all 11l 37
W11] Bolivia Jall 3290 aall 280atl 9|l 94| .1l 158 all 06
.||| Bosnia and Herzegovina .||| 51.7 .||| 56.2 .||| 4.6 .||| 14.3 .||| 12.6
atl| Botswana all 253wl 303[all 60[all 146 all 322 all sjall 77
W1l Brazi il 503 ol 55.9(anll 33|l 212| aall  81.7|anll  456|aall 685|all 338
Brunei Darussalam .||| 395 .||| 5.0 .||| 95
ul| Bulgaria all 528{all 65{all 67| all 152 all 48l 265
Burkina Faso all 173l 134 Jall 85
Burundi .||| 14.7 .||| 7.2 .||| 19.3
Cambodia all 254 gl 37 all 97
Cameroon all 1l 148 all 305
atl] Canada all os8{all 240l 200| ull 14231l 7040l 780|all 255
Cape Verde all 590 all 75
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TABLEA.1 Countries and Their Financial System Characteristics, Averages, 2009-11 (continued)

Financial institutions Financial markets
Stock market
capitalization Market
Account Bank +outstanding | capitalization
Private credit | ata formal lending- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) capitalization (%)|  ratio (%) volatility
Cayman Islands Jall 90
Central African Republic l||| 7.6 l||| 3.3 l||| 13.7
Chad all a9l 90 Jall 179
W11l Chile Jall 66l anll 22(all 4olall 15| anll 14550l 534|.p0]  184[.pl] 193
11l china Jall 118l e3s|all 3a|all 194wl 9520all 745 all 18891l 3009
W11 Colombia Jail 31200l soalanl es{all 65| all 577\l 229|001l 126].00] 202
Comoros all sl 2170all 52
Congo, Dem. Rep. all 37|l 308{all 42
Congo, Rep. l||| 5.0 l||| 9.0
W11l Costa Rica Jall 260(apll 504l all 122[all 283] all 44 all 24
11l Cote d'ivoire Jall 178 Jall 194] pl 282 Jall 20
a1l Croatia all 686l 884l 83|l 581 .pll 405 all a6l 277
Cuba l||| 9.6
il Cyprus Jall 27270 a1l 852 il 38|l 259|all 179lall 119
o1l Czech Republic il 807l 47|all 147] apil 350 all seolall 325
11l Denmark all 997 all 123 anll 2465 all 785l 277
W11] Djibout all 258 all 123(all 94|all 94
Dominica .||| 52.4 .||| 6.2 .||| 7.8
«11] Dominican Republic Jll 209) 00l ss2fall salall 184
11l Ecuador Jall 27201l 367 1| AT T | A Jall 7ol 154
atll Egypt, Arab Rep. all 3320l 97/l 49l 399wl s81|all  566|all 453|all 332
W11 El Salvador il 2slall 138 all 27 anll 212 Jall 10
Equatorial Guinea l||| 7.1 l||| 16.6
W11 Estonia il 995 aatl 9es{all s4lall  solall 112 Jall 14|l 2601
Ethiopia il 104
all Fii all 481 all 29 all 138 all 17
W11 Finland all 933l 997 ail 1270 .l 720 all 1023] .01l 286
W1l France all 11221l 970 all 42| ol 1233 all 799l 207
Gabon il selall 189 a1l 135
Gambia, The Gl 132 Il 1340l 55
all Georgia all 308 all 330[ull B5ull 81/ all 63 all 03
1l Germany 1080 a1l 981 il 129) .nll 6s5|all 537 .Ml 1155|.ll 278
w11l Ghana all 139l 204 all 90| il 94 all 32
a1l Greece all 1092 il 779 il o3| apll 443|all 392\l 629wl 363
Grenada l||| 79.5 l||| 7.6 l||| 13.6
al] Guatemala all 237 0l 223l 81|all 188

(appendix continued next page)
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TABLE A1 Countries and Their Financial System Characteristics, Averages, 200911 (continued)
Financial institutions Financial markets
Stock market
capitalization Market
Account Bank +outstanding | capitalization
Private credit| ata formal lending- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) |capitalization (%)| ratio (%) volatility
Guinea il solall 37 Jll 32
Guinea-Bissau l||| 6.7
wi Il Guyana all 336 all 1231l 189 all 140
il Haiti all 1320l 220(a0l 1481l 195
Ll Honduras all 4870l 205| a0l 94| all 300
11l Hong Kong SAR, China Jall 1663] anll 88 7(anll 5olarll 11.9| anll 46550l 61.8| .m0l 150.6|.00] 326
ail| Hungary all 727(all 33{all 17|l 258[all  4r{all 979|mll 352
uil| Iceland all 1100 all 24| all 840 all 175
atl] india all 455] il 352 all 202/ gl 767[all 703l &52|all 307
W11 Indonesia Jall 2240l 196aall 56wl 28| aall 379|.nll  556|.pl]  56.3|.pl] 276
W1l Iran, Islamic Rep. Jall 2468l 7370all 04 all  53lanll 574)a0l 307
Iraq gl 591l 106 all 218
atl| Ireland all 2250 il 939 all 16 all 1929( il 190[all 269l 337
atll srel all 927 all 905l 29/l 255\ aill  830{all  456[all 599l 248
al| ttaly all 157l 710 all 118 all 55l ssa |l 1728|all 316
w11 Jamaica Jall 2690 anll 710[aal] 13wl 32| il 494 all 28|l 122
atll Japan all 1051 ol 984 yull 11|l 130] anll 1073l 659|all 1116l 282
W1l Jordan all 705 ]l 2550 50|l 451 anll 1198(anl]  209all  283|all 167
w111 Kazakhstan all 222) a1l 421 Jall -o08| apll 349 all 52|l 404
al| Kenya all 309 all 223l 94|l 146| ull 358 all  70(all 110
a1l Korea, Rep. Jall 1008] ol 930(.nll  18|anll 02| nll 1546|.0ll  67.0[aall 2004 |ap1] 263
Kosovo l||| 323 l||| 44.3
atll Kuwait all 661 all 868l 30ull 179wl 806 all a33(all 144
w1l Kyrayz Republic all  38{all 268/ull 29[ all 17 all 347
will Lao PDR all 179wl 268[all 203[all 46
il Latvia all 897(all 73{all 41|l 57 all  24{all 296
al | Lebanon all 679 il s70[all 20{all 527| il 305 all  9sfall 171
L1l Lesotho Jall 1250 a1l 185l 78{all 132
Liberia Jall 164 a1l 188|all 105
Libya il 93 all 35|l 48
ail| Lithuania all 7B8[all 40lall  42{all 121 all  s1jall 252
uill Luxembourg all 1843 all 946 all 276 il 1728\l 37|all 02
Macao SAR, China all 520 all s52lall 385
11 Macedonia, FYR Jall 2s0latl 7370all 28[all 147 all 79 all 66|l 223
111 Madagascar il 11000l 55| all 380 all 119
i || Malawi all 146[ il 165)all 208/l 264| all 263 all 23
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TABLE A1 Countries and Their Financial System Characteristics, Averages, 200911 (continued)

Financial institutions Financial markets
Stock market
capitalization Market
Account Bank +outstanding | capitalization
Private credit | ata formal lending- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) |capitalization (%)| ratio (%) volatility
w1l Malaysia all 1063 il e62|all 25l 307| all 1886l 623|ull 304|all 135
Maldives all 842 all 63
Mali Jall 178l anl s2 all 132
al] Malta all 1262) il 953 all 48l all 404l s4lall 12
411! Mauritania all 2550l 17500l 98|all 268
11l Mauritius il 820l antl solatl tolall 21| apl  590(.pll 432wl 70|all 158
Wl Mexico all 80| all 274{all 4]l 219 sl 517)aill  350|all 272[all 252
Micronesia, Fed. Sts. l||| 14.0 l||| 25.9
.||| Moldova .||| 33.3 .||| 18.1 .||| 7.1 .||| 10.3
a1l Mongolia all 308/ all 7770l 76l 224 il 123 all  46{all 249
w1l Montenegro all 712{all 504 all 59l all 857 all a1 fall 288
11l Morocco all 718l 39 all 34| anl e93|all  277|all 242|.nll 144
l||| Mozambique l||| 226 l||| 39.9 l||| 6.3 l||| 22
Myanmar l||| 5.0 l||| 0.5
ai 1] Namibia all 475 all 47|l 68/ all 92 all  20(all 320
aill Nepal all 489\ all 253[all 48|ull 62| all 320 all 28
111 Netherlands all 2042] il 987 all 25| a1l 1450 all 10561l 290
o1l New Zealand 15 ol 904 atl 20(all 256| all  479|.mll  448|.pl] 298|l 133
a1l] Nicaragua all 321l 42{all sojull 77
Niger all 120 all 15 all 180
ai | Nigeria all 200 il 297l 88|l 01| anll 195 all 14jall 237
anll Norway all 20l 215 0l 831l 291l 1066[ il 370
aill Oman all 06| all 736{all 34|all 133 all 314 all 226/all 232
L1l Pakistan Jail 2100l 103(all eolall 34| a1l 175 all 523l 223
a1l Panama all 795\ all 249(all 47|all 413 il 305 all 12l 101
L1l Papua New Guinea il 251 il solanll 86| .l 1134 Jall o4
wil| Paraguay all 328 all 217l 2560l 118{ il 19 all 30
w1l Peru all 285 il 205( 0l 173) il 31| anll 562{all 361 |all  50[mll 324
w1l Philippines all 287\ all 266{all 45|l 228 il 85[all  559|all 229[ull 238
al| Poland all 702 all 96| all 322\l 455)all 527l 303
ull Portugal all 1869 il 812 all 169l 949 all 466 )all 241
uill Qater all 19| all es9{all 36|all 261| all 79 all 226/l 271
wi 1] Romania all 384 0l 446l 60/ll 110{all 160 all 83l 366
11! Russian Federation all 2710l gs2(all s52{all 70| all  536|.nl]  367|anll 107.1(a0] 459
Rwanda all 3280l 9slall 80
Samoa Jall 437 Jall 770l 204

