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The banking system in emerging economies:
how much progress has been made?

Philip Turner

Introduction

The first annual meeting of Deputy Governors from the emerging markets took place at the BIS in
February 1995. It had as its central focus the challenge to central banks (and supervisors) as countries
moved towards a more liberal banking system in the context of wider capital account convertibility.
There was at that meeting a common sense of unease about short-term capital flows, a good deal of
scepticism about exchange rate pegs, and much debate on what could be done to improve the
resilience of banking systems to external shocks. The Mexican crisis of December 1994 had given
these worries particular urgency.

A similar meeting at the BIS held almost exactly one year later focused squarely on strengthening the
banking system in developing countries. It was chaired jointly by the General Manager of the BIS the
First Deputy Managing Director of the IMF and the Chairman of the Basel Committee." The
conclusions echoed many of the worries that had surfaced in 1995. The process of bank supervision in
very many countries was inadequate, and in particular had not kept up with the rapid pace of
liberalisation of financial markets worldwide. Substantial macroeconomic imbalances often
exacerbated financial system fragility. Equally, weak financial systems undermined the effectiveness
of monetary policy.

At about this time, the Basel Committee was called upon to take the major step of developing
internationally accepted guidelines to help to improve the quality of prudential oversight worldwide.
The Committee issued a consultative document on the Core Principles for Effective Banking
Supervision in April 1997.2 Several other international reports and initiatives of this period also focused
on strengthening banking systems. One report by a group of officials from 16 developing and
developed countries was particularly influential in spelling out what was needed in addition to
improved banking supervision - work on the quality of the Iegal framework, macroeconomic policies,
and the way other parts of the financial system were regulated.®

These themes were also stressed in several BIS reports at that time.* The BIS Annual Report
prepared in early 1997 noted that central banks and other supervisory authorities in Asia had sought
to tighten prudential gwdellnes on the extension of bank credit, particularly where asset prices had
been driven up by excessive speculative pressure.’ But these attempts to instil greater caution into
bank lending proved inadequate, and substantial macroeconomic imbalances were allowed to persist.
In June 1997, the crisis in Thailand unleashed yet another round of major banking crises throughout
the emerging market world. These crises had dramatic consequences domestically and caused major
upheaval internationally. In most cases, they went hand in hand with massive macroeconomic
disruption: sharp increases in interest rates, substantial currency depreciation and dramatic deflation
of domestic demand. All this led to a contraction in bank intermediation that was, in many countries,
unprecedented in recent history. The demand for credit fell because of recession and the greater
reluctance of borrowers to become indebted. At the same time, the supply of bank credit declined:
banks became more risk-averse and a major stiffening of supervisory oversight reinforced this effect in
many countries. This shrinkage of bank intermediation was greater and lasted longer than after
comparable crises in the industrial world.

Goldstein and Turner (1996) originated as one of the background documents for this meeting.

The final paper is BCBS (1997). In April 2006, the Basel Committee issued a new consultative document suggesting some
modification or elaboration of the earlier principles.

See Draghi et al (1997).
4 See, in particular, White (1996).
See BIS (1997), “Financial fragility in Asia”, pp 107-17.
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During the past few years, however, much of this shrinkage in bank intermediation has been reversed.
By 2004 and 2005, bank credit was rising very rapidly in many countries. Perhaps even more
importantly, the reforms that had their roots in the mid-1990s had led to a significant overhaul of
financial regulation in many countries. Financial markets domestically had been further developed, and
financial firms had become subject to more rigorous market discipline than had been the case in the
1990s. An equally radical change is that the internationalisation of financial services and capital
markets is now viewed in a more positive light than was the case a decade ago.® This change of
mindset and ambitious programmes of reforms appear to have contributed to substantial structural
strengthening of the banking system in emerging economies.

The time thus seemed ripe for a stocktaking of just how much progress had been made. The 11th annual
meeting of Deputy Governors, which took place on 8 and 9 December 2005, therefore examined the
health of banking systems in emerging markets.

Five issues were addressed:
1. How is the supply of bank credit changing - both in aggregate and in composition?

2. Is the pace of structural change, which was very intense around the turn of the decade,
beginning to slacken?

How are the risks facing banks evolving, and how are they being managed?
Are policies to prevent systemic banking crises stronger than a decade ago?

What are the implications of the changing shape of financial intermediation for monetary
policy?

This volume contains papers from 19 central banks (those of Argentina, Chile, China, Colombia, the
Czech Republic, Hong Kong SAR, Hungary, India, Indonesia, Israel, Korea, Malaysia, Mexico, the
Philippines, Poland, Saudi Arabia, Singapore, Thailand and Turkey) and five papers by BIS staff.

1. The supply of bank credit

The paper by Mohanty et al in this volume shows that aggregate bank credit to the private sector
(expressed as a percentage of GDP) in both Asia and Latin America peaked in the second half of the
1990s and has only recently begun to rise again. This empirical analysis shows that demand factors
(eg the output gap and the level of real interest rates) and supply factors (eg the level of
non-performing loans and the deposit base) have both exerted significant influence on recent
developments.

The share of bank credit going to the business sector has declined across the board. A main cause
appears to have been lower corporate demand for funds as investment ratios declined and corporate
balance sheets were restructured. Several meeting participants noted that financial crises had led to a
rise in corporate and bank risk aversion that has endured much longer than expected. Fears of legal
action have in some cases accentuated this effect. In some countries, firms continued to build
significant “liquidity buffers” long after economic growth had resumed.

In addition, highly rated firms are increasingly able to borrow directly in domestic and international
capital markets, reducing their reliance on banks. This change has been driven by several forces,
including the recent development of domestic bond markets and the growing role of mutual funds in
intermediating household saving through equity markets. Capital markets may have provided a useful
opportunity for firms to lock in long-term funds at relatively low interest rates. It was agreed that the
increased diversification of corporate financing sources is welcome insofar as it reduces the
concentration of risk in the banking system and encourages corporate transparency. Banks may also
ultimately gain from such diversification by increasing their fee-based income. In addition, in some
countries banks have recently focused their attention on lending to the small-scale business sector,
where credit quality appears to have improved. Nevertheless, several participants voiced a general

®  Mishkin (2006) makes a particularly lucid case for the benefits of financial globalisation.
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concern that credit flows to small and medium-sized firms remain inadequate, with the authorities in
many countries trying to get banks to increase such lending.

One important dimension of the increased risk aversion of banks has been their appetite for low-risk
liquid assets. There has been a substantial accumulation of holdings of government or central bank
securities in several countries. Increased issuance of government securities has in recent years had
many counterparts: larger fiscal deficits; bank recapitalisation; the increased local currency financing
of budget deficits (as part of a strategy to reduce foreign currency borrowing); and various capital
account operations (eg to finance forex intervention by central banks). There is some evidence that
changes in credit to the government have an influence on bank lending to the private sector. In any
event, one consequence is that banks now face increased interest rate risk: yields on government
bonds have fallen steadily for several years (generating capital gains for the banks) and are now low.

As corporate lending has declined, bank lending to households has increased. There have also been
cases where reduced lending to the government sector has released resources for household lending
(a “crowding-in” effect). In oil-exporting countries, a particular factor has been the rising oil revenues,
which have led to high rates of credit and monetary expansion. A progressive decline in inflation rates
associated with lower inflation expectations has brought down nominal interest rates. Real rates have
also fallen. This has provided a particular stimulus to mortgage lending as such borrowing tends to be
very interest rate sensitive. These cyclical elements have been reinforced by financial liberalisation
and the development of securitised products. Credit constraints on households, very severe in some
countries, have been eased considerably.

Does the recent rapid expansion of credit to households create serious risks for banking systems in
view of linked information on specific borrower risk profiles and continued weaknesses in collateral
arrangements? The balance of opinion at this meeting was that such risks are generally manageable.
The development of information collection and sharing mechanisms over time should contain these
risks: to this end, many countries have recently established credit bureaus. Moreover, increased credit
to households from a very low base helps to improve the diversification of banking assets. In any case,
the non-performing loan ratio for household lending is low. Several participants also thought that
banks had sufficiently collateralised their housing loans, and increases in property prices have so far
been moderate.

Some participants, however, warned against complacency. One recurrent theme was that greater
competition (from foreign banks and from non-bank lenders) may in some countries have led to an
unwarranted easing in lending standards, often involving a marked compression of bank
intermediation spreads. A second worry is that banks have transferred an increasing share of market
and exchange rate risks to households by extending long-term loans at variable interest rates and in
foreign currency. This means that banks are less exposed to such market risk than earlier. One
participant stressed that banks need to be strong enough to withstand shocks from monetary policy:
warnings about near-term rises in policy rates had been used to encourage banks to move away from
fixed rate mortgages. The converse is that household balance sheets are now much more exposed to
interest rate and exchange rate risks. How aware households really are of these risks is unclear.
Some participants observed that certain behaviour (eg borrowing in foreign currencies to secure quite
modest interest rate advantage) suggests a worrying lack of awareness. A modest rise in interest rates
(or fall in the exchange rate) would hurt households, and private consumption would weaken.
Nevertheless, loans would still be serviced. The impact would thus be on the macroeconomy and not
on the soundness of the banking system. A rise large enough to make some households insolvent
would be more dangerous.

A final observation is that banks retain their dominant share in the credit market in most countries, and
in some cases this share has grown. Weaker non-banks have in many cases been weeded out by
crises; and competitive restrictions on banks have been eased in efforts to strengthen financial
systems. But several countries have also seen non-bank financial institutions assume a growing role,
particularly in the retail loan market. In some countries, non-bank financial intermediaries (sometimes
with government guarantees) have filled the gap created by the withdrawal of banks from the
mortgage market following a crisis. In others, non-bank intermediaries have increased their market
share by specialising in niche markets such as credit card products. There was some concern that the
rising share of non-bank financial intermediation in the credit market could lead to some underpricing
of credit risk and might create problems, since such institutions may not be adequately regulated and
supervised by the authorities.
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2. Slower structural change?

The banking systems in emerging markets have over the past decade been transformed by three
major trends - privatisation, consolidation and the entry of foreign banks on a large scale. Mihaljek’s
paper in this volume carefully examines these trends, and uses several indicators to gauge how this
process has affected performance. He finds that performance has improved in all major types of bank:
pre-tax profits have increased and operating costs declined similarly for state banks, for private
domestic banks and for foreign-owned banks. Hence it appears that the creation of a more competitive
climate has spurred all types of banks to improve performance.

There was nevertheless general agreement that the pace of structural change in emerging market
banking systems had stabilised over the past five years. This was not because of reform fatigue,
several argued, but rather because much of the easy work had already been done. Furthermore, a
greater variety in the approach to structural reform seems to have emerged.

Regarding privatisation, large countries such as China and India are only gradually transferring
ownership of major state-owned banks to the private sector. China is diversifying the ownership of
such banks and not necessarily privatising. It is relying on corporate governance reforms related to the
planned listings of three large state banks to improve their performance. Some countries have sought
to improve the operations of badly run state or local banks by adopting better governance mechanisms
without necessarily changing ownership. In India, for example, the authorities have modified earlier
plans to increase the share of private ownership in public banks, partly because of opposition in
parliament. Elsewhere in Asia, it has been difficult to attract strategic investors in state-owned banks
without costly recapitalisations and without offering investors various guarantees against hidden
losses. The remaining state-owned banks in other emerging markets have generally improved their
governance and performance, and are often playing a useful role in the allocation of credit to certain
sectors of the economy (eg in central Europe), or in the transmission of monetary policy (eg in Chile).

