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Competitive environment of the MFIs

The Peruvian financial system

Structure of the Peruvian financial system, June 2017

Number of Assets
institutions Amo_‘-“?t %
(US$ millions)
Banks 17 108,568 815
Finance companies 11 3,785 2.8
Non-banking Microfinance Institutions 27 8,075 6.1
Municipal Savings and Loans Institutions (CM) 12 6,990 5.2
Rural Savings and Loans Institutions (CRAC) 6 470 0.4
Micro-enterprise Development Entities (EDPYME) 9 615 0.5
State-owned companies 3 12,712 9.5
Banco de la Nacién 1 8,269 6.2
Corporacién Financiera de Desarrollo (Cofide) 1 3,942 3.0
Banco Agropecuario (Agrobanco) 1 500 04
Financial leasing companies 2 85 0.1
SUPERVISED FINANCIALINSTITUTIONS 60 133,224 100.0

Source: SBS




Competitive environment of the MFIs

The MFIs

Relevant market: MFIs

Numberof MSE loans (%)
institutions 2003 - 2016
Commercial banks 1bank 1 78
12CMs,11CRACsand 6
financial companies

Non-deposittaking 9 EDPYMEs 9 80

Types of institution

Deposit taking 29 67

How to define the relevant market?

@ Product: micro loans, small loans y consumption loans.
@ Criteria to identify competitors: Maximum threshold for average loan
(thep +0¢p) and minimum threshold for lending interest rate (u; - o).

Relevant market: Non-MFIs

T finstituti Number of
ypes ol Insttution 5., o titutions
Commercial banks 8 banks 8
Deposit taking 2 CMs, 3 CRACsand 4 9

financial companies

Non-deposit taking 2 EDPYMEs 2
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Competition in the MFS

Level playing field in the financial market:

o Allowing MFIs to open branches nationwide, beyond their original
regional domains (2002).
e Authorizing MFIs to perform a wider range of operations (2008).

Promotion of information transparency in the financial market:

e Ensuring full disclosure of information about financial services and
effective costs, promoting transparency and fairness in the contrac-
tual process (2002).

@ Since 2004, the SBS’s credit bureau has revealed information about
performing borrowers in addition to the former practice of sharing
information about the non-performing ones.
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Competition in the MFS

It has observed a dynamism in the microfinance market, through:

Downscaling

Incursion of some commercial banks in the microfinance market,
motivated by the attractive profitability showed by MFIs.

Upgrading, mergers and acquisitions

Growing strategies to achieve better market positioning.
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Competition in the MFS

Some indicators may be interpreted as signals of the increas-
ingly competitive environment for MFIs:

@ Reduction of lending interest rates charged by MFTIs.
e The increasing number of financial intermediaries in every
Peruvian region.

Number of financial institutions by region

MEFS: Evolution of the lending interest rate* (Onlyincludestherelevant market)
(In percentage) -
40 Region Dec-02 Dec-16 Region Dec-02 Dec-16
Amazonas - 11 Lambayeque 11 27
361 Ancash 6 27 Lima 19 37
32 Apurimac 6 14 Loreto 4 17
28 | Arequipa 11 32 Madre de Dios 2 9
Ayacucho 6 18 Moquegua 4 14
24 A Cajamarca 7 24 Pasco 2 11
20 Callao 6 24 Piura 10 27
583838582 z9 232y Cusco 6 27 Puno 6 25
EEEEEE88828228E8 Huancavelica 2 9 San Martin 5 20
* Average implicit rates. Huanuco 2 18 Tacna 4 19
Sotrce: SBS Ica 9 28 Tumbes 4 15
Junin 6 28 Ucayali 4 18
La Libertad 9 31 National 49 43
Source: SBS
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Competition in the MFS

The decline in the main financial indicators is signal of lower
stability.