(appendix continued next page)
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TABLE A1 Countries and Their Financial System Characteristics, Averages, 2009-11 (continued)

Financial institutions Financial markets
Stock market
capitalization Market
Account Bank +outstanding | capitalization
Private credit | ata formal lending- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) |capitalization (%)| ratio (%) volatility
San Marino l||| 11.3
Sé&o Tomé and Principe l||| 31.6 l||| 17.2
W11 Saudi Arabia all sasl gl 464 all 4| ol eoslall 4050l 882|.nll 274
Senegal l||| 252 l||| 5.8 l||| 40.4
all Serbia all 269 all 622( il 67|all 162] il 252 all  370all 281
Seychelles Jail 231 ail 82|l 15
W11 Sierra Leone Jall  sslatl s3lall 122(a1l 42
atll Singapore all 997 all 982)all 52[all 278] aill 1538\l 71.1|anll 859wl 238
.||| Slovak Republic .||| 479 .||| 79.6 .||| 19.4 .||| 10.4 .||| 4.5 .||| 23.2
W1l Slovenia all 920l 971 (anll 45{antl 121) all 270anll  200|.00]  59(.ll 206
Solomon Islands l||| 22.3 l||| 1.1
Somalia l||| 31.0
1l South Africa Jall 7240 a1l s36all 33(anll 89| aall 2054|001l  668|.ll  55.9|al]  25.1
atll Spain all 2006 il 933 all 207wl 1389{all  625|all 1288l 313
W11l SriLanka il 2530l 685 all 38|all 129 anll  254|all 584 all 211|all 188
1l st Kitts and Nevis Jall 662 Jall 44|l 205] .00l 858 Jall 10
St. Lucia all 1115 all 72000l 145
St. Vincent and the Grenadines l||| 51.4 l||| 6.2
Sudan all 1051l 69 all 197
Suriname Jall 226 all 54l 145
W11l Swaziland all 232000l 286/ a1l 60| all 165
11l Sweden all 990 all 216| .l 1562 all 987l 2902
o1l Switzerland Il 1656 all 270anll 78] anll 2232 aall  360(anll  784|apll 229
W11 Syrian Arab Republic Jall 194l 2330l 37(all 77
Tajikistan all 25| a1l 157 all 9.0
al| Tanzania all 150 all 173l 77|l 29[ wll 56 all  26(all 65
atll Thailand all 967 all 7270l 48[l 63wl 778{all  530[all 99|l 258
Timor-Leste .||| 12.2 .||| 10.2
Togo all 218l 102 all 44
Tonga l||| 43.9 l||| 7.4 l||| 4.3
w11 Trinidad and Tobago all 328 all 759wl 76|all 208 gl 587 all 15
all Tunisia all 612 all 322 all 233/ all 202 all 152(all 114
all Turkey all 385 a1l 576 all 58wl 316{all  524[all 1601 |1l 310
Turkmenistan .||| 0.4 .||| 43
a1l Uganda all 123 all 2050l 108|all 190] aill 207 all 03
aill Ukraine all 646 all 413l 68Jaill 26| all 183 all  83lall  #43
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TABLEA.1 Countries and Their Financial System Characteristics, Averages, 2009-11 (continued)

Financial institutions Financial markets
Stock market
capitalization Market
Account Ba_nk +outstanding | capitalization
Private credit | ata formal Iend|ng- domestic excluding top Stock
by deposit financial deposit private debt | 10 companies market Stock
money banks | institution spread Bank securitiesto | to total market turnover price
Economy to GDP (%) | (%, age 15+) (%) Z-score GDP (%) |capitalization (%)| ratio (%) volatility
W11l United Arab Emirates all 704] g1l 597 all 212 anll 248 all 483l 214
11l United Kingdom Jall 2024] g1l 972 Jall 66| anll 13290l 65.9|all 1186|all 247
w111 United States all 557| all 880 all 261 onll 2009|all  726|all 2406|a1l 282
il | Uruguay all 21| all 235{all 74{all 27|l 04 all 16
Uzbekistan Jall 225 gl 63
Vanuatu all 624 all 20|l 159
ut | Venezuela, RB all 88| all sa1{all s2{all 01| all 14 all  10fall 143
L1l Vietnam Jall 1044 il 214{a1l 24[al]l 186| a1l 165 all 870|300
West Bank and Gaza Jall 194 all 178 all 210
at | Yemen, Rep. all  so|all  37{all 58{all 268
i || Zambia all 220l 214[all 34{all 113 all 179 all 36
Zimbabwe Jall 397 Jdl 23

Source: Data from and calculations based on the Global Financial Development Database. For more information, see Cihdk and others 2013.

Note: Empty cells indicate lack of data.
NOTES

Table layout: The layout of the table follows
the 4x2 matrix of financial system character-
istics introduced in the 2013 Global Finan-
cial Development Report, with four variables
approximating depth, access, efficiency, and
stability of financial institutions and financial
markets, respectively.

Additional data: The above table presents a
small fraction of observations in the Global
Financial Development Database, accom-
panying this report. For additional variables,
historical data, and detailed metadata, see
the full data set at http://www.worldbank
.org/financialdevelopment.

Period covered: The table shows averages for
2009-11.

Averaging: Each observation is an arithmetic
average of the corresponding variable over
2009-11. When a variable is not reported
or not available for a part of this period, the
average is calculated for the period for which
observations are available.

Visualization: To illustrate where a coun-
try’s observation is in relation to the global
distribution of the variable, the table includes
four bars on the left of each observation.
The four-bar scale is based on the location
of the country in the statistical distribu-
tion of the variable in the Global Financial
Development Database: values below the
25th percentile show only one full bar, val-
ues equal to or greater than the 25th and less
than the 50th percentile show two full bars,
values equal to or greater than the 50th and
less than the 75th percentile show three full
bars, and values greater than the 75th per-
centile show four full bars. The bars are cal-
culated using “winsorized” and “rescaled”
variables, as described in the 2013 Global
Financial Development Report. To prepare
for this, the 95th and Sth percentile for each
variable for the entire pooled country-year
data set are calculated, and the top and bot-
tom 5 percent of observations are truncated.
Specifically, all observations from the 5th
percentile to the minimum are replaced by
the value corresponding to the Sth percen-
tile, and all observations from the 95th per-
centile to the maximum are replaced by the
value corresponding to the 95th percentile.
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To convert all the variables to a 0-100 scale,
each score is rescaled by the maximum and
the minimum for each indicator. The res-
caled indicator can be interpreted as the per-
cent distance between the worst (0) and the
best (100) financial development outcome,
defined by the 5th and 95th percentile of the
original distribution (for further informa-
tion see the 2013 Global Financial Develop-
ment Report). The four bars on the left of the
country name show the unweighted arithme-
tic average of the “winsorized” and rescaled
variables (dimensions) for each country. This
average is reported only for those countries
where data for 2009-11 are available for at
least four variables (dimensions).

Private credit by deposit money banks to GDP
(%) measures the domestic private credit to
the real sector by deposit money banks as a
percentage of local currency GDP. Data on
domestic private credit to the real sector by
deposit money banks are from the Interna-
tional Financial Statistics (IFS), line 22D, pub-
lished by the International Monetary Fund
(IMF). Local currency GDP is also from IFS.

Account at a formal financial institution (%,
age 15+) measures the percentage of adults
with an account (self or together with some-
one else) at a bank, credit union, another
financial institution (e.g., cooperative, micro-
finance institution), or the post office (if
applicable), including adults who report hav-
ing a debit card. The data are from the Global
Financial Inclusion (Global Findex) Database
(Demirgiig-Kunt and Klapper 2012).