Several approaches to consolidation were identified. One was the hands-off, market-driven approach
common in central and eastern Europe and Latin America. Another was the government-driven,
financial “master plan” approach in parts of Asia. In Russia, for instance, takeovers and closures of
smaller banks have resulted from greater competition for the household segment of the market from
medium-sized banks, which were in turn squeezed out of the small and medium-sized enterprise
(SME) segment by large banks. In central Europe, bank consolidation reflects to a large extent M&A
activity among parent banks in the European Union. In Asia, on the other hand, the “master plan”
approach has often been considered necessary because banking systems in many of the region’s
countries are still highly fragmented: most smaller banks are owned by individuals who do not want to
give up ownership without special government incentives. Most participants did not consider increased
concentration a threat to competition, and many thought that larger banks were better able to diversify
and manage risks - and so make the financial system stronger. But it was noted that problems could
arise if competition was restricted on a regional level, or if bank exposures became too concentrated.
Potential conflicts of interest were also identified as an issue: bank ownership of investment funds
creates such a conflict in the advice banks give to their customers about such products.

The role of foreign-owned banks has become dominant in central and eastern Europe, but remains
limited in Asia. In Latin America (with the exception of Mexico), foreign-owned banks have been less
successful in expanding market share than private domestic banks. In central Europe and Mexico, the
increased role of foreign-owned banks has brought many benefits. The banking industry has become
much more efficient, and credit allocation has greatly improved. This was not the case a decade ago.
One view, however, was that foreign banks tended to be more oriented to the household sector (where
they could apply their credit scoring technology and spread their risks over a large number of
borrowers), and less oriented to small business than domestic banks had been. Nevertheless, the
general consensus was that all clients - including the SMEs - now had access to bank credit.

The main drawbacks seen here were that foreign-owned banks were politically difficult to defend (they
were often viewed as being too profitable) and difficult to supervise. In particular, subsidiaries of
foreign-owned banks often behaved like branches, which limited host supervisors’ access to bank
management and information. This issue was a special concern in countries where foreign bank
subsidiaries were systemically important. Participants agreed that in such circumstances it was more
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important to have good working relationships with home country supervisors than to rely on an
elaborate legal framework for cooperation. Another problem was the loss of market information from
the delisting of large commercial banks from local stock exchanges after their takeover by
foreign-owned banks.’

3. Managing new risks facing banks

Two general conclusions emerged in the debate about managing the new risks facing banks. The first
was that the nature of macroeconomic risk has changed radically. It was clear that the external
vulnerabilities (often the result of imprudent macroeconomic policies) that had so aggravated earlier
banking crises appeared to have greatly diminished. Yet some participants thought that certain
domestic macroeconomic risks were now more serious than a decade ago. The second broad
conclusion was that bank lending was now informed by much better risk assessment and
management procedures. At the same time, some of the modern techniques were giving rise to new
risks, which were not always easy to quantify.

Macroeconomic volatility, traditionally higher in the emerging market countries than in the industrial
world, has fallen sharply across the emerging market world. As the paper by Moreno demonstrates,
various standard measures of external vulnerability have also declined sharply: perhaps as a result of
this, sovereign credit spreads have narrowed. It was recognised, however, that part of the
improvement seen in 2004 and 2005 reflected the mix of strong global growth and high commodity
prices - an unusually favourable combination for many developing countries. But many felt that the
main cause was more prudent macroeconomic policies in most emerging market countries. The higher
levels of foreign exchange reserves, more flexible exchange rate regimes, the development of
domestic debt markets and the reversal of the worst fiscal excesses were all cited as policy changes
reducing external vulnerabilities.

A particularly important achievement in some countries was the development of local currency debt
markets. This had enhanced the resilience of the financial system by making it less costly for banks to
adjust their portfolios in response to shocks, and by imposing market discipline on the government
(because lax fiscal policies then led to upward pressures on interest rates). But it was also noted that
such markets could also transmit shocks from global financial markets more readily. One participant
observed that a shift from bank intermediation (fixed nominal value of debts) to capital market
intermediation (capital values market-determined) meant that wealth effects of a market correction
would be much greater. It was not clear that either banks or supervisors were taking enough account
of this macroeconomic risk, which is now common in emerging markets.

A survey of central banks (reported by Moreno in this volume) reveals that central banks share the
view that external vulnerability has been much attenuated over the past decade. But the survey also
revealed that central banks are more worried by three domestic macroeconomic elements - domestic
demand, interest rates and property prices.

The risk of further rises in oil prices was singled out by several participants as a threat to domestic
demand - not only directly but also because the wider inflationary consequences could necessitate
steeper increases in policy interest rates than was currently expected. There were rather widely
shared worries that increased holdings of longer-duration debt were exposing banks to significant
interest rate risk. The discussion on property prices suggested that there was no strong evidence of
any general overvaluation. Several noted, however, that better data and more systematic monitoring of
households’ balance sheet position would be desirable.® °

See CGFS (2004, 2005) for a further analysis of the impact of foreign-owned banks.
The recent CGFS report on housing finance (CGFS (2006)) provides a comprehensive overview of these issues.

See Graph 2 in Moreno in this volume. More than half of the 14 respondents said that they saw a high probability of
significant harm to the financial sector in the case of a large shock. Moreover, this reading was much higher than their
assessment of the risk 10 years earlier.
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Although macroeconomic risks seem less menacing now than earlier, the discussion brought several
worries to the surface. First, a large devaluation could have strong contractionary effects in dollarised
(or “euroised”) economies and could hurt the banking system. Second, fiscal positions in some cases
were still fundamentally unsound. Third, avian flu posed a hard to quantify risk. Finally, the very high
level of foreign exchange reserves in some countries caused some unease, and suggested certain
fundamental weaknesses. Continued and large-scale reserve accumulation involved delaying
adjustments to medium-term market forces, which has evident dangers.

The second main conclusion was that banks’ lending decisions were increasingly based on serious
risk assessment procedures. The influence of government direction and relationship-based lending
had diminished. In addition, taking collateral was no longer seen as obviating the need for properly
assessing the creditworthiness of the borrower.

The survey of central banks described in Moreno’s paper shows (see especially Graph 5 in that paper)
that the use of various quantitative risk management techniques by banks in emerging markets has
expanded significantly. Valuations are increasingly based on market prices; market risks are
quantified, mainly using VaR calculations; scoring models are used to assess the credit risks of
households and of small business borrowers; portfolios are stress-tested for various adverse
scenarios; in addition, both the pricing of, and the provisioning for, credits are increasingly based on
quantitative risk assessments. The board of a bank in the emerging markets increasingly focuses on
detailed quantitative reports in the oversight of its bank’s risk exposures.

Efforts to instil greater rigour into risk assessment are probably beginning to bear fruit, and this means
that risks are being better managed in most emerging markets. Even so, implementation is not without
its challenges. Three such challenges related to risk management processes were identified in the
discussion. The first was the lack of data on loan histories over many years for estimating default
probabilities. The use by some foreign banks of default probabilities derived from their home country
market had clear limitations given the very different environment. Some pointed to the development of
credit bureaus as helping risk assessment, but it was also observed that banks were reluctant to share
data on borrowers with their competitors. Although there was wide agreement that external ratings can
help risk management, it was also noted that it was realistic to expect external rating agencies to rate
only a comparatively small proportion of the local companies. Some reliance on local credit rating
agencies was therefore inevitable. Ways had to be found to guard against the risk of compromising
objectivity and the lack of international comparability (all the more important as the banking industry
becomes global). A second challenge was that the lack of standard VaR computations sometimes
made it hard for supervisors to verify the risk management procedures banks had in place. Finally,
several said that modern risk management techniques made formidable demands on staff, IT systems
and budgets.

As financial systems have become more market-oriented, new risks have had to be addressed. Two
such risks were mentioned - those related to liquidity and credit risk transfer.

Central banks in many jurisdictions have at some point sought to induce banks to rely on interbank
markets, rather than on the central bank, for liquidity.’® Not all central banks have yet managed to
make this transition. Imperfect information can inhibit the supply of credit from one bank to another.
Still, a large central bank role in interbank markets has clear disadvantages: it nurtures the (perhaps
erroneous) belief that the central bank stands ready to rescue weak banks - and this obviously creates
moral hazard.

A high degree of concentration can distort the functioning of the interbank markets, and may make it
less reliable in a crisis. For example, mechanisms to support the delivery of securities in repo
transactions have proved in some cases to be uncertain. A lack of liquidity in interbank markets has at
times also created difficulties. In one country, an anti-money laundering campaign unexpectedly
resulted in the interruption of the flow of credit to the interbank market. The environment of low and
declining interest rates and abundant liquidity that prevailed over much of 2002-05 naturally favours
interbank markets. But this should not lead to complacency about how such markets might react if
interest rates were to rise.

1 The function of the central bank as a lender of last resort raises, of course, different issues and has been left aside.
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Risks related to credit risk transfer instruments have been extensively debated. Such instruments are
attractive because they make financial markets more complete and so facilitate hedging. Both
protection buyers and protection sellers gain. Banks can sell credit exposures arising from loans they
originate. On the other side, investors buy such instruments to increase their exposure to high-yield
paper (eg written against credit card debt, loans to small enterprises and so on) and such portfolios
can be diversified to minimise risks. Such instruments can also serve to direct funding to certain
priority sectors, such as the mortgage market, as well as being used to facilitate financial sector
restructuring and the disposal of non-performing loans.

Despite the undoubted attraction of such instruments, several participants wondered whether their
rapid spread was not outpacing the capacities of banks, non-banks and market structures to absorb
and price risks efficiently. Are risks truly being transferred, or do certain clauses (or even a bank’s
reputation) mean that such risks could return in certain circumstances? Are transferred risks
concentrated in a few players: if so, what are the implications? Are risks in effect being shifted from
regulated entities such as banks to entities that are not regulated or are not regulated effectively? The
backlog of confirmations of trades in wholesale markets, the fact that some contractual arrangements
have not been tested in court, and a lack of supervisory expertise (in bank boards as well as in
supervisory agencies) - all these elements suggest the need for caution.

4. Preventing systemic banking crises

There are several layers of public policies to reduce the risk of systemic crises: rules on corporate
governance to ensure banks are well managed; disclosure requirements to help market players to
actively monitor banks’ changing risk exposures; prudential regulations and supervisory oversight;
early corrective action when problems emerge; deposit insurance; and the lender of last resort
function.

Greater consciousness of the importance of good corporate governance has led the authorities in
many emerging market countries to take measures to ensure that their banks are better run and that
their operations are more transparent. Many felt that having appropriate ownership structures was
essential for nurturing good governance practices. The much greater attention paid by rating agencies
to banks in emerging economies has produced a significant increase in publicly available assessments
of the banks’ health. Such assessments are both qualitative and quantitative. Some participants,
however, said ratings should be treated with a degree of scepticism. It was noted that they were not
updated frequently. Ratings improved only gradually even after radical improvements in a bank’s
underlying health.

On prudential regulation, the extension and deepening of international understandings as to what
constitutes good supervision have affected supervisory regimes worldwide over the past decade or so.
The 1988 Capital Accord marks the beginning of this process. Of particular importance for emerging
economies have been the Core Principles for Effective Banking Supervision of 1997 and the Financial
Sector Assessment Program (FSAP). The issuance of a new capital accord (Basel Il) is expected to
continue to nurture the development of a culture of risk management.

