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= An important part of the Mexican population still lacks access to the formal financial
system or is underserved by traditional mechanisms and products.

= Despite the recent growth exhibited in banks’ “traditional” branches, these are still not
enough to adequately satisfy the demand for basic financial services nor are they
homogenously distributed throughout the country.

Branches per 10,000 habitants

No branches
Low ( < 0.76 branches per x 10,000 h)

Medium (between 0.76 and 1.02 branches x 10,000 h)

EEBEO

High (> 1.02 branches x 10,000 h)

*Source: CNBV and CONAPO
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= The traditional banking business model and products aren't fit to serve the lower-
income, unattended segments of the market.

= Banking institutions based solely on traditional products and services don'’t find it
attractive, or even profitable, to extend their supply towards these new markets.

= Thus the gap between supply and demand for financial services remains and is
evidenced by:

— The proliferation of informal financial services providers, which prosper by tending to the
lower income segments of the population under predatory price structures.

— The use of non-traditional saving mechanisms, such as communal savings and investing
in livestock.

— Only 10% of the Mexican population say not to be interested or in need of a financial
product.

— 40% of the population without access to financial services would like to have a savings
account.

*Source: Ministry of Finance, Financial Services Use Survey, 2009




Regulatory Approach for
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= Financial authorities in Mexico have implemented several measures in
order to promote the development of an inclusive financial system.

» These are all complementary measures and their success depends on
the establishment of an adequate regulatory framework which
acknowledges that innovation is an indispensable characteristic for
business models that target unattended market segments.

» Thus, regulation must balance consumer protection and risk mitigation
with the required flexibility to avoid stifling such innovation.
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. Furthermore, regulation to increase financial access must take into
consideration that financial products are subject to the characteristics of a two
sided market, that is, transactional services, such as e-money, are only
attractive for the user if there are sufficient locations at which they can be used
and, simultaneously, suppliers only find it attractive to offer the products if
enough people request them.

= Therefore, must include measures to increase the issuance of basic financial
products as well as the infrastructure and knowledge required for those
products to be used.

. Likewise, transactional services, such as peer to peer transfers, are subject to
network effects, by which their attractiveness depends on the number of people
already using them, so their successful implementation requires reaching an
initial critical mass of users.

= The regulatory framework must take into account the latter, and seek to
promote business models based on building such a critical mass.
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* Bringing deposit and
withdrawal points closer to
the population, promoting
the use of “electronic”
money.

Increasing
Competition in the

Merchant
Acquisition Market

Banking Agents

*Taking advantage of TELCOS
infrastructure and people’s
familiarity with mobile phones in
order to promote electronic
payments and facilitate remote

\ transfers.

Regulatory Approach for |
Financial Inclusio

* Increasing the speed of
POS installation across
the country, with clearer
rules and competitive
prices.

Introducing new figures that
will specialize in issuing
electronic money.
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» These measures focus on the expansion of transactional services throughout the
Mexican population.

» Transactional services satisfy the basic needs for financial services of the lower
iIncome segments of the populations and are a first step towards further integration
into the financial system. Smoothing consumption.

Protection  against Investment expenses.

Possibility  for  smoothing unexpected shocks

consumption patterns. Facing differences between
income and expenses

Meeting risk .
temporality.

Aid in the creation of an preferences.

income - savings profile.

Peer to peer transfers, local \edium — long term goals
remittances, mobile payments. financing.

Reduce the risk associated with Adjusting income and
cash transportation and expenses patterns and needs.
management.

Credit
Decreases transfers and

remittances costs.

Insurance

Savings

Transactional (Payments)
Services
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= Rather than discussing the main characteristics of the regulatory
framework for each of the previously mentioned approaches to financial
inclusion taken by the Mexican financial authorities, | would like to focus on
certain aspects to consider when developing such regulations based on the
Mexican experience.

1. Be ready to lobby for your proposals

— Despite the benefits posed by the introduction of new business models for
clients, banks, and commercial establishments, modifications to the status
quo tend to offset opposition reactions by vested interested being
disturbed.

— Clear, straight-forwards arguments regarding the usefulness of the
regulatory modifications must be prepared in order to bring legislators,
other financial authorities as well as market participants on board.
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2. Communication with other relevant actors is key

— Several issues that seem self-explanatory to the regulator, who’s been working
for months on developing the regulatory framework for the operation of these new
business models, will be subject to scrutiny and questioning by other actors.

— Establishing communication channels in order to explain (and lobby in favor of)
the new regulatory framework is key not only in order to garner support for the
proposals but also to include all other relevant actor’'s point of view into the
regulation.

— Relevant actors with which to establish effective communication include other
financial authorities, TELCOS and their regulators, commercial entities such as
retail chains, banking institutions, pre-paid cards and electronic money issuers,
merchant acquirers, among others.

— Communication by no means should be limited to convincing opposing actors.
Some market participants that are potential candidates to use and develop these
business models can prove to be excellent sources of information regarding what
kind of regulatory conditions are likely to lead to an expansion of financial services
supply, as well as which requirements stifle this goal’s viability.
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3. Avoid the impulse to over-regulate

— As regulators, it is easy to fall into the temptation of designing over
reaching regulation for these new business models. The uncertainty
caused by the novelty that characterizes products such as mobile
payments, electronic money issuance, and branchless banking can
exacerbate this impulse.