Bank lending-deposit spread (percentage
points) is lending rate minus deposit rate.
Lending rate is the rate charged by banks on
loans to the private sector and deposit interest
rate is the rate paid by commercial or similar
banks for demand, time, or savings deposits.
The lending and deposit rates are from IFS
lines 60P and 60L, respectively.

Bank Z-score is calculated as [ROA + (equity /
assets)] / (standard deviation of ROA). To
approximate the probability that a country’s
banking system defaults, the indicator com-
pares the system’s buffers (returns and capital-
ization) with the system’s riskiness (volatility

of returns). Return of Assets (ROA), equity,
and assets are country-level aggregate figures
(calculated from underlying bank-by-bank
unconsolidated data from Bankscope).

Stock market capitalization + outstanding
domestic private debt securities to GDP (%)
measures the market capitalization plus the
amount of outstanding domestic private debt
securities as percentage of GDP. Market capi-
talization (also known as market value) is the
share price times the number of shares out-
standing. Listed domestic companies are the
domestically incorporated companies listed
on the country’s stock exchanges at the end
of the year. Listed companies do not include
investment companies, mutual funds, or
other collective investment vehicles. Data are
from Standard & Poor’s Global Stock Mar-
kets Factbook and supplemental Standard &
Poor’s data, and are compiled and reported by
the World Development Indicators. Amount
of outstanding domestic private debt securi-
ties is from table 16A (domestic debt amount)
of the Securities Statistics by the Bank for
International Settlements. The amount
includes all issuers except governments.

Market capitalization excluding top 10 com-
panies to total market capitalization (%)
measures the ratio of market capitalization
outside of the top 10 largest companies to
total market capitalization. The World Fed-
eration of Exchanges (WFE) provides data
on the exchange level. This variable is aggre-
gated up to the country level by taking a sim-
ple average over exchanges.

Stock market turnover ratio (%) is the total
value of shares traded during the period
divided by the average market capitaliza-
tion for the period. Average market capi-
talization is calculated as the average of
the end-of-period values for the current
period and the previous period. Data are
from Standard & Poor’s Global Stock
Markets Factbook and supplemental Standard
& Poor’s data, and are compiled and reported
by the World Development Indicators.

Stock price volatility is the 360-day standard
deviation of the return on the national stock
market index. The data are from Bloomberg.



GLOBAL FINANCIAL DEVELOPMENT REPORT 2014

APPENDIX A 159

MAP A.1 DEPTH—FINANCIAL INSTITUTIONS

To approximate financial institutions’ depth, this
map uses domestic private credit to the real sector
by deposit money banks as a percentage of local cur-
rency GDP. Data on domestic private credit to the
real sector by deposit money banks are from the
International Financial Statistics (IFS), line 22D,
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TABLEA.1.1 Depth—Financial Institutions

published by the International Monetary Fund
(IMF). Local currency GDP is also from IFS. The
four shades of blue in the map are based on the aver-
age value of the variable in 2009-11: the darker the
blue, the higher the quartile of the statistical distribu-
tion of the variable.

Number of Standard Weighted
Private credit by deposit money banks to GDP (%) countries Average Median deviation Minimum Maximum average?
World 163 53.8 36.9 491 0.0 284.6 88.6
By developed/developing economies
Developed economies 43 107.4 96.3 59.0 6.5 284.6 100.9
Developing economies 120 34.6 26.8 25.3 0.0 121.5 64.1
By income level
High income 43 107.4 96.3 59.0 6.5 284.6 100.9
Upper-middle income 46 48.1 43.2 28.8 7.9 121.5 72.3
Lower-middle income 49 31.2 27.8 19.9 0.0 109.1 36.9
Low income 25 171 14.3 10.6 3.9 51.1 26.9
By region
High income: OECD 25 126.8 11.4 49.5 471 237.6 102.0
High income: non-OECD 18 79.5 64.5 60.8 6.5 284.6 77.4
East Asia & Pacific 16 51.2 41.4 34.8 1.5 121.5 105.8
Europe & Central Asia 16 40.4 37.7 13.9 16.5 83.6 41.3
Latin America & the Caribbean 28 39.8 31.4 25.0 4.4 112.6 5.5
Middle East & North Africa 12 36.3 28.1 26.3 3.3 74.5 28.6
South Asia 8 38.8 89.5 22.2 6.8 90.4 42.4
Sub-Saharan Africa 40 20.9 16.6 17.4 0.0 86.7 38.2

Source: Global Financial Development Database, 2009-11 data.
Note: OECD = Organisation for Economic Co-operation and Development.
a. Weighted average by current GDP.
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MAP A.2 ACCESS—FINANCIAL INSTITUTIONS

To approximate access to financial institutions, this
map uses the percentage of adults (age 15+) who
reported having an account at a formal financial insti-
tution. The data are taken from the Global Financial

Inclusion (Global Findex) Database. The four shades
of blue in the map are based on the value of the vari-

able in 2011: the darker the blue, the higher the quar-
tile of the statistical distribution of the variable.
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TABLEA.1.2 Access—Financial Institutions

Account at a formal financial institution Number of Standard Weighted
(%, age 15+) countries Average Median deviation Minimum Maximum average?
World 147 45.7 38.2 31.7 0.4 99.7 50.6
By developed/developing economies

Developed economies 40 87.1 93.2 13.2 46.4 99.7 89.2
Developing economies 107 30.3 25.5 20.9 0.4 89.7 41.9
By income level

High income 40 87.1 93.2 13.2 46.4 99.7 89.2
Upper-middle income 40 46.3 44 .4 20.1 0.4 89.7 57.1
Lower-middle income 38 24.0 21.4 15.3 3.7 77.7 28.5
Low income 29 16.5 13.4 12.9 1.5 42.3 238
By region

High income: OECD 28 91.2 96.1 9.5 70.2 99.7 90.5
High income: non-OECD 12 77.4 80.6 15.8 46.4 98.2 66.7
East Asia & Pacific 9 42.0 26.8 27.7 3.7 77.7 55.1
Europe & Central Asia 23 40.7 44.3 24.2 0.4 89.7 44.8
Latin America & the Caribbean 20 32.0 27.7 14.7 13.8 71.0 39.3
Middle East & North Africa 12 26.6 24.4 18.8 3.7 73.7 33.9
South Asia 6 81,3 30.3 221 9.0 68.5 33.1
Sub-Saharan Africa 37 21.0 17.5 16.3 1.5 80.1 23.8

Source: Global Financial Development Database, 2011 data.

Note: OECD = Organisation for Economic Co-operation and Development.

a. Weighted average by total adult population in 2011.
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MAP A.3 EFFICIENCY—FINANCIAL INSTITUTIONS

To approximate efficiency of financial institutions,
this map uses the spread (difference) between lending
rate and deposit interest rate. Lending rate is the rate
charged by banks on loans to the private sector, and
deposit interest rate is the rate paid by commercial or
similar banks for demand, time, or savings deposits.
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TABLE A1.3 Efficiency—Financial Institutions

The lending and deposit rates are from IFS, lines 60P
and 60L, respectively. The four shades of blue in the
map are based on the average value of the variable in
2009-11: the darker the blue, the higher the quartile
of the statistical distribution of the variable.

Number of Standard Weighted
Bank lending-deposit spread (percentage points) countries Average Median deviation Minimum Maximum average?
World 126 7.9 6.2 6.6 0.1 49.3 3.7
By developed/developing economies
Developed economies 26 4.2 4.3 2.0 1.0 8.6 2.0
Developing economies 100 8.8 6.9 7.0 0.1 49.3 6.2
By income level
High income 26 4.2 4.3 2.0 1.0 8.6 2.0
Upper-middle income 43 6.5 BB 3.3 0.1 35.4 6.2
Lower-middle income 39 8.9 8.0 4.8 1.9 26.8 5.7
Low income 18 14.3 10.7 10.9 3.2 49.3 B2
By region
High income: OECD 13 3.1 2.7 1.4 1.0 6.7 1.8
High income: non-OECD 13 5.3 5.2 1.9 1.7 8.6 5.0
East Asia & Pacific 17 7.2 5.8 4.7 1.9 21.5 3.3
Europe & Central Asia 17 8.2 6.7 6.2 0.1 33.8 5.4
Latin America & the Caribbean 26 9.7 7.6 6.9 1.4 35.4 26.4
Middle East & North Africa 9 4.7 4.5 2.5 0.1 9.7 4.5
South Asia 6 6.2 5.9 2.6 3.0 12.0 B:3
Sub-Saharan Africa 25 1.5 9.1 9.4 0.5 49.3 5.0

Source: Global Financial Development Database, 2009-11 data.
Note: OECD = Organisation for Economic Co-operation and Development.
a. Weighted average by total banking assets.
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MAP A.4 STABILITY—FINANCIAL INSTITUTIONS