Capital ratios are of course key. It has often been said that capital ratios need to be higher in emerging
economies because the macroeconomic environment is more unstable. Villar's paper therefore
compares both capital ratios and macroeconomic volatility between the late 1990s and the first half of
the 2000s. In the United States, there has been little change in either - risk-based capital ratios have
risen only slightly and there is little discernible movement in volatility. The situation in Latin America
and the crisis-hit countries of Asia, however, has been transformed. Macroeconomic volatility has
fallen dramatically and risk-based capital ratios have risen. On this important reading alone, then,
there is strong evidence that the systemic weaknesses of emerging market banking systems that were
clear in the mid-1990s have been considerably reduced.

This reassuring picture is confirmed by the survey of supervisory practices more generally. Villar's
paper documents steps taken to dilute risk concentrations and limit connected lending; to establish
realistic provisioning rules; and to improve the inspection process. A common theme in the meeting
discussion was the evolution in supervisory strategy from “ratio watching” (checking bank positions
against predetermined prudential ratios) to a risk-based process (examining the bank’s risk
management process). But this evolution took time. Old mindsets had to be discarded - in supervisory
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agencies as much as in the audit departments of banks. One participant noted that their new
Examiners’ Manual had been sent to bank audit departments in order to help improve risk
management processes. Financial firms had to improve the quality and often increase the quantity of
staff in risk control functions.

Outside assessments of the supervisory process doubtless helped. Several participants said that the
FSAPs led by the IMF had been very helpful in this regard, but a number of supervisors also
complained about their difficulties in attracting the high-calibre staff needed to conduct the supervisory
process. In a competitive environment, many of them find it hard to keep and groom staff.

Recent crises have strongly reinforced the message that the authorities need to be able to take action
quickly to deal with incipient problems before a full-blown systemic crisis develops. Confidence
depends on all involved recognising that the authorities not only have such power but also have the
right to use it speedily. Delay could be fatal. In many of the countries attending the meeting, much
thought has been given to establishing arrangements that make early action more likely.
Independence and legal protection for supervisors are one element. Increased transparency is
another. One participant explained that the new Banking Act in his country allowed the minister of
finance to take action (without parliamentary approval) if the central bank, the treasury and the
supervisory authority all agreed that a systemic risk had arisen. This procedure avoided the difficulty of
having to define a systemic crisis in abstract before the event.

There was general agreement that an explicit deposit insurance arrangement - subject to a ceiling and
not applying to wholesale markets - could make credible the stance that the government did not
guarantee all bank deposits. There was a general preference for premia that were fixed ex ante rather
than levies imposed only after a crisis. Ex ante premia ensured that payments were made in good
times (and so were not procyclical); created a fund that could be used to ensure prompt payouts; and
meant that failed banks would have paid contributions. One speaker said that making banks contribute
to a special fund to deal with failed banks was much better than relying on general fiscal sources
because this would induce banks to monitor carefully the strictness and effectiveness of the
supervisory authority. There was also some preference for charging risk-weighted premia; one
scheme did not cover any deposits carrying an interest rate beyond a certain ceiling.

5. Implications for monetary policy

The relationship between the financial system and the workings of monetary policy is complex, and
few simple or definite conclusions are possible. One view shared by many at the meeting was that
monetary policy had become more potent in recent years as banking systems have become more
deregulated and integrated globally. A wider range of transmission channels are now in play, including
asset market and exchange rate channels. Views on the operation of the interest rate transmission
channel varied. Archer’s paper in this volume provides some evidence that domestic bank loan
interest rates are more responsive to changes in money market rates in countries with profit-driven
banks operating in competitive markets. But Archer also provides evidence that weakness in the
banking system tends to reduce the pass-through of interest rate cuts. This appears to have happened
in Asia after the 1997-98 crisis. Lower loan rates and the resurgence of bank credit growth in the past
couple of years in countries which had had major banking crises in the second half of the 1990s are
therefore further evidence that banking systems in emerging markets are indeed much healthier.

It was also clear from the discussions that external factors not related to monetary policy were
important in shaping banks’ behaviour. One participant noted that the demand for bank deposits
depended on exchange rate expectations: this is presumably an important channel in countries where
households and firms switch readily between local currency and foreign currency deposits. It was also
noted that the global integration of capital markets had led to some convergence in long-term interest
rates.
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Banks and aggregate credit: what is new?

M S Mohanty, Gert Schnabel and Pablo Garcia-Luna’

Introduction

A major revival of bank lending in emerging market economies is under way. Following years of weak
or declining lending growth, bank credit to the private sector, in real terms, was rising at a rate
between 10 and 40% in a number of countries by 2005. Such a recovery, reflecting in many countries
a strong expansion of credit to households, has arrested the decline in the share of private sector
bank credit in GDP, especially in Asia and Latin America, where it had remained a special feature for
some years (Graph 1). Indeed, several factors have been favourable to bank lending in emerging
economies over the past few years: strong growth, excess liquidity in banking systems reflecting
easier global and domestic monetary conditions, and substantial bank restructuring.2 Such
developments raise several questions: what has been the role of banks in the overall financial system
in the economy? Have the factors driving bank lending growth changed recently and how sustainable
might they prove in the future?

Graph 1
Bank credit to the private sector’
As a percentage of GDP
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' Simple average of country data. ®> Hong Kong (SAR), India, Indonesia, Korea, Malaysia, Philippines, Singapore and
Thailand. ° Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. 4 Moving average of current and previous
year private credit levels to current year GDP.

Sources: IMF; BIS calculations.

The objective of this paper is to address some of these issues in the context of developments over the
past five years. The rest of the paper is organised as follows. Section 1 discusses recent trends of
bank lending with a focus on the role of commercial banks in financial intermediation. While Section 2

The paper draws on information provided by the central banks of emerging market economies in response to a survey
questionnaire and has benefited from their comments. We are thankful to David Archer, Dubravko Mihaljek, Ramon Moreno,
Richhild Moessner, Endang Saputra, Philip Turner, Agustin Villar, William White and Seong-Hun Yun for useful comments
and to Monica Mauron, Clare Batts, Choon Choon Blanchard and Lisa Ireland for excellent secretarial assistance. Errors
that remain are solely ours.

See Mihaljek in this volume.
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reviews the role of possible factors in explaining recent credit growth, Section 3 provides some
empirical evidence on their relative importance. The last section examines the sustainability of the
current developments.

1. Recent trends

The role of commercial banks

As Table 1 shows, commercial banks remain the most important source of credit supply in emerging
market economies (see Annex Table A1 for further country details). The dominant role of commercial
banks has changed very little over the past decade. However, this is truer for Asia than for central
Europe and Latin America. There, non-bank financial intermediaries (particularly development financial
institutions) not only account for a substantial part of the outstanding credit by all financial institutions
but also their relative importance has been rising over the past decade. In contrast, in the United
States, financial intermediaries other than commercial banks play a more important role.

Table 1
Real aggregate credit’
Share in aggregate credit
Average
growth gr]ate Other banks and
Commercial banks non-bank financial
institutions
1995- | 2000- 1994 1999 2004 1994 1999 2004

99 04
Latin America® 3.6 4.5 78 69 68 22 31 32
China 17.1 13.3 100 100 100 0 0 0
India 6.1 14.6 97 3
Hong Kong SAR, Singapore 1.4 3.4 97 3
Other Asia® -0.3 4.7 62 70 74 38 30 26
Central Europe® 9.6 8.1 96 83 4 17
Total® 7.8 9.6 86 88 88 11 12 12
Memo: United States 10.1 3.3 23 17 18 77 83 82

! Referring to domestic credit by commercial banks, other banks (excl central banks) and non-financial institutions
(questionnaire). In cases where data are not available from the questionnaire, they have been taken from the IMF, IFS;
deflated using annual percentage changes of the consumer price index; regional averages calculated using 2000 GDP PPP
weights. 2 Argentina, Brazil, Chile, Mexico, Peru and Venezuela. ® Indonesia, Korea, Malaysia, the Philippines and
Thailand (columns 3 to 8 except Indonesia). 4 Czech Republic, Hungary and Poland. ° Countries shown plus Israel,
Russia, Saudi Arabia, South Africa and Turkey (columns 3 to 8 except Indonesia, Israel and Russia).

Sources: IMF; national data.

Reasons for shifts in the market shares of banks and non-banks vary. For example, in India an
important reason for the rising share of banks in total credit has been the recent conversion of several
non-banking financial institutions into banks. In Korea, such a trend has been driven by a return of
public confidence in the banking system following substantial restructuring in the aftermath of the
1997-98 financial crisis. In Indonesia, bank intermediation has started to recover from the crisis, and
its role could potentially rise in the future. In Chile, the rise in banks’ market share is due to increased
mergers and acquisitions leading to greater financial innovation in the banking industry. In contrast, in
Thailand, non-bank financial institutions, particularly specialising in credit card lending, have recently
gained market share. This also is the trend in Mexico, where specialised mortgage institutions
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dominate low-income mortgage lending. In central Europe (the Czech Republic and Poland) leasing
and factoring business, in particular, is rising.

At the same time, the use of capital market finance has increased (Table 2). There is some evidence
to suggest that the role of bond financing in emerging markets has been rising over the past five years.
Issuance of government bonds - particularly in local currency - has been strong in many countries over
the past five years or so. The corporate sector in emerging markets is also issuing large amounts of
bonds - in both domestic and international markets - reflecting perhaps its attempts to diversify
financing sources (see Section 2). But the scale of bond and equity financing remains relatively small
compared with that in mature markets. The average stock market capitalisation in emerging markets
was about 60% of GDP in 2005 compared with over 100% and 90%, respectively, in the United States
and Japan. Nevertheless, there are notable exceptions such as Singapore, Hong Kong, Chile,
Malaysia, Saudi Arabia and South Africa where the importance of capital market financing is much
greater than in other emerging markets (Annex Table A2).

Table 2
Sources of finance in emerging markets’
Domestic debt Memo:
. . . Stock market .
Domestic credit securities Co e International
7 capitalisation : .3
outstanding financing
As a percentage of GDP

1999 2005 1999 2005 1999 2005 1999 2005
Latin America*® 42 45 31 46 36 49 27 22
China 130 169 22 33 33 39 3 3
India 51 65 23 41 42 68 4 5
Hong Kong SAR, Singapore* 130 122 33 41 286 344 27 55
Other Asia*® 89 80 45 58 68 65 20 17
Central Europe*”’ 40 42 26 46 22 34 14 27
Total*® 78 92 27 40 52 62 13 12
Memo:
United States 80 92 150 163 150 112 23 45
Euro area 122 154 74 59
Japan 161 150 134 200 104 94 7 9

' End of period; for 2005, latest available data extrapolated, if necessary. 2 Excepting Israel, Saudi Arabia and Venezuela.
® Non-bank cross-border liabilities to BIS reporting banks and international debt securities outstanding. * Weighted average
of the economies listed based on 2000 GDP and PPP exchange rates. 5 Argentina, Brazil, Chile, Colombia, Mexico, Peru
and Venezuela. ° Indonesia, Korea, Malaysia, the Philippines and Thailand. " The Czech Republic, Hungary and Poland.
& Countries shown plus Israel, Russia (except for stock market capitalisation), Saudi Arabia, South Africa and Turkey.

Sources: IMF; International Finance Corporation; Datastream; BIS statistics.

Table 3 focuses on the trends in real bank credit to the private sector, which is the most critical
component of domestic credit from the viewpoint of both growth and financial stability. Many countries
witnessed sharp increases in bank lending to the private sector during the first half of the 1990s
followed by a major slowdown or collapse in the second half.’> Nevertheless, a major revival has set in

Some of the major turning points in the emerging market credit cycle during the past one and half decades have been
associated with the Mexican crisis in 1994, the end of high and hyperinflation in Latin America in the 1990s, the 1997-98
Asian financial crises, the collapse of capital inflows during the early and late 1990s, and the global economic slowdown in
2001.