MES: Evolution of past-due loans* MES: Evolution of the return on equity

(In percentage) (In percentage)
7.50 35
7.00 - 30 4
650 -
6.00 - 57
550 20 4
5.00 15 4
450
4.00 - 104
3.50 s
3.00 A A A oL O b e
* Seasonal adjustment.

Fuente: SBS
Source: SBS
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Literature review

The relationship between competition and stability has been
studied through the following methodologies:

@ Competition-fragility: Higher competition is associated with higher risks and
hence more fragility.

@ Competition-stability: Banks are riskier in more concentrated markets.

@ Martinez-Miera y Repullo (2010): Both scenarios are possible, considering
the dual impact of changes in the interest rate (risk-shifting effect and margin

effect).

Competition-Stability relationship

Risk-shiftinge. > Margine.

1 Probability of

default *?
. Interest =
TCompetition —> lrate 2
1 Financial & Risk-shiftinge< Margine.
margin

Competition
Source: Martinez-Miera and Repullo (2010)
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Literature review

The following indicators are proxy for competition and stabil-
ity:

Stability

Z-score:
7 — BOA+C/A
~ 0OROA

| A

Competition

e Boone indicator:
Ins = a+ BinCMg

o Panzar and Rosse H-statistic:

InP = By + Pilnwy + Balnwsy + B3lnws + Balnwy
H =23 8%?2 = oGl — g 4+ By + B3+ Ba

Olnwj i

A\
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Literature review

Marginal cost should be estimated to determine the Boone
indicator. Hence, we use a translog cost function:

lnCzt =
4
+ > Brlnwy i + Bslnyis + 5 Z Z Skjlnwy ilnw; iy + 5055In%y; +
k=1 =1j=

4

> Spslnwy ilnyy + 61InTrend + Ooln’Trend + Non — MFI + ¢
k=1

Symmetry and linearity constraints:

4 4 4
Okj = Ojks 2o B =1; 22 6kj = 0; > S5 =0

MCy = gff (Bs +0551ny;t +0150nw1 it + das5lnws it + 035Inws it + daslnws i)
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Literature review

Estimating the relationship between competition and stability:

Stability = F(Competition, Competition?, control variables)

Zit = Bo + p1Competition; + B2Competition? + B3GD P+
Balnflation rate, + Bs MFI asset size + PgSpecialization ;,+
B7 Credit risk; + PsLiquidity risk;, + BoE f ficiencyir + €it
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Results

Competition: The market structure that best fits the microfinance
system is monopolistic competition.

Variable Coefficients
Ln(lab) B 0.375%**
0.0321)
Ln (fund) f, 0.313***
(0.0253)
Ln(cap) Fs 0.0672%*
(0.0298)
Ln (prov) Bs 0.0086***
(0.00300)
Ln(exchange rate) -0.126
(0.170) H = ﬂl + 52 —+ 63 + 54 =0.764
Ln(interbankint. rate) -0.0292
(0.0228)
Ln (capital/asset) 0.0527**
(0.0213)
Constant 1.589%*
(0.112)
N° observations 8,334
R2 0.7525

Robust standard errors in parentheses.
**%p<0.01,% p<0.05,* p<0.1




Results

Evolution of Competition: Both the H-statistic and the Boone indi-
cator suggest an increasing competition in the MFS during 2003-2010;
followed by less competitive pressures up to 2014. Then, competition
has showed a declining trend since 2015.

H statistic Boone indicator
1.2 12
2 —
R?=0.7379 —~ -
1 i’ N
,"—"‘~."-I ‘\_‘;,_‘/u‘w 1
08 | =Saom

1
1 09
|

0.6 1 08
I
1

~
AL
A N

07
04 o R _d 7 < .
ot N et o
L - - Lowerbund-95% 06 s = - Lowerbound-95%
= e Mean
02 Mean 05 | - - — - Upperbound-95%
~ - Upperbound-95% ~- PP °
L Lowerb./Upperb.
0 owerb./Upperb. 04
N C mm e W o R ®E o O - om T oo
S 2383885822032z 8s s E¥g83BLgsg8gecomTyyg
2 8388882888838 8883 2 2888285382888 %8¢8¢828%¢8
a0 A e a8 e a0 00000 e 2 00 a0 00868668 0

November 2017 19 / 28



Results

The estimated competition indicators reflects reality, that is why com-
petition indicators are negatively associated with the average lending
interest rate.