To approximate stability of financial institutions,
this map uses the Z-score for commercial banks. The
indicator is estimated as follows: [ROA + (equity /
assets)] / (standard deviation of ROA). Return on
equity (ROA), equity, and assets are country-level
aggregate figures (calculated from underlying bank-
by-bank unconsolidated data from Bankscope). The

indicator compares the banking system’s buffers
(returns and capital) with its riskiness (volatility of
returns). The four shades of blue in the map are based
on the average value of the variable in 2009-11: the
darker the blue, the higher the quartile of the statisti-
cal distribution of the variable.
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TABLE A.1.4 Stability—Financial Institutions

Number of Standard Weighted

Bank Z-score countries Average Median deviation Minimum Maximum average?
World 175 15.5 13.6 10.6 -4.5 65.3 15.8
By developed/developing economies
Developed economies 54 16.3 14.4 10.1 -3.3 58.4 14.9
Developing economies 121 15.1 13.1 10.9 -4.5 65.3 19.2
By income level
High income 54 16.3 14.4 10.1 -3.3 58.4 14.9
Upper-middle income 47 15.2 12.7 12.3 -4.5 65.3 18.0
Lower-middle income 45 17.6 16.8 10.7 -4.1 49.5 30.5
Low income 29 11.2 9.9 6.9 0.1 27.3 2.4
By region
High income: OECD 32 14.2 13.0 8.2 -3.3 35.8 14.8
High income: non-OECD 22 19.6 16.7 1.7 1.0 58.4 18.4
East Asia & Pacific 15 14.6 16.4 9.3 0.1 31.8 17.9
Europe & Central Asia 22 9.6 8.5 6.2 -4.5 26.4 7.0
Latin America & the Caribbean 27 15.2 13.6 9.7 2.0 42.3 19.0
Middle East & North Africa 12 28.7 25.3 15.1 6.4 65.3 36.5
South Asia 7 18.1 131 141 3.6 49.5 37.4
Sub-Saharan Africa 38 13.7 12.7 8.5 -4.1 42.7 9.8

Source: Global Financial Development Database, 2009-11 data.
Note: OECD = Organisation for Economic Co-operation and Development.
a. Weighted average by total banking assets.
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MAP A.5 DEPTH—FINANCIAL MARKETS

To approximate depth of financial markets, this map
uses market capitalization plus the amount of out-
standing domestic private debt securities as percent-
age of GDP. Market capitalization (also known as
market value) is the share price times the number of
shares outstanding. Listed domestic companies are
the domestically incorporated companies listed on
the country’s stock exchanges at the end of the year.
Listed companies do not include investment compa-
nies, mutual funds, or other collective investment
vehicles. Data are from Standard & Poor’s Global
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TABLEA.15 Depth—Financial Markets

Stock Markets Factbook and supplemental S&P
data, and are compiled and reported by the World
Development Indicators. Amount of outstanding
domestic private debt securities is from table 16A
(domestic debt amount) of the Securities Statistics by
the Bank for International Settlements. The amount
includes all issuers except governments. The four
shades of blue in the map are based on the average
value of the variable in 2009-11: the darker the blue,
the higher the quartile of the statistical distribution
of the variable.

Stock market capitalization plus outstanding Number of Standard Weighted
domestic private debt securities to GDP (%) countries Average Median deviation Minimum Maximum average?
World 107 66.5 41.5 69.2 0.4 538.5 123.0
By developed/developing economies

Developed economies 45 101.7 82.1 80.5 9.1 538.5 144.9
Developing economies 62 39.7 24.7 431 0.4 229.8 71.8
By income level

High income 45 101.7 82.1 80.5 9.1 538.5 144.9
Upper-middle income 8 50.0 32.0 51.6 0.4 229.8 77.2
Lower-middle income 22 29.8 18.7 28.4 1.4 1411 53.2
Low Income 7 20.6 22.9 12.8 1.5 38.4 18.7
By region

High income: OECD 32 103.1 93.3 62.2 9.1 259.4 145.7
High income: non-OECD 13 98.3 63.6 14.7 20.4 538.5 124.0
East Asia & Pacific 9 68.2 58.6 57.4 8.4 202.2 89.5
Europe & Central Asia 14 22.6 14.8 23.0 1.4 93.2 40.8
Latin America & the Caribbean 16 34.5 20.7 34.8 0.4 150.0 62.0
Middle East & North Africa 6 53.1 36.5 38.4 15.3 140.8 40.0
South Asia B 32.7 24.7 24.6 7.6 87.9 66.8
Sub-Saharan Africa 12 41.8 25.3 55.2 5.6 229.8 108.3

Source: Global Financial Development Database, 2009-11 data.
Note: OECD = Organisation for Economic Co-operation and Development.
a. Weighted average by current GDP.
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MAP A.6 ACCESS—FINANCIAL MARKETS

To approximate access to financial markets, this map
uses the ratio of market capitalization excluding the
top 10 largest companies to total market capitaliza-
tion. The World Federation of Exchanges (WFE)
provides data on the exchange level. This variable is
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TABLEA.1.6 Access—Financial Markets

aggregated up to the country level by taking a simple
average over exchanges. The four shades of blue in
the map are based on the average value of the vari-
able in 2009-11: the darker the blue, the higher the
quartile of the statistical distribution of the variable.

Market capitalization excluding top Number of Standard Weighted
10 companies (%) countries Average Median deviation Minimum Maximum average?
World 46 45.7 47.4 19.4 2.8 76.7 64.9
By developed/developing economies

Developed economies 25 43.1 43.6 22.4 2.8 76.3 66.2
Developing economies 21 48.7 51.8 15.0 20.7 76.7 61.0
By income level

High income 25 431 43.6 22.4 2.8 76.3 66.2
Upper-middle income 15 46.6 46.9 15.1 20.7 76.7 60.2
Lower-middle income 6 541 56.4 13.5 25.7 72.4 65.1
Low income 0

By region

High income: OECD 20 44.0 45.2 21.6 2.8 76.3 66.5
High income: non-OECD 5 39.5 41.5 25.7 5.4 74.3 59.1
East Asia & Pacific B 60.3 58.8 8.4 51.6 76.7 71.3
Europe & Central Asia 2 44.5 44.6 9.1 32.4 55.1 40.1
Latin America & the Caribbean 6 371 35.0 10.5 20.7 55.0 421
Middle East & North Africa 4 42.9 40.8 15.1 25.7 60.7 46.9
South Asia 2 64.3 66.0 7.2 53.9 72.4 70.4
Sub-Saharan Africa 2 55.0 49.6 15.5 39.0 74.8 65.5

Source: Global Financial Development Database, 2009-11 data.

Note: OECD = Organisation for Economic Co-operation and Development.

a. Weighted average by stock market capitalization.
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MAP A.7 EFFICIENCY—FINANCIAL MARKETS

To approximate efficiency of financial markets, this
map uses the total value of shares traded during the
period divided by the average market capitalization
for the period. Average market capitalization is cal-
culated as the average of the end-of-period values
for the current period and the previous period. Data
are from Standard & Poor’s Global Stock Markets
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TABLE A1.7 Efficiency—Financial Markets

Factbook and supplemental S&P data, and is com-
piled and reported by the World Development Indi-
cators. The four shades of blue in the map are based
on the average value of the variable in 2009-11: the
darker the blue, the higher the quartile of the statisti-
cal distribution of the variable.

Number of Standard Weighted
Stock market turnover ratio (%) countries Average Median deviation Minimum Maximum average?
World 106 43.7 17.4 54.7 0.1 347.0 150.7
By developed/developing economies
Developed economies 45 65.5 58.0 59.2 0.1 347.0 161.6
Developing economies 61 26.7 5.9 441 0.2 226.5 114.5
By income level
High income 45 65.5 58.0 59.2 0.1 347.0 161.6
Upper-middle income 33 28.8 7.0 47.5 0.4 226.5 125.2
Lower-middle income 21 21.9 6.2 32.0 0.2 144.5 67.3
Low income 7 30.7 4.1 58.9 0.3 213.9 53.0
By region
High income: OECD 32 76.9 73.9 60.1 0.1 347.0 164.7
High income: non-OECD 13 37.2 17.4 46.7 0.3 161.9 106.8
East Asia & Pacific 9 54.6 30.0 63.1 0.2 226.5 163.3
Europe & Central Asia 14 25.7 5.2 48.6 0.2 172.3 107.2
Latin America & the Caribbean 15 11.1 3.0 18.3 0.4 76.3 471
Middle East & North Africa 6 24.9 17.3 16.0 4.9 59.2 32.5
South Asia B 61.6 37.0 60.5 1.7 213.9 83.7
Sub-Saharan Africa 12 8.9 3.3 15.6 0.3 63.8 49.9

Source: Global Financial Development Database, 2009-11 data.
Note: OECD = Organisation for Economic Co-operation and Development.
a. Weighted average by stock market capitalization.
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MAP A.8 STABILITY—FINANCIAL MARKETS

To approximate stability of financial markets, this
map uses the 360-day standard deviation of the
return on the national stock market index. Data
are from Bloomberg. The four shades of blue in the