BIS Papers No 28 13



over the past two years. During 2005, for instance, bank credit to the private sector, in nominal terms,
rose rapidly in several countries in Latin America. Such credit expansion in the face of low or moderate
inflation has meant equally sharp increases in real bank credit (Annex Table A3). A similar trend has
also been visible in central Europe, Russia, Saudi Arabia and Turkey.

Table 3

Real bank credit to the private sector’

1990-94 | 1995-99 | 2000 | 2001 | 2002 | 2003 | 2004 | 2000-04 | 2005°
Latin America® 21.8 -0.2 12 | 49 |14 | =29 7.7 1.1 18.4
India 3.9 6.9 15.9 39 | 178 5.7 25.8 13.5 30.0
Hong Kong SAR,
Singapore 6.9 0.6 -1.5 5.2 -1.1 3.9 5.5 2.2 -3.2
Other Asia* 11.6 4.0 5.0 14 | 104 6.8 7.4 5.9 8.2
Central Europe® 8.8 57 | -18°| 16 9.9 5.0 3.8° 8.0
Total’ 11.3 6.9 8.7 42 | 102 10.1 13.2 8.9 15.8
Memo:
G3 1.1 4.7 6.4 3.1 1.0 3.8 4.2 3.7 8.1
China® 10.6 16.0 9.8 9.7 | 177 17.0 8.6 12.5 9.4

' Annual changes, in per cent; referring to commercial banks (questionnaire) or, if not available, IMF, deposit money banks.
Regional averages using 2000 GDP PPP weights. ? Latest available data extrapolated until end-2005, if necessary.
8 Argentina, Brazil, Chile, Mexico, Peru and Venezuela. * Indonesia, Korea, Malaysia, the Philippines and Thailand; first
column: except Malaysia. ° The Czech Republic, Hungary and Poland. ° Affected by bank restructuring in the Czech
Republic (the Czech Consolidation Bank was removed from the banking system). ” Countries plus Israel, Russia, Saudi
Arabia, South Africa and Turkey; first column: except the Czech Republic, Malaysia, Poland, Russia, Saudi Arabia and
Taiwan, China. ° Credit to the non-government sector.

Sources: IMF; national data.

In Asia the picture has been somewhat mixed. In China, data on private sector credit are not available.
However, bank credit to the domestic non-financial sector, excluding the central government
decelerated during 2004 and 2005, particularly in the wake of 2003 monetary tightening measures.
India and Korea saw sharp acceleration of credit growth in 2005. In contrast, domestic credit growth
remained depressed or fell further in the past two years in Hong Kong, the Philippines, Singapore and
Thailand.

Composition of bank credit

The recent surge in bank lending has been associated with important changes on the assets side of
banks’ balance sheets. First, credit to the business sector - historically the most important component
of banks’ assets - has been weak or contracted, with its share in domestic assets falling over the past
five years in the countries covered by Table 4. In contrast, the share of the household sector has
increased sharply in several countries during this period. While banks have been expanding their retail
business through increased mortgage and credit card lending, households have been more willing to
finance their consumption and residential investment through bank credit.

Central Europe has witnessed sharp household credit expansion in the past five years. Russia, South
Africa and Saudi Arabia have recently witnessed a similar trend, although it is important to bear in
mind that household credit in these countries is rising from a low base. This also remains true for
China, India and Indonesia. The share of household credit has been rising rapidly in Korea, Malaysia
and Thailand during the past five years, particularly following the 1997-98 Asian financial crises. In
Latin America, residential mortgage lending remains strong in Chile and Colombia while Mexico has
seen a sharp increase in the share of consumer credit in total domestic credit.

14 BIS Papers No 28



Table 4

Composition of bank credit’

Housing credit Consumer credit Business credit

1994 1999 2004 1994 1999 2004 1994 1999 2004

Latin America

Argentina 18 7 15 7 38 17
Chile 13 17 21 8 9 12 79 74 67
Colombia 7 11 15 14 56 39
Mexico 17 16 9 7 4 13 62 36 28
Venezuela 4 1 18 7 44 55 47
Asia

India 10 12 7 7
Hong Kong SAR 7 15 15 2 3 3 86 76 73
Singapore 14 20 26 13 12 15 60 51 39
Indonesia 5 6 7 18 60 37
Korea 9 33 18 17 69 47
Malaysia 10 18 28 8 16 64 45
Thailand 9 7 10 4 3 6 64 71 68

Central Europe

Czech Republic? 10 16 4 5 41 37
Hungary 3 17 6 8 62 46
Poland 2 10 21 23 44 35
Israel 0 0 8 15 10 9

Turkey 0 0 2 2 3 6 76 58 39

' Of commercial banks. As a percentage of total domestic credit of commercial banks. % The data in the middle columns
refer to 2002.

Source: National data (questionnaire).

A second development has been the sharp rise in banks’ investment in government securities. As a
result, commercial banks have come to hold a very large part of their domestic assets in the form of
government securities - a process that seems to have begun in the mid-1990s (Graph 2).4

There is both a demand and supply side explanation to this phenomenon. One demand side factor is
that weak corporate demand for credit has led banks to seek alternative investment opportunities,
particularly as they were awash with liquidity in an easy monetary environment (see Section 3).
Another common factor has been the increased risk aversion and the associated tendency among
banks to hold liquid assets. In Korea and Thailand, for instance, banks raised their holding of
government securities particularly in the aftermath of the 1997-98 financial crises. In India, investment
by banks in government securities increased rapidly even as the mandatory investment requirement
on banks was substantially reduced in the 1990s. In Latin America, increased demand for dollar-
indexed government securities as a hedge against exchange rate risk may have played a role. In
Chile, for instance, among the important factors driving demand for such securities are the recent
“nominalisation” of interest rates - whereby the central bank shifted from an indexed interest rate
operating system to a nominal one - and higher exchange rate volatility. A similar trend has also been

* A similar trend has been witnessed in countries where central bank securities rather than government bonds constitute the

main source of supply of treasury securities. An important difference, however, is that such investments have been reflected
in a rise in commercial banks’ claims on the central bank and not a rise in the overall credit supply in the economy.
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seen in Venezuela, where the government issued dollar-denominated bonds for local currency,
providing banks with an opportunity to hedge their currency risk exposures.

Graph 2
Government securities held by commercial banks

As a percentage of total domestic credit’
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refers to end-2004. ° The first column refers to end-1999.

Source: National data (questionnaire).

From the supply side, securities issuance was increased through various channels: large government
borrowing in countries where fiscal deficits remain high (for instance Colombia, Hungary, India,
Malaysia, the Philippines, Poland and Turkey); an increased trend towards local currency financing of
fiscal deficits as a strategy to reduce governments’ exposure to foreign currency risks (particularly in
Latin America®); and issuance of more government debt either to develop the domestic bond market
(for instance Singapore) or facilitate central banks’ sterilised intervention (for instance India). Yet
another factor (for instance Indonesia and Turkey) has been the recent effort to recapitalise banks or
restructure their bad debts by issuing government securities. This has transferred a large part of
banks’ non-performing claims on the private sector to the government sector.

It is unclear whether the rapid accumulation of government securities by banks has “crowded out”
some private firms needing finance from the credit market. As noted above, the corporate demand for
credit remains weak, banks appear to be willingly investing in government securities (as opposed to
mandatory lending to governments), and large fiscal deficits have not so far pushed up interest rates
significantly (see Section 3). Moreover, some securities holdings by banks may represent precautionary
liquidity balances, and thus could be temporary in character. On the other hand, there could eventually
be an adverse impact if there has been a structural shift towards banks’ holding more risk-free assets.
Moreover, the impact could potentially rise as interest rates go up and fiscal deficits stay high. To the
extent that a large stock of government or central bank securities pushes up the risk premium on
sovereign debt, it could also lead to a sharp increase in the interest rate charged to private sector
borrowers.

® See Jeanneau and Verdia (2005) and Tovar (2005) for recent developments in local currency bond markets in Latin

America.
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2. The underlying factors

This section first briefly reviews the reasons usually associated with bank lending fluctuations in
emerging economies before addressing what is special about the current cycle. The next section
examines the quantitative significance of some of the demand and supply factors in the current cycle.

What causes bank lending fluctuations?

There are competing views about what causes bank credit fluctuations in emerging economies: one
focuses on demand side elements and the other on the supply of credit. In practice, it is hard to prove
the dominance of either side, and both might well be in play at many times.

According to one view, changes in bank credit reflect firms’ and households’ demand for bank loans.
Under this hypothesis, credit supply is relatively elastic, and adjusts to prevailing demand conditions.
For example, Ghosh and Ghosh (1999) show that the collapse of bank lending in East Asia following
the 1997-98 financial crises was led by a decline in the demand for bank loans rather than banks’
withdrawal from the credit market. Cottarelli et al (2003) argue that conceptually the recent lending
boom in central and eastern Europe reflects an upward shift in the IS curve in the region following
macroeconomic deregulation.®

Such a view is also reflected in the real business cycle literature, which shows that the demand for
bank credit is highly procyclical.7 Thus credit growth will rise during an upswing and fall during the
downswing, reflecting real factors that drive investment and consumption in the economy. One
propagation mechanism could be a positive shock to the terms of trade that boosts private wealth
expectations and the demand for credit in the economy. Montiel (2000) examines several episodes of
consumption boom in industrial and developing economies between 1960 and 1995. He concludes
that in the majority of countries it was the consumption boom originating in terms-of-trade
improvements that led to subsequent sharp increases in bank credit. Another mechanism could be a
perceived positive technological shock that raises investment and credit demand in the economy to a
high level. Such a mechanism was believed to have played a major role in the buildup of an
investment bubble in Southeast Asia prior to the 1997-98 financial crises.?

An alternative view is that fluctuations in bank credit reflect supply side developments such as
changes in banks’ capacity and willingness to lend.® To the extent that some firms face a high external
premium in accessing the capital market, or such markets are not well developed, they are heavily
dependent on bank lending. Others have argued that bank credit is, indeed, special because it could
trigger innovation, particularly in industries that did not have access to external financing; see Rajan
and Zingales (1998). Thus any shock that relaxes banks’ lending capacity - a rise in capital inflows or
an easier monetary policy - could lead to increased credit supply in the economy. Moreover, such
shocks 1%ould affect asset prices and balance sheets, exerting an indirect influence on banks’ capacity
to lend.

Many have argued that financial liberalisation in the face of poorly regulated and supervised banks
and inappropriate incentive structures have led to increased boom and bust credit cycles in emerging
economies; see Hernandez and Landerretche (2002) and Barth et al (2002).11 For example, a sharp
rise in capital inflows can lead to excessive growth in bank lending and overheating of asset prices.

Their empirical results show that the recent acceleration in the private sector credit to GDP ratio primarily reflects the overall
financial deepening process as well as “crowding-in” of private spending by the recent reduction of government deficits, the
privatisation of state-owned enterprises and, more generally, the progress of these countries towards market institutions.

See Mendoza (1995) and Gourinchas et al (2001).

Moreover, to the extent that the net worth of firms varies with the business cycle, affecting their external financing premium,
their demand for credit could vary procyclically with output.

The so-called “credit view” is a typical example of this; see Bernanke and Gertler (1995).

See Agénor et al (2000) and other papers reviewed therein for evidence on the supply side view of bank credit in East Asia.
Braun and Hausmann (2001), Barajas and Steiner (2002) and Singh et al (2005) provide similar evidence for Latin America.