H statistic and lending interestrate V Boone indicator and lending interest rate 1
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Results

There is a non-linear relationship between competition and sta-
bility. Additionally, it is highlighted the importance of economies of
scale, credit risk, liquidity risk and efficiency.

Variable H-statistic Boone indicator
A 3 3 A 3 3
Competition Bl46™ 71727 8233 | 14797 1267 12447
(3795) (257.4) (303.9) (5714) @75.7) 3427)
Competition: 6908 5968 -G6513* | -9925"* 8507  -812.2%
@888 (197.0) (314 | (3470)  (2%6) (2158
Size Ln(assets) 10697 4268° 2011 | 1404  8208° 4343
(2.276) (1.274) (L.046) (3422) (1481) (0.744)
Specalization (SME 0.19 00661  0068* | 0232°  0111*  0.103*

loans/total loans)

(0128)  (0.0623)  (0.0375) | (0.121) (0.0654)  (0.0388)
Creditrisk (past-due LEBE -0.909%*  -0.662°* | -L6OL* 0982 0777
loans ratio)

(0.341) (0.166) (0.160) (0.350) (0.200) (0.156)
Liquidity risk (liquidi
r:t“‘:j‘) ityrisk(auidty o p40m 00022+ 00008 |-00046** -00019*  -0.0005

(0.00127)  (0.00113) (0.000783) | (0.00133)  (0.00113) (0.000806)
Efficiency (Labour L139%% 0455 0217 | 1037  0378** 017
expenses/total loans)

(0231) (0103)  (00547) | (0.229)  (0.0986)  (0.0501)

GDP 1917 -19.37 4886 2653 5127 1215
(1409) (95.84) (56.09) (157.3) (92.35) (51.64)
Inflation rate 1747 7453 -2264" | 1732 4191 -268.3%*
(307.9) 717 (11.2) (3162) (158.6) (93.36)
Constant -3539%*F 2459 -2648" | -7283%* -5769%**  -5252%*
(129.4) (87.84) (1129) (205.2) (1818) (1415)
N° observations 13837 1,683 1533 13837 1,683 1533
Adjusted R? 0101 00799 0.0571 0.105 0.0958 0.0806
F-Test 00000 00000 00000 | 0.0000 __ 0.0000 0.0000

Robust standard errors in parentheses.
+p<0.01, * p<0.05, *p<0.1
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Results

Inverted U-shaped relationship between competition and sta-

bility.

H statistic and Z-score
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Concluding remarks

@ The market structure that best fits the Peruvian MFS is monopo-
listic competition.

@ The competition that MFTs face rises during 2003-2010; showing less
competitive pressures up to 2014. Then, competition has showed
an increasing trend since 2015.

@ There is an inverted U-shaped relationship between competition and
stability for MFIs during 2002-2016.

@ On the regulatory-side: policies should maintain a balance between
fostering competition (to improve financial inclusion and efficiency)
and preserving stability.
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Concluding remarks

e On the MFIs-side: (i) develop or improve an active customer re-
lationship management; improve their screening processes that ef-
fectively take into account their customers’ willingness to pay; and
expand their scope into unserved markets; (ii) enhance credit risk,
liquidity risk and efficiency management, because they are key in-
struments to achieve financial stability.

e SBS, financial institutions and other agents: financial literacy cam-
paigns emphasizing in responsible management of personal finance,
to help reduce delinquent borrowers and, consequently, to improve
the MFIs stability.
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Concluding remarks
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Concluding remarks
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