I

map are based on the average value of the variable in
2009-11: the darker the blue, the higher the quartile

of the statistical distribution of the variable.
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TABLE A.1.8 Stability—Financial Markets

Number of Standard Weighted

Stock price volatility countries Average Median deviation Minimum Maximum average?
World 83 25.3 24.0 10.8 2.4 68.0 29.4
By developed/developing economies
Developed economies 38 26.8 26.3 9.3 8.8 51.1 28.9
Developing economies 45 24.0 22.6 11.8 2.4 68.0 31.5
By income level
High income 38 26.8 26.3 9.3 8.8 51.1 28.9
Upper-middle income 31 23.9 23.6 121 5.8 68.0 31.6
Lower-middle income 12 26.3 24.3 9.9 9.9 52.9 31.2
Low Income 2 8.3 10.9 4.5 2.4 12.5 10.8
By region
High income: OECD 29 27.9 27.4 8.7 8.8 51.1 28.9
High income: non-OECD 9 23.2 22.0 10.5 9.5 471 30.3
East Asia & Pacific 7 25.2 22.7 8.1 9.2 41.0 30.9
Europe & Central Asia 12 31.0 28.4 131 10.7 68.0 38.5
Latin America & the Caribbean 10 21.8 17.0 11.0 5.8 48.4 30.3
Middle East & North Africa 6 19.0 16.2 9.3 8.4 40.2 27.4
South Asia 8 23.9 20.4 9.0 15.6 43.8 32.0
Sub-Saharan Africa 7 17.7 16.5 11.0 2.4 431 24.9

Source: Global Financial Development Database, 2009-11 data.

Note: OECD = Organisation for Economic Co-operation and Development.

a. Weighted average by total value of stocks traded.
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APPENDIX B
KEY ASPECTS OF FINANCIAL INCLUSION

TABLE B.1 Countries and Their Level of Financial Inclusion, 2011

Individuals Firms (formal sector) Providers
Account Loan from | Electronic Firms with Firms using | Firms using
ataformal | afinancial | payments a checking |Firms witha| banksto banks to Bank
financial |institution in|used to make orsavings | bankloan/ finance finance branches
institution |[the pastyear| payments | Debitcard account |[line of credit|investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Afghanistan Gl 90 enll 74 fatl 02 ftl 47 fatl 737 [l 34 Ll 14 Ll 25 fatl 19
Albania Gl 283 fenll 75 lenll 3.2 fanll 210 [enll 924 lanll 42.2 |anll 124 [oull 333 |anll 222
Algeria atll 333 [l 15 Il 18 ol 135 [l 838 [l 311 [unll 8.9 fuall 286 jll 53
Angola ol 392 anll 7.9 fanll 17.0 [l 298 [anll 86.4 [gul] 9.5 Ll 131 [all 13.4 [l 105
Antigua and Barbuda Lll100.0 fanll 292 Lall 294 |aull 26.3 |l 234
Argentina ol 330 [pnll 66 [enll 5.7 [enl] 298 [anl] 96.2 [snll 49.3 [gpl] 30.3 [gpl] 33.3 [ul] 135
Armenia Gl 175 Lonll 189 Ll 2.2 Latl 5.2 lanl 895 el 44.3 [l 31.9 il 188
Aruba l||| 19.5
Australia Gl 991 fenll 17.0 [l 79:2 [anll 79.1 il 296
Austria all 971 Lnil 8.3 [l 55.3 Lall s6.8 il 152
Azerbaijan ] 129 ol 177 lantl 0.7 {anl] 10.0 [gutl 75.9 lenll 19.9 |[apil 19.0 Jall 909
Bahamas, The ol 97.6 [anll 34.2 |aall 14.6 |aull 285 |l 38.0
Bahrain Wl 645 Ll 21.9 [l 6.0 |all 622
Bangladesh ol 396 lenll 233 [gull 05 [gul] 23 [l 953 il 247 fonll 4310 il 78
Barbados ol 97.4 |l 58.2 Ll 455 |aall 38.7 |anll 19.9
Belarus Sl 586 [pll 1671 [l 104 [all 503 [andl 92.3 [anll 49.5 [l 35.8 all 21
Belgium o0l 963 [nll 105 [enll 711 |l 858 il 240
Belize wall100.0 [anll 23.9 |aall 36.7 [enll 57.0 [anll 23.2
Benin Gl 105 el 42 Latl 06 Lt 07 lanll 992 lenll 42.8 [ull 4.2 L1l 32.9
Bhutan o1l 926 [l 586 [l 642 [inll 595 [sull 16.4
Bolivia ol 280 [nll 166 [gnll 0.7 lanl] 12.8 [gull 95.6 [anll 491 |agll 27.8 |gul] 205 |ggll 9.7
Bosnia and Herzegovina Gl 56.2 [anll 13.0 [nll 6.2 [nll 344 |all 998 |l 65.0 [l 59.7 il 313
Botswana ol 303 [pall 5.6 il 6.8 [aall 156 |anll 99.0 lanll 50.0 [gull 32.8 [apl] 321 [al]l 86
Brazil ol 559 [all 6.3 [enll 16.6 [anll 41.2 [qnll 994 |anll 65.3 |anll 48.4 [sull 60.0 [anll 46.2
Brunei Darussalam l||| 231
Bulgaria ] 528 Lnll 78 [anll 46 [qnl] 258 [gull 96.8 [qnll 20.2 |qpl] 347 W11l 586
Burkina Faso dll 134 gl 371 fll 06 Ll 2.0 |aall 968 lanll 28.4 [anll 25.6 gl 331
Burundi Jdll 72 Gell 17 el o1 Ll 0.8 [aatl 905 [anll 35.3 [ull 12.3 [l 255 [l 2.4
Cambodia Il 37 fanll 195 [l 05 Latl 209 all 207 [utl 113 Ll 126 a1l 43
Cameroon all 148 il 45 jall 04 [l 21 [l 925 il 303 |l 314 jall 416 jull 17
Canada o« 95.8 [anll 20.3 [onll 69.2 Lall 880 il 243
Cape Verde l||| 96.5 l||| 41.5 l||| 35.3 l||| 49.8 l||| 30.7

(appendix continued next page)
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TABLE B.1 Countries and Their Level of Financial Inclusion, 2011 (continued)

Congo, Dem. Rep.

Individuals Firms (formal sector) Providers
Account Loan from | Electronic Firms with Firms using | Firms using
ataformal | afinancial | payments achecking [Firmswitha| banksto banks to Bank
financial |institutionin|used to make or savings | bankloan/ finance finance branches
institution |the pastyear| payments | Debitcard account |line of credit|{investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Central African Republic Gl 33 [l 09 [l o1 [l 1.0 [entl 985 il 26.0 [unll 253 il 253 [l 09
Chad il 90 fall 62 [l 16 juull 53 anll 95.9 [all 206 juall 4.2 fall 16 jall 07
Chile all 422 fall 78 ] 10 [l 258l 97.9 anll 796 |l 448 |l 551 |l 175
China htl 638 [antl 73 [l 69 il 410
Colombia Watl 304 futl 119 fantl 6.8 jantl 227 untl 958 antl 57.2 [anll 35.0 it 49.2 |l 15.0
Comoros |.||| 217 |.||| 7.2 |.||| 0.4 |.||| 5.7/
itl 37 fatl 15 fantl 03 futl 17 fatl 713 faatl 107 fatl 67 il 88

Congo, Rep. all 90 il 28 [l 21 [atl 36 il 867 [ontl 128 [autl 77 ftl 97 [l 27
Costa Rica ol 504 [gpll 10.0 [pll 14.5 [l 43.8 [all 975 [anll 56.8 lanll 22.2 il 301 [pl] 23.1
Céte d'lvoire Gl 674 [l 115 el 13.9 L1l 83

Croatia Wl 884 [l 144 [antl 173 [anll 748 [ntl 998 anll 67.3 [anll 600 untl 63.2 il 348
Cyprus ontl 852 [ontl 270 il 302 il 464 fantl 1039
Czech Republic Wt 807 [l 95 antl 447 [utl 610 hutl 981 aatl 4656 il 334 hatl 231
Denmark atl 997 untl 188 |anll 85.6 [anl 901 all 390
Djibouti Wil 123 [l 45 [l 15 [l 76

Dominica | | | | all100.0 atl 328 [eatl 46.2 Latl 379 [atl 177
Dominican Republic tl 382 ntl 139 [nll 44 fantl 213 ol 984 ontl 56.9 [ant] 391 atl 724 il 107
Ecuador Wil 367 [l 106 [anll 42 [nll 171 fatl100.0 [undl 48.9 [anll 170 |l 423