See also Allen et al (2002), Calvo (1998), Cespedes et al (2000), Tornell and Westermann (2002) and IMF (2004a) for
discussions of mechanisms of boom and bust credit cycles in emerging economies.
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This is followed by a “credit crunch” as asset prices collapse and banks’ non-performing assets rise.
Banks become more risk-averse and repair their balance sheets by cutting back loan supply and
maintaining high liquid assets to liabilities ratios. Several recent studies show that access to bank
credit improves when the banking system is less concentrated, more open to foreign participation and
well regulated; see Beck et al (2003). By contrast, banklng crises have often resulted in a prolonged
period of credit crunch and a substantial loss of output

Banks’ willingness to lend could also be affected by the regulatory regime in place, and by whether
they hold enough capital to support all new profitable loan proposals; see Bernanke and Lown (1991).
More recently, an institutional view has emerged which stresses the role of creditors’ rights and
improved |nformat|on sharing among lenders in removing supply-led credit constraints in emerging
economies.’® The basic argument is that countries with better private property rights and credit risk
screening mechanisms (particularly well functioning credit bureaus or credit register systems) are able
to achieve a higher credit to GDP ratio than those that lack such institutions.

What has changed?

Changes in bank credit to the private sector and output gaps have been closely related in emerging
economies (Graph 3). In Latin America, for instance, a sharp decline in bank lending towards the end
of the 1990s was associated with a narrowing (or negative) output gap, while the subsequent recovery
in credit growth has been closely accompanied by strong output growth. This appears to be a general
phenomenon in many commodity-exporting countries (for instance Russia, Saudi Arabia and South
Africa) in the current cycle as large terms-of-trade improvements have been associated with higher
demand for bank credit. A similar trend has also been observed in Africa. In Asia, too, the covariance
of credit growth and the output gap appears strong, although this relationship seems to have
weakened over the past few years.

Graph 3
Credit growth and output cycle'
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Malaysia, Philippines, Singapore and Thailand. ® Argentina, Brazil, Chile, Colombia, Mexico, Peru and Venezuela. * Private
credit deflated by consumer prices; annual change, in per cent. ® Deviation of actual GDP from trend GDP, in per cent. Trend
based on an HP filter applied to annual data (standard specification).

Source: National data.

Increased corporate financial diversification?

Important changes also seem to be taking place affecting the demand for credit by both firms and
households. As noted, in many countries, the corporate sector appears to have reduced its demand

2 For a recent review, see Demirglig-Kunt and Detragiache (2005) and also Dell'Ariccia et al (2005).

' See Jappelli and Pagano (2002) and Djankov et al (2005).

18 BIS Papers No 28



for bank credit over the past few years. In Asia, for instance, outstanding corporate loans from the
banking system (excluding China and India) fell by 20 percentage points of GDP between 1997 and
2003; see IMF (2005). In Latin America the decline has been of the order of 10 percentage points of
GDP during the same period. In the recent cycle, corporate debt accumulation through bank borrowing
remains strong only in central and eastern Europe.

One explanation for weak demand for corporate credit is that overly indebted firms sought to reduce
their excess leverage as part of the restructuring process to improve their balance sheets. This was
particularly evident in Asia in the aftermath of the 1997-98 financial crises. Such a trend was later seen
across many emerging economies, as firms in non-crisis countries also became more cautious
borrowers. " Nevertheless, some recent estimates suggest that leverage ratios in the corporate sector
are falling, which should have improved firms’ appetite for new bank loans. For example, in Asia
(excluding China and India) the debt-to-asset ratio in the corporate sector stood at 35% in 2003
compared to over 50% in 1997; see IMF (2005).15 In Korea, the debt-to-asset ratio more than halved
to 24% between 1997 and 2004. The ratio also remains well contained in Latin America and central
Europe (between 20 and 35%).

Another explanation is that firms have been diversifying their financing sources by issuing bonds and
equities. There is some evidence in support of this hypothesis. In Asia, for instance, the amount of
outstanding corporate bonds (excluding China and India) increased from less than 20% of GDP in
1995 to 30% by 2003; see IMF (2005). Corporate bond financing remains particularly strong in Hong
Kong, Korea and Malaysia, where bond markets are relatively well developed.’® In India, a similar
diversification seems to be taking place through increased borrowing from abroad and equity
financing. Moreover, with corporate profits rising, firms have been financing a large part of their
investment through retained earnings. In Latin America, easier external financing conditions have
instead encouraged firms to access the international syndicated loan and bond market. In some cases
(eg Mexico), firms have been increasingly accessing domestic bond markets.

This trend towards increased capital market financing may well lead to financial disintermediation of
the type witnessed by many mature markets over the past two decades. From a longer-term
perspective, it could, however, be argued that corporate demand for bank credit may be temporarily
low in Asia, and could eventually rise as investment rates recover from their post-crises lows. Strong
growth, increased investors’ confidence and the large public infrastructure projects recently
announced by several countries (for instance Indonesia, Malaysia and Thailand) could potentially
facilitate such a recovery.

Another outstanding question is how much of the recent reduction in business credit growth may
actually reflect constraints on supply rather than demand. For example, several recent studies in the
context of Latin America show that firms - especially in the small and medium-scale sector - continue
to face severe collateral constraints in accessing bank finance; see Galindo and Shiantarelli (2003).

However, as discussed in the overview paper by Turner in this volume, one important finding emerging
from the discussion was that the reduction of corporate credit demand does not necessarily imply an
adverse development for either the overall economy or the banking system. With the corporate
sector’s access to capital market rising, it will increasingly switch between various sources of financing
depending on the relative cost of funds. In any case, only large firms are able to reap this
diversification opportunity. In some countries (eg Korea), commercial banks have been able to fill this
gap by increasing lending to small profitable firms; see Lim (2003). Banks might ultimately gain as they
change their business strategies in response to increased corporate diversification. For instance, in
Singapore, intense competition and tightening profit margins have shifted the focus of banks towards

" See IMF (2004b).

However, using firm-level data Rath et al (2003) show that the leverage ratio in emerging market corporate sectors
remained significantly high at the end of 2001, adversely affecting their profitability and capacity to absorb new debt. Glen
and Singh (2003) reach a similar conclusion by comparing leverage ratios of emerging market firms with those of industrial
countries.

According to the estimates by Gyntelberg et al (2005), outstanding corporate bonds relative to GDP stood at 49%, 39%, and
36%, respectively, in Korea, Malaysia and Hong Kong at the end of 2004 compared to 10 to 20% in China, Singapore and
Thailand.
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fee-based income to improve profitability. A similar trend is also seen in the Philippines, where banks
have increased lending to microfinance institutions.

Strong household credit demand

Household sector credit demand has been unusually strong in most countries. Several demand and
supply forces are probably at work. First, strong growth has not only boosted household current
income but may also have countered pessimistic expectations of higher future income that prevailed in
the late 1990s. As predicted by the life-cycle model, such a shift would be accompanied by a rise in
the share of household expenditure in current income and increased demand for bank credit.
Moreover, in many countries (especially in Asia) recent financial liberalisation involved the removal or
substantial dilution of restrictions on bank lending to housing and consumer sectors. With household
borrowing constraints thus relaxed, latent demand materialised. "

In China, for example, home mortgage and consumer durable loans (particularly automobile hire
purchase) rose at a rapid rate following the relaxation of controls on household lending in 1999; see
Liping and Gang (2002). India has seen similar household credit expansion during the past few years.
As noted by Pruski and Zochowski in this volume, in Poland household credit demand has been
boosted by increased income expectation following its entry into the European Union, the population
boom of the 1970s and the 1980s, increased net migration to the cities and expected increases in
house prices. In the Czech Republic, some of the major factors have been an initially low level of
household debt and a change in the lifestyle of people towards “living off bank credit”. In Turkey, the
recent reduction of inflation, increased consumer confidence and prospects of EU convergence have
played a similar role.”® Similarly in Saudi Arabia, a rapidly growing young population, as well as the
fact that banks can recover their debts by channelling wage payments through the interbank market,
has been driving consumer credit. '

A second factor has been the role of policy. In many countries, the authorities have taken steps to
encourage residential investment and borrowing-led household consumption as part of the strategy to
revive domestic demand. Such incentives have taken several forms: preferential tax treatment of
mortgage interest payments and capital gains from property transactions; temporarily increasing loan-
to-value ratios; the establishment of various housing subsidy schemes to promote low-cost dwelling
units; and, in some cases, the promotion of a population-wide credit card culture (for example, through
a temporary relaxation of income criteria). Reinforcing these changes have been far-reaching financial
innovations such as flexible mortgage contracts to meet the cash flow requirements of people within
different income brackets, variable rate mortgages and other sophisticated mortgage and credit card
products, which have attracted increasing numbers of households to the retail loan market.

A third factor has been the recent sharp reduction in the interest rate charged to households. This is
driven by several reinforcing developments. With inflation declining and becoming more stable in
recent years, inflation expectations as well as the inflation risk premium have fallen, bringing down
both nominal and real interest rates. This has attracted potential home owners to the mortgage market
not only by reducing initial debt servicing payments relative to income,?® but also by increasing the
affordability of housing for low-income segments of the population more generally. To the extent that a
reduction in long-run real rates increases equilibrium asset prices and household wealth, it may have
played an added role in boosting household demand for bank credit.

" Industrial countries had witnessed a similar surge in demand for consumer and residential credit following financial

liberalisation in the 1980s and 1990s leading to substantial relaxation of credit constraints facing households; see Bacchetta
and Gerlach (1997).

See Basgi in this volume.
See the paper by the Saudi Arabian Monetary Authority in this volume.

This is technically called “front-end loading”. The idea is that high inflation, by keeping the nominal interest rate at a high
level, increases interest payments as a share of income in the first few years but reduces them later as nominal income
rises and the real value of the principal falls with inflation. By contrast, low inflation reduces the upfront debt servicing costs
relative to income but raises them later as nominal income rises less rapidly and the real value of debt falls more slowly; see
Stevens (1997) and Debelle (2004).
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At the same time, monetary policy has been eased significantly in a number of countries, bringing
down short-term real interest rates. As Graph 4 shows, short-term real rates have been very low or
zero in several economies in Asia and central Europe over the past four years. In Latin America, real
rates also remain low by historical standards. As a result, real mortgage rates have reached historical
lows over the past few years in many countries (1 to 5%, for instance, in Chile, Hong Kong, Singapore
and Taiwan (China) in 2004).
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' Three-month annual interest rates deflated by annual consumer price inflation. Definitions may differ across countries.
% Trough values close to —20% in 1998 Q3. ° Peak values close to 35% in 1998 Q4 and 1999 Q1.

Sources: Bloomberg; Datastream; national data.

Has banks’ capacity to lend improved?

An important question is to what extent the recent increase in private sector credit reflects
improvements in banks’ capacity to lend. To get a measure of banks’ lending capacity, Table 5
presents a simple balance sheet identity of the banking system. Although the asset and liability
positions of banks are not mutually independent (as a change in one may well affect the other via the
credit multiplier or other equilibrium processes), the table can be conveniently used to decompose the
sources of credit growth. The idea is that banks can finance their credit expansion in five major ways:
(i) expanding deposits (D in Table 5); (ii) borrowing from abroad (ie changes in foreign liabilities over
foreign assets (F)); (iii) drawing down reserves with the monetary authority (ie changes in net assets
held with the monetary authority (CB)); (iv) reducing their net lending to governments (G); and
(v) increasing their borrowing from other sources (including non-banking sources (O)).