— Regulation can make or break one of these business models.

— It must be kept in mind that these new business models strive based on
innovation and depend on reaching a critical mass of users in order to be
successful and sustainable.

— Thus, regulation must be flexible enough to allow, and even foster, such
innovation while simultaneously offering sufficient consumer protection.

— This can be achieved by developing regulation that is proportional to the
risk posed by the transaction.
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Thank youl!

Any questions?




Agents under a Ban
Model

= |n Mexico, it has been decided to implement a bank-based model for the
operation of banking agents, and thus, the recently launched banking
agents’ regulation foresees the need for a bank to be directly involved.
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= By including a bank in the model and making it responsible for the
operations carried out through agents, consumers can be as confident in
the safety of their deposits as when operating directly at a traditional bank
branch.

= The main objective in the use of a bank-based model is to adequately
balance consumer safety with an expansion in financial services’ supply.

= According to the rules established for the operation of banking agents,
transactions must be conducted in real-time.

= This guarantees that the money at an agent’s cash register always belongs
to the agent; it is neither the bank’s nor the client’s property.
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Client arrives at commercial
establishment and wishes to make
a MXN$1000 deposit

The client proves his identity to the
banking agent and the bank by means
of an electronic device. The banking
agent identifies itself as one to the y

customer through the same device.

The banking agents requests the \Ei

bank to carry out the deposit
transaction.

The banks makes the corresponding ' '
changes in the agentaniiscl|l i ent &

accounts, that is, it withdraws money

from the a g e natcbust and deposits it '

inthec | i eecdudt.s

Agent

t Agent 6s
Account

° Clie

Account

+$1000 -$1000

——

The bank authorizes the agent to carry
out the transaction.

The client receives from the agent a
transaction receipt, issued by the bank.

The money in the a g e ncasb megister Client
belongs to the agent; it it neither the
bankdtecl! i eropedys
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= In order to increase access to financial services, it is not only necessary to the
usefulness of owning an electronic mean of payment.

= This can be achieved by increasing the number of merchants that are acquired by
an institution that issues means of payment.

= In the Mexican case, the proliferation of Points-of-Sales (POS) is limited by the
market power exercised by acquiring and issuing banks.

= Currently, a couple of banks dominate the issuance of debit and credit cards and
are also the main acquirers of commercial establishments. Furthermore, these
same banks own a majority share in the payment system networks (switches).

= This state of affairs limits banks’ incentives to increase the acquisition of
commercial establishments, the number of POS in the country, and thus, the
usefulness of owning a debit or credit card.
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. One of the obstacles for the expansion of |
POS in Mexico is the way in which network

switch processing works:

—  The system dominants banks determine Ba?‘kfay:‘lr‘(em 202;3“&?‘( "
the rules under which the network etwo payment netwo
processing market functions.
Merchant (recieves bank-issued
means of payment) —
Feee
y . ] -
- There’s a lack of transparency regarding | SFEFEE %1 =T
the requirements for potential market | {—| g ,
L. Acquiring Bank . Merchant (recieves nonbank-
participants. [ Acquirer issued means of payment)
—  Two incumbent switches, owned by ~ EP |
minant banks, cr ntr rriers for [HE : -
domina t pa S, Create e ty.ba ers fo | """I N\
new participants through a differentiated g ng gank A switch
pricing policy, based on operation volume Noaner
and switch ownership. e Issuer
" In order to increase competition in merchant acquiring, a modification to the network’s regulatory

framework, that forces switches to connect among them without connection charges, has been proposed.
The latter is expected to:

- Increase merchant acquisition by allowing new participants to enter the market under equivalent
conditions.

— Decrease costs for merchants, increasing the attractiveness of accepting electronic means of payment.
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= Recognizing that not all banking institutions are interested in offering the
broad range of services and products that a banking license entails, CNBV
has proposed the introduction of a new figure: the niche bank.

= |nstitution that focus on a certain market segment, geographic region or
particular activity are not subject to the same risks as a multiple banking
institutions that carries out a larger variety of transactions.

= Since niche banks’ authorizations hinge on the fact that they focus on a
reduced range of activities and are subject to a lower risk, their capital
requirements are also reduced.

= One of the specialized activities foreseen for niche banks is the issuing of
electronic means of payment.

= In this manner, niche banks would be permitted to operate in a similar
fashion to electronic money issuers in Europe and are expected to
increase competition in this market, by reducing the costs associated with
obtaining a license for e-money issuance. "
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% of banked people

@ % Banked people (O % Mobile Penetration

Sources Banked Honohan 2007 Penetracién Celular: ITU; Wireless Intelligence 4: 2002 4:2006
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. In Mexico, banking agents’ regulation has been launched together with the
introduction of agents’ networks managed by mobile carriers as well as the
development of “mobile accounts”, which are easily opened accounts, with low
transactional volume.

=  This complementary regulatory framework allows for banking agents to serve as
access points for mobile payments.

ClieptAgent 6.
Account| Account

+$100 ‘ -$100
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