Egypt, Arab Rep. all 97 futl 37 [utl 04 futl 51 fuatl 723 [antl 174 [l 56 fatl 75

| |
| |
| |
El Salvador all 138 et 2.9 [t 3.0 [l 109 |.||| 947 |.||| 531 [l 317 [t 445
| |
| |
| |

|

|

|
Equatorial Guinea I l||| 4.9
Eritrea ol 982 [l 109 [l 1.9 futl 57
Estonia ol 968 lanll 77 lanll 7471 Ll 92.3 Ll 974 |aall 50.8 |.||| M5 Jall 188
Ethiopia il 918 |l 460 [uull 109 futl 407 [l 20
Fi ol 6.1 ntl 378 bl 371l 507 ] 110
Finland all 297 Ll 23.9 Ll 88.2 Ll 893 | il 150
France Wl 97.0 [l 186 |l 651 il 69.2 | Watl 416
Gabon ol 189 hull 23 hatl 33 futl 86 tl 836 [l 90 [l 63 [l 85 |l 53
Gambia, The Wil 728 |l 166 [nll 76 full 143 [l 89
Georgia ol 330 [ontl 110 [l 20 il 202 il 908 [antl 418 |onil 382 all 196
Germany Wl 981 [l 1255 |l 642 il 88.0 atl 45.0 il 4222
Ghana ntl 204 [ontl 58 [l 29 fatl 1.4 il 835 [antl 222 ol 160 bl 214 il 55
Greece ol 779 Latl 7.9 Ll 77 |l 34.0 Jall 259 Ll 263 |l 387
Grenada Sl 987 Ll 49.0 [pll 37.3 [l 50.3 [l 345
Guatemala atll 223 [nll 137 Lanll 2.6 Lntl 13.0 Lol 61.0 Laall 491 [all 26.6 [l 26.2 [pll 371
Guinea all 37 [l 24 jll 05 [l 23 [l 539 [l 6.0 il 09 jull 26 jull 15
Guinea-Bissau Gl 59.0 lanll 28 [atl 07 fatl 14
Guyana l|||1OO.0 l||| 50.5 l||| 34.5 l||| 59.4 l||| 7.6
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TABLE B.1 Countries and Their Level of Financial Inclusion, 2011 (continued)

Individuals Firms (formal sector) Providers
Account Loan from | Electronic Firms with Firms using | Firms using
ataformal | afinancial | payments a checking |Firms witha| banksto banks to Bank
financial |institutionin|used to make orsavings | bankloan/ finance finance branches
institution |the pastyear| payments | Debitcard account [line of credit|investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Haiti all 220 [l 83 [l 29 jall 27 all 27
Honduras Gl 205 gl 71 [l 14 Ll 11 el 813 Ll 31.2 Lnll 17.0 il 25.6 [l 216
Hong Kong SAR, China ol 887 Lanll 7.9 [l 51.2 Ll 758 il 238
Hungary all 727 il 94 funll 287 |anll 624 [l 97.7 juall 43.0 funll 487 il 157
Iceland |.||| 52.4
India all 352 il 77 il 20 il 84 ol 466 ol 364 il 106
Indonesia ntl 196 ol 85 il 31 il 105 fonl 515 ntl 182 k] 117 hatl 138 il 85
Iran, Islamic Rep. |.||| 73.7 |.||| 30.7 |.||| 32.9 |.||| 58.3 |.||| 295
Iraq Watl 106 [ntl 80 fatl 10 futl 33 futl 432 [ntl 38 fuatl 27 futl 46 |l 51
Ireland ot 93.9 [antl 157 [l 615 |l 705 all 374 fatl 461 [l 277
Israel |.||| 90.5 |.||| 16.7 |.||| 54.4 |.||| 7.5 |.||| 20.4
ltaly latl 710 [utl 46 [l 278 [l 352 il 663
Jamaica all 700 [l 79 fall 72 ]l 911 ol 998 nll 272 |anll 442 jall 537 |l 62
Japan all 964 il 61 |l 448 [l 130 all 340
Jordan Watl 255 ftl 45 [l 34 il 147 funtl 942 ol 255 [all 86 jantl 183 futl 211
Kazakhstan Wl 421 fontl 130 fntl 45 [l 313 fantl 9271 il 332 ] 310 Wtl 34
Kenya ntl 423 ol 97 il 5.4 ll 299 [onil 9.1 [ent] 254 k] 229 il 260 il 52
Kiribati | | | | | | | hatl 40
Korea, Rep. fentl 930 ol 166 il 648 il 579 | | ntl 309 atl 412 il 188
Kosovo ntl 443 il 61 fatl 5.9 bl 290 ol 966 [unl] 150 il 253 |
Kuwait Wl 868 utl 208 anll 219 |anll 839 | | | Wl 194
Kyrayz Republic ntl 38 Ll 13 fatl 06 futl 17 [l 688 ot 204 Ll 179 Wil 73
Lao PDR fntl 268 ontl 181 bl 0.3 bl 65 [ontl 18 utl 185 k] 00 il 107 |
Latvia ntl 897 il 68 [l 527 |l 778 [untl 995 [undl 485 |l 373 et 300
Lebanon fantl 370 [ontl 113 fntl 20 il 214 il 867 [l 694 il 238 Ll 513 il 315
Lesotho antl 185 [l 30 ol 27 bl 145 il 897 fontl 322 ] 327 Ll 319 il 32
Liveria atl 188 ontl 65 ol 36 hatl 33 il 678 [l 120 tl 101 bl 128 bl 38
Lithuania Wl 738 [l 56 [anll 315 [anll 613 ol 98.3 fuatl 53.0 [l 474 |
Luxembourg |.||| 94.6 |.||| 17.4 |.||| 67.7 |.||| 73.2 | | | |.||| 88.6
Macao SAR, China | | | | | | | hatl 37.2
Macedonia, FYR Wl 737 [ontl 106 [antl 14 [andl 363 ol 968 ] 611 [l 470 Wl 243
Madagascar tl 55 Lol 23 ol o1 fanl 0.9 il 943 [l 206 ontl 122 ol 202 bl 1.4
Malew otl 165 latl 92 fatl 08 il 9.4 [untl 969 [ntl 401 k] 206 hatl 310 ull 11
Malaysia fontl 662 [ontl 112 [l 126l 23 [ontl 977 [ontl 604 aall 486 all 493 il 105
Maldives | | | | | | | |.||| 17.2
Meal il 82 ol 37 [l 01 il 18 [antl 856 [l 166 el 293 il 214 |
Malta ol 953 [pnll 100 [gnll 345 [l 712 Jall 416
Marshall Islands l||| 12.8