Table 5

Simplified aggregate balance sheet of deposit money banks

Assets Liabilities

Domestic credit to the private sector (DPR) Deposits (D)

Net foreign assets (F) Other financing (eg bonds, credit from other financial
institutions, capital accounts, other net items) (O)

Net credit to the public sector (including government
securities) (G)

Net assets held with the central bank (CB)

Table 6 presents sources of cumulative changes in private sector credit between 1995-99 and
2000-04. The table shows that factors affecting banks’ deposit base - including growth in income,
household saving preferences, interest rates, public confidence in the banking system and capital
inflows - have a large impact on their lending capacity. In Latin America, the contribution of deposits to
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private sector credit growth has fallen sharply over the past five years. Some have associated this
development with the region’s low saving rate, volatile capital inflows and weak public confidence in
the banking system leading to capital flight.21 The contribution has also fallen sharply in Southeast
Asia (other Asia in the table), Hong Kong and Singapore and central Europe in the recent period.
Government borrowing from the banking system has negatively contributed to the growth of credit to
the private sector in a number of countries (particularly Latin America and India). Moreover, with the
exception of Southeast Asia, banks have not increased their foreign borrowing - indeed, banks’
external investments have grown faster than their borrowings from abroad. The recent recovery of
capital inflows to emerging markets, however, may have had an indirect effect on their deposits,
relaxing the financing constraint.

Table 6
Contributions to real private credit growth1
DPR? F |cB*| ¢ | D° | O DPR? FF|cB*| ¢ | D° | O
Growth® Contribution® Growth® Contribution®
1995-99 2000-04

Latin America'® 5 9| —9|-33| 3| 21 -2 8 |-12|-12| 14| 15
China 110 -4 | =23 | 12 | 137 | 12 80 -6 | —18 | —11 | 133 | =17
India 40 0 5| -26| 72| -12 89 0| -7 |-59 | 118 | 36
Hong Kong SAR,
Singapore 30 22 -2 | -1 60 5 10 -26 1 -7 39 3
Other Asia"’ 34 -5 | -10 | 16 | 62 3 36 1| =11 2| 29| 14
Central Eastern
Europe™? 41 14 | -23| -0| 5| -5 17 -4 4 | 13| 32| =2
Total™ 49 -1 |10 | =24 | 79 5 61 2|14 | -15]| 82| 11
Memo: G3' 24 -2 0 1| 21 3 18 0 0| 2| 23| -4

' Referring to deposit money banks (IMF); regional averages calculated using 2000 GDP PPP weights. 2 Domestic credit
to the private sector. * Net foreign assets; +: decrease. Net assets held with central bank; +: decrease. ° Net credit to
government; +: decrease. ® Deposits held with the bank. +: increase. ’ Other domestic financing (bonds, credit from other
financial institutions, capital etc); +: increase. ® Cumulative, in per cent. ° Cumulative, in percentage points. ' Argentina,
Brazil, Chile, Mexico, Peru and Venezuela. "' Korea, Indonesia, Malaysia, Philippines and Thailand. 2 Czech Republic
(only as of 1999), Hungary and Poland. "™ The above countries shown plus Israel, Russia, Saudi Arabia, South Africa and
Turkey. ™ United States and Japan.

Sources: IMF; national data.

Another factor emerging from Table 6 is that, in net terms, central banks have absorbed liquidity from
the banking system by sterilising a part of the deposit growth. Such draining remains significant in
Latin America, Southeast Asia, China and India.? At the same time, banks’ deposits with the central
bank capture only a part of their total holding of liquid assets, given their large investments in
government securities. Graph 5 provides one estimate of the excess liquidity in the banking system for
selected countries between 1995-99 and 2000-04. It shows the difference between what banks held
as liquid assets in each of the periods and what they held on average over the entire period. Liquid
assets are calculated as the sum of banks’ net deposits with the central bank and their holdings of
government securities. As seen from the graph, in sharp contrast to the second half of 1990s, excess
liquidity in the banking system was large in most countries during 2000-04, indicating that the balance
sheets of banks were highly liquid.

#' See Singh et al (2005).

2 |t needs, however, to be noted that net changes in the central bank’s borrowing position vis-a-vis banks is unadjusted for

any changes in the reserve requirement during the period. Hence, it may not provide an accurate picture of monetary policy.
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' Defined as deviation of deposit money banks’ reserves and other claims on monetary authorities (IFS, 1.20, 20..) less credit

from monetary authorities (IFS, 1.26g) plus government securities held by commercial banks (questionnaire) from long-term
average; in per cent. 2 Of deposit money banks (IFS, 1.32). ® Simple average of end-year observations. * Refers to
1997-99.

Sources: IMF; national data (questionnaire).

Banks’ willingness to lend

What about banks’ willingness to lend? As this is not a measurable concept (survey data are few and
far between), many have used proxies to represent it. Annex Table A4 presents three relevant
variables - the risk-weighted capital ratio of the banking system, non-performing loans and operating
costs as a percentage of total assets - across a number of emerging economies. The median capital
ratio of the banking system in emerging economies exceeded 14% in 2004 compared to 13% in 1999.
This suggests that the low rate of credit growth noted previously was not primarily due to banks’ low
capital base. On the other hand, capital ratios are partly endogenous to the extent that they are raised
by reducing lending. A more relevant variable in this case is the non-performing loan ratio of the
banking system - a high ratio leads to risk-averse lending behaviour as weak banks cut new loan
supply to improve their balance sheet and vice versa. As Annex Table A4 shows, non-performing
loans have fallen in several countries over the past five years, but remain high in a number of others:
ranging between 6 and 9% of total assets in China, Malaysia, the Philippines, Poland and Thailand.

Another variable with implications for bank credit is banks’ operating costs. High operating costs could
indicate significant inefficiencies in the banking system and a rigid lending rate structure. This could
reduce the accessibility of potential borrowers to the banking system. The median operating cost in the
emerging economies’ banking system was 3.5% of assets in 2003-04, higher than say 1% in Japan
and Germany and 3% in the United States. Despite some reduction over the past five years, operating
costs remain higher in Latin America than in Asia. In Brazil, estimates reported by Goldfajn et al (2004)
show that about 45% of the banking spread (the difference between lending rate and funding cost) is
accounted for by banks’ perceived risks and 40% by administrative costs and taxes. Belaisch (2003)
attributes such costs to the high degree of concentration of the Brazilian banking system. Mohan
(2002) highlights a similar challenge in the Indian context by pointing out that real lending rates of
banks have been sticky downwards despite a significant reduction in nominal rates.

Can foreign ownership of banks improve credit availability conditions in emerging economies? The
share of foreign-owned banks in total banking assets has %rown rapidly in many countries, particularly
central Europe and Latin America, over the past decade. 3 Foreign banks are expected to enhance
credit supply in host countries, not only by intensifying competition and thereby reducing

% The share of foreign banks in total banking sector assets in central Europe and Latin America had, for instance, risen rapidly

from 5-20% in 1990 to 80-90% and 30-80%, respectively, by 2004. In Asia, excepting Hong Kong and Singapore, the ratio
has been generally low, but rising sharply in Malaysia and Thailand over the past decade; see Domanski (2005) for a recent
review.
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intermediation costs, but also by transferring better technology and risk management skills. Moreover,
foreign banks have developed niche banking, such as consumer and mortgage lending, where they
tend to have comparative advantages. Their better access to external credit lines (particularly from
parent companies), greater ability to disperse risk through globally diversified portfolios, and less
reliance on host country financial support could help improve the resilience of credit flows during a
crisis. On the opposite side, some have argued that foreign bank subsidiaries may “cherry-pick”
business lines, increase losses for domestic banks, transfer global financial shocks to the host
country, and exacerbate a crisis by leaving the country in the moments of greatest need. Empirical
evidence has been generally supportive of foreign banks’ positive role in relaxing credit constraints in
en?erging1 economies, particularly in countries with a weak banking system; see Mihaljek in this
volume.

3. Some empirical evidence

This section examines the empirical significance of some of the factors discussed above. The
following questions were asked: does bank credit growth vary procyclically in emerging economies? Is
the demand for credit sensitive to changes in growth rates possibly reflecting the wealth effect? How
strong is the impact of monetary policy on bank credit? Does asset quality matter for bank lending?

To answer these questions a reduced form cross-country panel regression was conducted.® Changes
in real credit to the private sector were regressed on six major demand and supply variables: (i) an
estimate of the output gap; (ii) per capita income in the previous period; (iii) non-performing loan ratios
of banks; (iv) the real short-term interest rate; (v) an estimate of the banking system’s loanable funds;
and (vi) the operating costs of banks. The model is augmented in subsequent estimation by including
the terms of trade and real bank credit to the government sector. Appendix 1 at the end of the paper
provides details about the estimation method and results.

The maijor findings are as follows:

. Overall, the results show that both demand and supply factors have an important influence
on private sector credit growth in emerging economies.

° Bank credit to the private sector appears to vary procyclically with output. A coefficient above
unity on the output gap indicates that bank credit grows more than proportionally with output
recovery, which is not surprising given the high degree of dependence of emerging
economies’ firms and households on bank credit. At the same time, the coefficient on lagged
per capita income growth is significantly positive in most specifications, indicating that strong
growth leads to higher expected future income and demand for bank credit.

o Bank credit is highly sensitive to the NPL ratio. Moreover, bank credit is stimulated by a
reduction in operating costs, implying that countries with lower operating costs in the banking
system are able to achieve higher bank credit growth.

° Changes in the deposit base of the banking system have a major impact on its capacity to
lend. Nevertheless, bank credit growth falls (rises) by less than one third of a given decline
(rise) in loanable funds, highlighting the importance of other offsetting factors. This indicates
that, in the event of an adverse shock to their deposit base, banks may liquidate a part of
their other assets to maintain a reasonable line of credit to the private sector.

% For instance, Dages et al (2000) and IDB (2002) note the key role of foreign bank subsidiaries in maintaining stable credit

supply in Latin America during crisis times. Detragiache and Gupta (2004) report similar findings for Malaysia but show that
Asia-oriented foreign banks (primarily focusing their business in Asia) were relatively less stabilising than non-Asia-oriented
banks because they tended to demonstrate the same herding behaviour as domestic banks.

% One caveat generally associated with the reduced form specification is that the parameters are not easily interpretable,

notably because of simultaneous interaction of demand for and supply of bank credit with interest rates. Although this could
be corrected by choosing a suitable estimation method (for instance, the instrumental variable method), the short data
sample, in our case, constrains its use.
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. Higher interest rates tend to reduce bank credit. This goes to support the view that an easier
monetary policy adopted by several countries since 2001 has had a significant expansionary
impact on bank credit.

. Surprisingly, however, changes in the terms of trade do not seem to matter for bank credit
when considered with other major variables in the baseline model. It becomes significant
only when considered with bank credit to the government sector (model M4 in the appendix).
One interpretation of this result is that since changes in the terms of trade are already partly
captured by the demand side variables, they do not seem to have an independent effect of
their own. But as pointed out by Braun and Hausmann (2001) the significance of the terms of
trade is probably greater as a supply variable: an increase seems to relax banks’ financing
constraints by raising the probability of currency appreciation and boosting collateral for the
international provision of credit, particularly when the government is running a large budget
deficit.

. The results are somewhat sympathetic to the “crowding-out” theory. The coefficient on
government credit is significantly negative in some specifications. The low value of the
coefficient on changes in government credit might also suggest that this may not have been
a major constraint on bank lending to the private sector in the current cycle.