(appendix continued next page)
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TABLE B.1 Countries and Their Level of Financial Inclusion, 2011 (continued)
Individuals Firms (formal sector) Providers
Account Loan from | Electronic Firms with Firms using | Firms using
ataformal | afinancial | payments a checking |Firms witha| banksto banks to Bank
financial |institutionin|used to make orsavings | bankloan/ finance finance branches
institution |the pastyear| payments | Debitcard account [line of credit|investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Mauritania Gl 175 bntl 79 Ll 2.6 Latl 6.3 laall 76.3 [anll 16.0 Lull 3.2 Lull 135
Mauritius ol 800 [enll 143 [anll 74 [enl] 509 [nl] 97.2 [nll 474 |qul] 375 [nl] 395 [l 213
Mexico all 274 ol 76 bl 83 il 223 il 618 [antl 320 |l 16.2 il 26.9 il 14
Micronesia, Fed. Sts. ol 985 [l 43.0 [atl 72 ontl 194 fatl 1422
Moldova all 187t 64l 2.2 il 160 [untl 882 untl 3956 |l 308 tl 13
Mongolia ntl 777 ol 228 Lt 216 il 608 [ontl 614 ot 529 |l 265 il 664
Montenegro |. I 50.4 |.||| 21.8 |.||| |. I 22.0 |.||| 78.5 |.||| 49.6 |.||| 75.8 |.||| 396
Morocco ontl 390 fatl 23 bl 74 tl 224 [onil 868 [ant] 334 k] 123 ] 302 |l 223
Mozambiaue fantl 398 [ontl 59 Ll 173 hatl 373 bl 757 [l 142 tl 105 Ll 85 il 36
Myanmar | | | | |.|||
Namibia | | | | ol 975 ol 240 |l 81 il 196 il 71
Nepal antl 253 [l 108 bl 05 bl 37 il 737 [l 380 fntl 175 Ll 324 il 67
Netherlands Wt 987 [atl 126 [l 802 il 976 Watl 215
New Zealand ol 994 untl 2656 |antl 83.2 |l 938 tl 340
Nicaragua 122 [l 76 bl 15 fatl 83 il 757 ol 434 il 219 Ll 184 il 7.4
Niger itl 15 fantl 13 fatl 02 fatl 08l 920 el 297 [ntl 93 [untl 334 |
Nigeria all 297 jall 21l 24 il 186 all 38 fall 27 [l 43 il 64
Norway all 1009
Oman ntl 736 faull 9.2 bl 175 |l 530 | | | nll 236
Pakistan ontl 103 ol 16 bl 02 il 29 [ontl 647 [ontl 86 [kl 97 full 46 |l 87
Panarna ntl 249 ol 98 bl 30 il 113 fontl 6 ntl 207 k] 11 il .0 full 23
Paraguay ntl 217 ol 129 [l 42 il 113 [ontl 897 [ontl 602 ekl 301 all 480 il 95
Peru ntl 205 fontl 127 bl 19 il 140 [ontl 87.4 [ontl 668 ekl 45.9 ol 49.9 |l 587
Philippines fntl 266 ntl 105 il 271 il 132 [l 978 [ontl 332 k] 219 il 191 fuil 81
Poland Wl 702 [l 96 [antl 314 ntl 373 fuutl 95.8 [antl 501 |ant] 407 Wl 323
Portugal fantl 812 il 83 ol 483 il 682 | | fantl 2.4 ontl 203 ol 642
Qatar tl 65.9 [anll 126 [anll 219 |l 495 | | | Watl 178
Romana fantl 246 [outl 84 tl 105 fatl 227 il 504 [l 423 |l 373 |
Russian Federation Wl 482 [l 77 [antl 77 [antl 370 ol 98.0 |antl 313 |l 3086 Wl 371
Rwanda all 328 [l 84 [l 03 [l 5.3 [l 716 [l 463 [enll 242 utl 445 [l 55
Samoa all 970 [l 513 [l 483 utl 687 [l 18.4
Sao Tomé and Principe |.||| 234
Saudi Arabia all 464 Ll 21 Ll 226 [l 423 |.||| 8.7
Senegal hatl 58 fntl 35 [utl 05 [l 1.8 fantl 834 [l 153 il 198 huil 96 |
Serbia all 622 fall 123 [l 96 [l 431 [idl100.0 Ll 67.6 [l 428 |.||| 96
Seychelles l||| 37.2
Sierra Leone Gl 153 [nll 6.0 [enll 10 fenl] 4.0 [aul] 678 [ull 174 [gul] 6.9 [apl] 246 [l 30
Singapore ol 982 [nll 100 [enll 215 |l 286 il 102
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TABLE B.1 Countries and Their Level of Financial Inclusion, 2011 (continued)
Individuals Firms (formal sector) Providers
Account Loan from | Electronic Firms with Firms using | Firms using
ataformal | afinancial | payments a checking |Firms witha| banks to banks to Bank
financial |institutionin|used to make orsavings | bankloan/ finance finance branches
institution |the pastyear| payments | Debitcard account [line of credit|investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Slovak Republic ol 796 [onll 114 [onll 434 |anll 683 [nll 18.0 |qnll 42.4 |agll 335 all 258
Slovenia all 971 jull 128 fuull 406 |anll 91.9 anll 99.9 juall 71.2 fuull 522 ot 333
Solomon Islands l||| 71
Somalia ol 310 [gull 16 [enll 215 |l 15.6
South Africa Wl 536 futl 8.9 [l 131 [l 453 ol 97.9 nll 3041 [andl 348 il 211 il 107
Spain ntl 933 ol 114 Ll 43.4 il 622 ntl 326 il 3538 |l 897
Sri Lanka all 685 [l 177 [l 05 il 10.0 [aatl 89.4 [andl 404 [iull 4356 il 406 fall 167
St. Kitts and Nevis 11000 untl 493 ntl 46.4 [anl 520 utl 377
St. Lucia Watl100.0 [antl 245 [l 522 nll 491l 225
St. Vincent and the Grenadines l||| 98.5 l||| 56.5 l||| 55.8 l||| 52.7 |.||| 21.2
Sudan all 69 futl 18 il 271 [l 33 Watl 24
Suriname 211000 [anll 443 [l 370 [l 576 |l 112
Swaziland ol 286 [nll 115 [l 47 Laatl 210 |aall 978 [anll 21.9 [ull 77 Lul] 16.0 [pll 72
Sweden ol 99.0 [anll 23.4 [anll 84.9 |l 955
Switzerland l||| 51.0
Syrian Arab Republic Gl 233 fenll 130 [enll 37 [enll 6.2 [enll 927 [enll 37.4 [agl] 207 [l 16.0
Taiwan, China Wl 873 hutl 956 [l 29.2 [l 370
Tajikistan Wl 25 [l 28 [l 07 [l 1.8 [antl 86.9 [anill 336 |l 214 all 67
Tanzania Wl 173 [ontl 66 il 35 ntl 120 futl 86.2 [antl 163 [atl 68 full 173 futl 1.9
Thailand Wl 727 ol 194 [ontl 86 [antl 431 futl 996 ntl 725 [antl 744 [utl 719 il 113
Timor-Leste | | | | all 878 Latl 6.9 il 16 Ll 26
Togo utll 102 [l 38 [l 00 [l 1.2 funll 942 [l 216 [l 169 funll 16.9
Tonga Jll100.0 [anll 54.3 Ll 33.9 |aall 3.0 |l 215
Trinidad and Tobago Wl 75.9 [anll 84 [nll 93 ontl 641 [antl 99.9 [anll 537 |l 367 il 638
Tunisia Wil 322 [l 32 [l 27 il 210 all 172
Turkey ol 576 [utl 46 [antl 111 [antl 566 il 906 |entl 56.8 il 519 all 183
Turkmenistan Watl 04 [l 08 [l 00 |l 03
Uganda htl 205 [l 89 [antl 3 [autl 103 il 858 fantl 172 [antl 77 fntl 140 futl 24
Ukraine Wl 413 [l 81 [antl 6.4 [untl 336 untl 902 ] 318 [l 321 Watl 16
United Arab Emirates hatl 597 [anll 108 [anll 148 |ull 554 all 145
United Kingdom Wl 97.2 [l 118 il 653 |l 876
United States ol 880 [ontl 201 |antl 64.3 [l 718 all 354
Uruguay fantl 235 outl 148 lntl 3.2 il 16.4 Ll 908 [ontl 486 [ndl 137 Lkl 26.4 il 137
Uzbekistan Wil 225 [t 15 fntl 43 ontl 204 fuutl 938 [ant] 105 antl 82 hatl 477
Vanuatu ol 96.0 fanll 25.8 Lall 41.4 |aull 33.2 |l 20.9
Venezuela, RB Gl 440 Ll 17 lenll 15.0 lanll 351 lenll 965 lenll 35.4 |anll 353 leall 271 lapll 174
Vietnam Gl 214 Lonll 16.2 [l 2.5 Lall 146 |aall 894 lanll 49.9 [nll 21.5 gl 47.0 L1l 36
West Bank and Gaza Watl 194 foatl 40 futl 17 futl 107 [t 878 [l 180 il 42 il 142 |

(appendix continued next page)



172 APPENDIX B GLOBAL FINANCIAL DEVELOPMENT REPORT 2014
TABLEB.1 Countries and Their Level of Financial Inclusion, 2011 (continued)
Individuals Firms (formal sector) Providers

Account Loan from | Electronic Firms with Firms using | Firms using

ataformal | afinancial | payments a checking |Firms witha| banksto banks to Bank

financial |institutionin|used to make orsavings | bankloan/ finance finance branches

institution |the pastyear| payments | Debitcard account |[line of credit|investments| working | per 100,000
Economy (%, age 15+) | (%, age 15+) | (%, age 15+) | (%, age 15+) (%) (%) (%) capital (%) adults
Yemen, Rep. all 37 jall 09l 06 juull 22 jall 313 fnll 81 jull 42 jall 60 jull 18
Zambia Wl 204 [l 6 fntl 33 ontl 157 funtl 95.0 [antl 16.0 [ani] 102 enll 150 il 44
Zimbabwe Watl 397 hutl 29 [utl 6.9 [l 283 [antl 935 il 125 [l 131 ] 128 |

Source: Data on individuals are from the Global Financial Inclusion (Global Findex) Database, data on firms are from Enterprise Surveys, and data providers are from Financial

Access Survey (FAS).

Note: Global Findex data pertain to 2011. Data from Enterprise Survey range from 2005 to 2011. Financial Access Survey covers 2001 through 2011. For both the Enterprise Survey
and Financial Access Survey, the table shows data from 2011 or the most recent year. Empty cells indicate lack of data.

NOTES

Additional data. The above table presents a
small fraction of observations in the Global
Findex, the Enterprise Surveys, and Financial
Access Survey. These data can be accessed at

Global Findex: http://www.worldbank

.org/globalfindex

Enterprise Survey: http://www.enterprise
surveys.org/

Financial Access
Survey:

http://fas.imf.org/

Period covered. The table shows 2011 or
the most recent data for individuals, formal
firms, and providers.

Account at a formal financial institution
(%, age 15+): Percentage of adults with an
account (self or together with someone else)
at a bank, credit union, another financial
institution (e.g., cooperative, microfinance
institution), or the post office (if applicable)
including adults who report having a debit
card to total adults. The data are from Global
Findex (Demirgiic-Kunt and Klapper 2012).

Loan from a financial institution in the past
year (%, age 15+): Percentage of adults who
report borrowing any money from a bank,
credit union, microfinance institution, or
another financial institution such as a coop-
erative in the past 12 months. The data are
from Global Findex (Demirgiic-Kunt and
Klapper 2012).

Electronic payments used to make payments
(%, age 15+): Percentage of adults who
report having made electronic payments
or that are made automatically, including
wire transfers or payments made online to
make payments on bills or purchases using
money from their account. The data are
from Global Findex (Demirgiic-Kunt and
Klapper 2012).

Debit card (%, age 15+): Percentage of adults
who report having a debit card where a debit
card is defined as a card that allows a holder
to make payments, get money, or make pur-
chases and the money is taken out of the
holder’s bank account right away. The data
are from Global Findex (Demirgiic-Kunt and
Klapper 2012).

Firms with a checking or savings account (%):
Percentage of firms in the survey that report
having a checking or savings account. The data
are based on surveys of more than 130,000
firms spanning 2005 and 2011 and conducted
by the World Banks’ enterprise unit.

Firms with a bank loan/line of credit (%):
Percentage of firms in the survey that report
having a loan or a line of credit from a finan-
cial institution. The data are based on sur-
veys of more than 130,000 firms spanning
2005 and 2011 and conducted by the World
Banks’ enterprise unit.

Firms using banks to finance investments
(%): Percentage of firms in the survey that


http://www.worldbank.org/globalfindex
http://www.worldbank.org/globalfindex
http://www.enterprisesurveys.org/
http://fas.imf.org/
http://www.enterprisesurveys.org/
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report using banks to finance their invest-
ment. The data are based on surveys of more
than 130,000 firms spanning 2005 and 2011
and conducted by the World Banks’ enter-
prise unit.

Firms using banks to finance working capi-
tal (%): Percentage of firms in the survey that
report using banks to finance their working

capital. The data are based on surveys of
more than 130,000 firms spanning 2005 and
2011 and conducted by the World Banks’
enterprise unit.

Bank branches per 100,000 adults: Number
of commercial bank branches per 100,000
adults. The data are from IMF’s Financial
Access Survey (FAS).
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APPENDIX C
ISLAMIC BANKING AND FINANCIAL INCLUSION

TABLE C.1 Organization of Islamic Cooperation (0IC) Member Countries, Account Penetration Rates, and Islamic Financial
Institutions, 2011

Religiosity and financial inclusion Islamic financial institutions (IFls)
Adults with no
Accountata | accountdue Adults with no
formal financial| toreligious accountdue to Islamic assets Number of Number
Religiosity | institution reasons religious reasons Number per adult IFls per of IFls per

Economy (%) (%, age 15+) | (%, age 15+) | (thousands, age 15+) | of IFls (US$) 10 million adults | 10,000 km?
Afghanistan 97 9.0 33.6 5,830 2 1.1 0.03
Albania 89 28.3 8.3 150 1 4.0 0.36
Algeria 95 33.3 7.6 1,330 2 0.8 0.01
Azerbaijan 50 14.9 5.8 855 1 1.4 0.12
Bahrain 94 64.5 0.0 0 32 29,194 301.6 421.05
Bangladesh 99 8.6 4.5 2,840 12 14 1.2 0.92
Benin 10.5 1.7 77 0 0 0.0 0.00
Burkina Faso 13.4 1.2 98 1 1.1 0.04
Cameroon 96 14.8 1.1 14 2 1.7 0.04
Chad 95 9.0 10.0 D7 0 0 0.0 0.00
Comoros 97 21.7 5.8 20 0 0.0 0.00
Djibouti 98 12.3 22.8 17 0 0.0 0.00
Egypt, Arab Rep. 97 9.7 2.9 1,480 1 146 1.9 0.11
Gabon 18.9 1.5 12 0 0 0.0 0.00
Guinea 3.7 5.0 279 0 0 0.0 0.00
Indonesia 99 19.6 1.5 2,110 23 30 1.3 0.13
Iraq 84 10.6 25.6 4,310 14 98 7.4 0.32
Jordan 2585 11.3 329 6 1,583 15.4 0.68
Kazakhstan 43 421 1.7 126 0 0 0.0 0.00
Kuwait 9 86.8 2.6 7 18 28,102 87.2 10.10
Kyrgyz Republic 72 3.8 7.3 272 0 0 0.0 0.00
Lebanon 87 37.0 7.6 155 4 12.4 3.91
Malaysia 96 66.2 0.1 8 34 4,949 16.8 1.03
Mali 95 8.2 2.8 218 0 0 0.0 0.00
Mauritania 98 17.5 17.7 312 1 76 4.7 0.01
Morocco 97 BON| 26.8 3,810 0 0 0.0 0.00
Mozambique 39.9 2.3 189 0 0 0.0 0.00
Niger 99 1.5 23.6 1,910 0 0 0.0 0.00
Nigeria 96 29.7 3.9 2,620 0 0 0.0 0.00
Oman 73.6 14.2 78 S 14.4 0.10
Pakistan 92 10.3 7.2 7,400 29 40 2.5 0.38
Qatar 95 65.9 11.6 64 14 13,851 86.5 12.08
Saudi Arabia 93 46.4 241 2,540 18 1,685 9.2 0.08
Senegal 96 5.8 6.0 411 0 0 0.0 0.00
Sierra Leone 16.3 9.9 287 0 0 0.0 0.00
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TABLEC.1 0IC Member Countries, Account Penetration Rates, and Islamic Financial Institutions, 2011 (continued)
Religiosity and financial inclusion Islamic financial institutions (IFls)
Adults with no
Accountata | accountdue Adults with no
formal financial| toreligious account due to Islamic assets Number of Number
Religiosity | institution reasons religious reasons Number per adult IFIs per of IFls per
Economy (%) (%, age 15+) | (%, age 15+) |(thousands, age 15+)| of IFls (USS$) 10 million adults | 10,000 km?

Somalia 31.0 8.9 325 0 0 0.0 0.00
Sudan 8 6.9 4.5 871 28 103 14.0 0.12
Syrian Arab Republic 89 23.3 15.3 1,560 4 18 3.0 0.22
Tajikistan 85 2.5 7.6 329 0 0 0.0 0.00
Togo 10.2 1.2 40 0 0 0.0 0.00
Tunisia 93 32.2 26.8 1,490 5 72 3.7 0.19
Turkey 82 57.6 7.9 1,820 5 538 0.9 0.06
Turkmenistan 80 0.4 9.8 360 0 0 0.0 0.00
Uganda 93 20.5 3.4 485 0 0 0.0 0.00
United Arab Emirates 91 59.7 3.2 84 22 9,298 3.6 2.63
Uzbekistan 51 225 59 9562 0 0 0.0 0.00
West Bank and Gaza 98 19.4 26.7 502 © 0 38.6 14.95
Yemen, Rep. 99 3.7 8.9 1,190 8 179 5.8 0.15

Sources: Calculations based on BankScope, Islamic Development Bank, Gallup Poll, and the Global Financial Inclusion (Global Findex) Database.

Note: This project is in progress; data in this table are preliminary and subject to change. OIC = Organization of Islamic Cooperation. Empty cells indicate lack of data.

Religiosity (%): Percentage of adults in a
given country who responded affirmatively to
the question, “Is religion an important part
of your daily life?” in a 2010 Gallup poll.

Account at a formal financial institution (%,
age 15+): Percentage of adults with an account
(self or together with someone else) at a bank,
credit union, another financial institution
(such as a cooperative or microfinance institu-
tion), or the post office (if applicable) includ-
ing adults who reported having a debit card to
total adults. The data are from Global Findex
(Demirgti¢-Kunt and Klapper 2012).

Adults with no account due to religious rea-
sons (%, age 15+): Percentage of those adults
who point to a religious reason for not having
an account at a formal financial institution.
The data are from Global Findex (Demirgtic-
Kunt and Klapper 2012).

Adults with no account due to religious rea-
sons (thousands, age 15+): Number of adults
that point to a religious reason for not having
an account at a formal financial institution.
The data are from Global Findex (Demirgiic-
Kunt and Klapper 2012).

Number of IFIs (Islamic financial institu-
tions): Number of banks in a country that
offer Shari‘a-compliant financial services to
their clients. The data are compiled by the
Global Financial Development Report team
members.

Islamic assets per adult (US$): Size of the
Islamic assets in the banking sector of an
economy per its adult population. The size of
the Islamic assets is taken from BankScope.
Adult population is taken from World Devel-
opment Indicators.

Number of Islamic financial institutions
per 10 million adults: Number of banks
in a country that offer Shari‘a-compliant
financial services to their clients per 10 mil-
lion adults. The data are compiled by the
Global Financial Development Report team
members.

Number of Islamic financial institutions per
10,000 km?: Number of banks in a country
that offer Shari‘a-compliant financial services
to their clients per 10,000 km?2. The data are
compiled by the Global Financial Develop-
ment Report team members.
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