4. Sustainability of current trends

Can the recent rapid pace of lending growth led primarily by household borrowing be sustained?
There are reasons to believe that household borrowing can continue to grow at a fast rate in many
emerging economies. For example, growing household income and several recent structural changes
can be expected to sustain demand for residential and consumer credit at a high level. Such a trend
could also be helped by the fact that, by the standards of industrial economies, household debt
relative to income in several emerging economies remains fairly low (Graph 6).
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Household debt’

As a percentage of disposable income

200

— — 160

- — 120

| — 80
T Jl s o .
JP KR us TH3 CL HU PL cO ID MX

SG? AU
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Source: National data.

Moreover, households are net savers in many emerging economies, and own large financial assets.
This is seen from the relatively high household saving ratio in several countries reported in Table 7.
From this perspective, emerging economies’ households may have a higher debt absorption capacity
with respect to their income than, for instance, industrial economies where the low household saving
rate increases the burden of current borrowing on future income.

Data on household leverage ratios are scant in emerging economies. Nevertheless, there is some
evidence to suggest that the overall household debt to asset ratio in several emerging economies has
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been lower than that in industrial economies. For instance, in Taiwan (China), outstanding debts of
households were about one tenth of their assets at the end of 2002 compared to, for instance, one
fourth in New Zealand. Several Latin American and African economies also have a low household
leverage ratio. In Mexico and South Africa, for instance, the debt to asset ratio in the household sector
was between 14 and 16% at the end of 2003. However, the ratio appears to have risen in central
Europe over the past few years (about 22% and 30%, respectively, in Hungary and Poland by the end
of 2003).

Table 7
Household savings'

1991 1995 2000 2004
China® 19.5 20.0 16.4 16.6°
India* 8.3 7.7 9.5 10.1°
Korea 16.9 11.9 6.3 26
Thailand? 10.2 7.6 7.1 3.9°
Mexico® 3.7 9.8 8.4°
Czech Republic 4.9 2.0 3.2
Hungary 10.7 10.0 7.0 7.3
Poland 12.2 12.1 9.4 42
South Africa® 1.7 1.1 0.8 0.5

"Asa percentage of GDP. Definitions may differ across countries. 2 Gross saving. ® Refers to 2003. * Refers to fiscal
years; financial savings only. ® Refers to 2002. ° Net saving.

Sources: Kuijs (2005); AMECO; OECD; CEIC; national data.

From the supply side, the sustainability of household credit could be helped by the fact that residential
and consumer lending provides banks with important diversification opportunities and higher returns.
Many have argued that retail lending will increasingly become the main business line of banks in years
to come. This will be driven partly by increased corporate financial diversification and partly by growing
foreign bank penetration in emerging markets. Another positive factor has been the recent trend
towards securitisation of a part of household debt through the growth of mortgage-backed securities in
several countries (for instance Hong Kong, Korea, Malaysia and Mexico). This should further increase
the resilience of the mortgage market to adverse financial shocks.

Indeed, the strength of the forces supporting both the demand for and supply of household credit is
such as to raise concerns that the credit market might even overheat due to a rapid and unsustainable
increase in household credit. Such a concern is linked both to the aggregate credit to GDP ratio and to
specific imbalances that such a rise might entail.?® For comparison, Annex Graph A1 plots the actual
private sector credit to GDP ratio against its estimated trend for individual countries over the past two
decades. The evolution of the actual credit to GDP ratio, in many countries, does not seem to provide
a clear-cut warning about vulnerabilities. For example, in a number of countries (mostly Latin America
and Southeast Asia), the private sector credit to GDP ratio has been actually below the trend. In India,
Hungary, Poland, Russia, Saudi Arabia, South Africa and Turkey, the actual ratio has been either
around the trend or has recently exceeded it. In China and Korea, after rising above the trend for
some years, the actual ratio is again falling back to the trend.

On specific imbalances, however, risks could rise from several sources. One is that households could
become overextended.”” This was, for instance, demonstrated by the credit card debacle in Korea in

% See BIS (2005) and Borio and White (2004).
# See Moreno in this volume for an extensive discussion on risks facing banks from their increased exposure to households.

For a more general description of household financing risks, see CGFS (2005).
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2003. Household debt rose rapidly in a span of two to three years, leading to a sharp increase in the
delinquency rate and a subsequent collapse of household lending (Box 1). There are several channels
through which a large accumulation of debt by households could lead to widespread financial distress.
Low interest rates might prompt households to borrow too much, increasing their sensitivity to future
income and interest rate shocks. Another important channel could be a highly skewed income
distribution, which may mean that the debt burden falls unevenly across the population. If financial
liberalisation, by improving the access of the low-income population to bank credit, encourages them
to rely disproportionately on debt-financed consumption, this could become a significant problem.

Box 1
Credit cards in Korea - the boom and bust cycle

The Korean credit card industry expanded rapidly from 1999 to 2002 as a result of aggressive marketing by
lenders and official support via fiscal incentives to credit card holders. During this period the number of credit
cards grew from 39 million to over 100 million, an average of four cards per Korean adult. Credit cards were
used extensively, with total transactions reaching 114% of GDP in 2002. Initially the credit card business was
highly profitable. Returns on equity reached 55% in the first half of 2001, and net profits grew by 175% from
2000 to 2001. Despite the rapid growth, supervisors saw only limited risks because of low estimated future
default rates (based on past experience), high profitability and high capitalisation rates among lenders.

During 2002 and 2003 this picture changed dramatically. The average credit card delinquency ratio rose to
14% at the end of 2003 from around 6% a year earlier. Over the same period, the eight local credit card
companies saw a 170% increase in loss provisioning and a 55% fall in outstanding cash advance balances. As
a result, credit card companies’ capital adequacy ratios fell from 13.0% to —5.5%, despite significant additions
to capital.

Starting in September 2002, credit bureaus enabled financial firms to begin sharing information about
borrowers’ total debts, thereby improving lenders’ ability to manage credit risks. Before this, a key element in
risk management by individual credit card companies was that customers were required to settle their balance
in full every month. However, insufficient information sharing between credit card companies meant that card
holders could hold multiple cards and thereby effectively obtain revolving credit lines by shifting debt between
cards. It is believed that government regulation restricting the entry of new firms led to an oligopolistic credit
card market structure, increasing the market power of the existing credit card companies; see Yun (2004).

As the situation worsened, regulation was tightened, leading to cuts in credit lines and the selling of impaired
assets. The regulatory changes included limits on cash advances, an increase in capital adequacy
requirements, a ban on the issuance of new cards if delinquency rates were above 15% for a given month, the
introduction of minimum loss provisioning, a ban on aggressive marketing, and requirements to verify the
identify and incomes of all new customers. The impact of the increasing delinquencies and regulatory
tightening was that consumption, after growing by close to 7% in 2002, declined by 1.4% in 2003. The
authorities also set up several channels to deal with the debts of delinquent borrowers, including debt
restructuring by financial institutions of credit card holders without multiple debts and the setting-up of a “bad
bank” (Hanmaeum) to help those with debts to more than one institution. There has been a decline in
delinquency rates as well as in the number of credit cards over the past two years. By 2005 credit card
companies had again started to make large profits.

Moral hazard problems are a challenge. For example, the lack of established credit bureaus with
sufficiently long data on household credit history means banks do not have adequate information
about potential defaulters. Weak contractual rights of bank creditors make matters worse by reducing
banks’ ability to recover their debt and encouraging delinquent behaviour among borrowers. Many
countries are trying to establish credit bureaus and so enhance information-sharing among banks. In
Korea, for instance, increased information-sharing among the credit card companies following the
recent crisis has led to a reduction in the ratio of delinquent borrowers. In India, the recent legislation
empowering banks to seize assets of defaulters appears to have had a similar effect. In Mexico,
private credit bureaus have recently been set up to share information among firms that contribute to
the database, thus removing a major constraint associated with the public register system, which was
primarily used for research by financial institutions rather than for selection of debtors.?®

% See Sidaoui in this volume.
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In addition, banks have transferred a large part of their market risk to households. In countries with
predominantly variable rate mortgage debts, households may have become highly exposed to future
fluctuations in interest rates. In some countries, mortgage loans have been primarily short to medium-
term (less than three years), as banks have reduced the maturity gap between their assets and
liabilities. A similar risk transfer is taking place in central Europe, where a large part of household debt
is denominated in foreign currency (for instance, 25 to 30% in Hungary and Poland at the end of
2004). Low foreign interest rates and expected currency appreciation have increased household
demand for foreign currency loans by reducing future loan liability.At the same time, a large buildup of
foreign currency positions exposes households to future losses were the exchange rate to depreciate
sharply. As discussed by Turner in this volume, a major policy concern is whether households are fully
aware of the risks they are assuming and whether they can withstand large unexpected shocks that
can quickly pile up their debt burden.

An overheated property market could be another source of risk. For example, both demand and supply
for housing loans may be sustained by overoptimistic expectations about property prices, liberal
valuation of housing collateral and high loan-to-value ratios, exposing households and banks to a
downturn in property prlces °In Hong Kong, for example, a decline in property prices of over 50%
between 1997 and 2001 reduced the market value of property for a number of households below their
outstanding mortgage debt. This was followed by a collapse of household lending. Several countries
have recently seen large increases in property prices in real terms (Graph 7). In China, a sharp rise in
bank credit to the real estate sector during 2002 and 2003 was accompanied by strong increases in
property prices in several major cities (particularly Shanghai), triggering regulatory restrictions on bank
lending. In Thailand, both residential and commercial house prices surged in 2003 with a rise in the
share of real estate loans in total bank loans.

Graph 7
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Yet another potential vulnerability could stem from possible under-assessment of risks by banks while
lending to households. Excess liquidity, competition in retail loan markets and the strong income
growth seen recently in many countries could lead to procyclical lending behaviour, whereby banks
ease lending standards by either charging excessively low interest rates or reducing collateral
requirements to attract customers. In many countries, for instance, mortgage lending rates have been
lower than the best or prime lending rate charged to corporate borrowers. While this may reflect a
better collateral assessment of residential property, questions remain about whether such low rates
accurately compensate for all possible risks. The fact that easier credit standards have coincided with
strong household demand for bank loans has led to a reinforcing cycle of higher loan demand and
growing risk concentration in banks in Poland. In this regard, Pruski and Zochowski in this volume
discuss increased challenges to authorities in maintaining financial stability in the context of Poland.

% Collyns and Senhadiji (2002), for example, show the working of this mechanism in the build-up of pre-1997-98 Asian asset

market bubble. In the industrial country context, Tsatsaronis and Zhu (2204) show that the risk of mutually reinforcing cycle
of bank lending and property prices is higher when bank lending is highly dependent on collateral values.
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Appendix 1
Panel model for private sector credit

The panel is estimated using data for 21 countries from 1999 to 2004. The countries are Argentina, Brazil,
Chile, China, Colombia, the Czech Republic, Hungary, India, Indonesia, Israel, Korea, Malaysia, Mexico,
Peru, the Philippines, Poland, Russia, South Africa, Thailand, Turkey and Venezuela. The model is initially
estimated using linear least squares for the entire pool of countries. The starting model is MO, which
regresses changes in private bank credit on: (i) the output gap (GAP), (ii) changes in real per capita income
(PPPYHEAD) in the previous period (a proxy for expected future income); (iii) non-performing loans of
banks as a percentage of total assets (NPL), (iv) the real short-term interest rate (MR-PCH), (v) changes in
the banking system’s loanable funds defined as banks’ total liabilities minus their capital and reserves,
and (vi) operating costs as a percentage of total assets. Excepting the output gap, the non-performing loan
ratio, the real interest rate and operating costs, all variables are measured in the first difference logarithmic
terms.

Table A
Impact on bank credit’
With
constant and With CFE
no CFE?
Variable MO M1 M2 M3 M4
GAP 1.28 1.17 1.15 1.05 1.04
(5.37)* (6.99)** (6.84)* (5.91)* (5.92)*
DLOG(PPPYHEAD(-1))* 0.76 0.35 0.37 0.19 0.27
100 (5.13)* (2.72)** (2.93)** (1.51) (2.26)*
LOG(NPL(-1)) -3.67 -3.93 -3.78 -3.88 -3.79
(~6.36)** (—4.27)* (—4.12)* (—4.49)* (—4.31)*
DLOG(LF/CPI)*100 0.29 0.26 0.27 0.32 0.32
(4.39)* (4.00)** (4.38)** (5.80)** (7.41)*
(MR-@PCH(CPI)) -0.06 -0.25 -0.25 -0.16 -0.17
(-0.90) (-3.07)* (-3.21)** (-1.96) (-2.22)*
D(OC(-1)) -1.24 -2.12 -1.88 -3.27 -2.75
(-1.69) (-2.56)* (-2.30)* (~4.20)** (-3.58)**
DLOG(TTD(~1))*100 0.09 0.09
(1.62) (3.28)*
DLOG(CG/CPI)*100 -0.06 -0.05
(-2.27) (-2.03)
R? 0.68 0.85 0.85 0.87 0.89
DW 1.16 2.04 2.02 2.02 1.97

' The dependent variable is the percentage change in real bank credit to the private sector. The model is estimated through
panel regression allowing for heteroscedasticity across countries. 2 CFE = country-specific fixed effect.

*** denote coefficients significantly different from zero at the 5% and 1% level, respectively. In parenthesis, t-statistics.
Source: BIS estimates.

However, the individual residual means and variances revealed a great degree of heterogeneity across
countries. To capture differences across countries we estimated the same model with country-specific fixed
effects allowing for group-wise heteroscedasticity in model M1. In functional form:

inXiﬁ-i- i(Xi + &

where i is a column of ones and where the off diagonal terms of the general covariance matrix are
restricted to zero. In the estimated model, all coefficients are significantly different from zero with

% This follows the concept used by Ghosh and Ghosh (1999).
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unbiased residuals across countries (see the attached graph). Hence model M1 becomes the
benchmark model for further analyses. To test the significance of other variables the model is
augmented in subsequent estimation by including changes in the terms of trade (TTD) and real bank

credit to the government sector (CG).
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Graph A1

Actual and trend bank credit to the private sector’

Argentina

— Level
=== Trend

1985 1990
Colombia

1995 2000

2005

1985 1990
Venezuela

1995 2000

1985 1990 1995 2000
Hong Kong SAR

2005

1985 1990 1995 2000

40

30

20

10

25

20

15

10

2005

40

0

180

170

160

150

140

130

2005

Brazil 100 Chile 90
— 80 80
— 60 70
—| 40 60
- — 20 — 50
Qoo bt OooModoolond,
1985 1990 1995 2000 2005 1985 1990 1995 2000 2005
Mexico 40 Peru 30
25
30 R
20
15
20
10
by, g
1985 1990 1995 2000 2005 1985 1990 1995 2000 2005
China 160 India 0
L 140
35
| 120
— 30
— 100
B 25
— 80
/’, — T —
Db bd g, Lo b ,,
1985 1990 1995 2000 2005 1985 1990 1995 2000 2005
Korea 100 Indonesia 80
— 80
— 60
’f
Dbl Qbbb
1985 1990 1995 2000 2005 1985 1990 1995 2000 2005

' Asa percentage of GDP. Trend based on a HP filter applied to annual data.

Sources: IMF; BIS calculations.

BIS Papers No 28

31



Graph A1 (cont)

Actual and trend bank credit to the private sector’
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Table A1

Real aggregate credit’

Share in aggregate credit
Average growth
rate . Other banks and non-bank
Commercial banks financial institutions
1995-99 | 2000-04 1994 1999 2004 1994 1999 2004

Latin America
Argentina 8.5 =2.7 93 94 97 5 6 3
Brazil 12.3 4.6 86 71 61 14 29 39
Chile 9.3 5.3 96 99 100 4 1 0
Colombia 3.5 1.5 50 55 88 50 45 12
Mexico -13.1 9.2 58 47 43 42 53 57
Peru 19.8 —41 95 99 99 5 1 1
Venezuela -5.2 10.6 89 87 99 11 13 1
Asia
China 17.1 13.3 100 100 100 0 0 0
India 6.1 14.6 97 3
Hong Kong SAR —41 22 100 0
Singapore 11.3 5.7 92 8
Indonesia -15.8 5.8
Korea 4.4 7.2 49 57 62 51 43 38
Malaysia 10.4 4.6 69 75 87 31 25 13
Philippines 9.7 3.2 84 92 92 16 8 8
Thailand 1.8 -0.5 70 79 76 30 21 24
Central Europe
Czech Republic 100 98 0 2
Hungary 0.0 151 92 92 93 0 8 7
Poland 12.6 9.2 96 74 4 26
Israel 5.7 4.2
Russia 1.5 16.8
Saudi Arabia 49 8.1 52 58 70 48 42 30
South Africa 6.9 6.1 46 48 56 54 52 44
Turkey 11.0 8.8 90 95 97 10 5 3
Memo:
United States 10.1 3.4 23 17 18 77 83 82
Japan -12.7 0.5 47
Euro area 7.3 3.0

' Referring to domestic credit to non-banks of commercial banks, other banks (excl central banks) and non-financial
institutions (questionnaire) or, if not available, IMF, deposit money banks, (.22, IFS) and other banking and non-bank

financial institutions (1.42, IFS); deflated using annual percentage changes of the consumer price index.

Sources: IMF; national data.
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Table A2

Sources of finance in emerging markets’

pomesticbank | PUERECY | stockmarker | SERE
credit outstanding capitalisation financin92
As a percentage of GDP

1999 2005 1999 2005 1999 2005 1999 2005
Latin America
Argentina 31 38 15 14 30 36 41 52
Brazil 56 62 55 74 42 61 22 16
Chile 60 77 45 44 93 139 32 30
Colombia 28 41 16 37 13 42 21 19
Mexico 35 28 12 30 32 34 28 16
Peru 26 17 6 11 26 47 17 16
Venezuela 15 12 8 4 30 28
Asia
China 130 169 22 33 33 39 3 3
India 51 65 23 41 42 68 4 5
Hong Kong SAR 154 153 27 28 336 448 31 55
Singapore 87 67 44 64 196 158 20 55
Indonesia 59 45 32 19 42 28 22 9
Korea 81 97 60 91 69 82 14 12
Malaysia 161 135 84 90 184 139 23 31
Philippines 62 50 30 42 63 41 32 44
Thailand 133 94 26 48 48 67 19 11
Central Europe
Czech Republic 50 41 41 59 22 31 7 18
Hungary 43 52 34 49 34 30 37 47
Poland 35 39 17 40 18 37 9 24
Israel 84 84 38 72 11 16
Russia 31 22 5 4 16 12
Saudi Arabia 44 47 144 153 10 5
South Africa 69 77 51 49 197 223 11 10
Turkey 39 59 24 61 62 44 23 22
Memo:
United States 80 92 150 163 150 112 23 45
Euro area 122 154 74 59
Japan 161 150 134 200 104 94 7 9

' End of period; for 2005, latest available data extrapolated, if necessary.

reporting banks and international debt securities outstanding.

Sources: IMF; International Finance Corporation; Datastream; BIS statistics.

2 Non-bank cross-border liabilities to BIS
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Table A3

Real bank credit to the private sector’

1990-94 | 1995-99 | 2000 2001 2002 2003 2004 | 2000-04 | 20052
Latin America
Argentina 18.8 5.7 -3.1| -16.5 —-38.1 -18.5 8.8 -15.0 20.4
Brazil 243 0.9 -1.8 1.3 -0.8 41 4.4 14 19.7
Chile 10.4 8.8 8.0 4.8 6.1 4.5 11.2 6.9 15.1
Colombia 10.0 5.2 —4.3 3.4 4.4 2.3 6.2 2.3 13.3
Mexico 27.6 -11.7 -1.4 | -13.6 17.7 -5.7 3.0 -0.5 12.0
Peru 49.3 211 -6.8 —4.3 -2.0 -7.0 -3.7 —4.8 9.7
Venezuela -18.9 6.0 11.7 6.4 -259 | -12.3 75.1 6.2 61.5
Asia
India 3.9 6.9 15.9 3.9 17.8 5.7 25.8 13.5 30.0
Hong Kong SAR 5.0 —4.5 —4.5 -1.4 3.4 3.4 6.9 1.5 -6.3
Singapore 10.3 9.6 3.8 17.0 -9.0 4.7 3.1 3.6 24
Indonesia 9.7 12.3 15.4 10.8 16.3 5.3 -1.6 9.0 1.5
Korea 9.0 -12.9 8.3 -2.0 8.1 13.1 19.0 9.1 245
Malaysia 12.6 4.6 5.2 3.0 3.1 25.0 7.9 12.2
Philippines 12.2 12.3 -0.5 -3.7 -0.7 2.8 0.4 -0.4 -1.3
Thailand 19.2 3.5 -16.9 | -10.2 14.4 4.7 2.7 -1.7 0.6
Central Europe
Czech Republic -1.2 -105 | —24.3° -9.2 71 13.0 -5.7° 19.8
Hungary -15.6 29 19.4 9.1 124 245 11.9 15.3 2.0
Poland 14.6 7.9 3.7 2.5 6.4 -04 4.0 5.1
Israel 9.1 0.8 124 9.1 -5.3 -1.4 -9.5 0.7 -7.8
Russia -6.6 27.7 25.2 13.8 27.7 31.3 25.0 31.3
Saudi Arabia 4.0 6.5 7.8 9.3 16.3 34.1 14.4 244
South Africa 4.5 7.6 7.7 17.0 -6.6 26.0 7.0 9.7 11.7
Turkey -0.8 8.2 15.7 | =311 -0.4 15.7 40.4 5.2 20.3
Memo:
United States 0.4 5.6 7.8 25 2.4 6.4 6.5 5.1 10.9
Japan 0.2 0.5 -1.2 -1.1 -4.7 -3.6 -2.4 -2.6 -0.8
Euro area 2.4 5.5 7.9 5.8 1.7 3.6 4.1 4.6 8.5
China* 10.6 16.0 9.8 9.7 17.7 17.0 8.6 12.5 9.4

' Annual changes, in per cent; referring to commercial banks (questionnaire). Where data were not available from the
questionnaire, they have been taken from IMF, deposit money banks, .22c+d. 2 Latest available data extrapolated until
end-2005, if necessary. > Affected by bank restructuring (the Czech Consolidation Bank was removed from the banking

system). * Credit to the non-government sector.

Sources: IMF; national data.
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Table A4

Structural bank indicators

Non-performing loans’

Capital asset ratio?

Operating costs®

1999 2004 1999 2004 1999 2004
Latin America
Argentina 14.1 18.9 19.7 12.3 49 4.5
Brazil 2.7 15.5 18.2 7.4 6.1
Colombia 10.0 3.0 10.8 14.0 10.3 6.0
Mexico 7.7 20 16.0 141 5.6 4.4
Peru 5.5 1.8 12.0 14.2 5.8 4.7
Venezuela 2.8 0.6 13.3 12.5 10.2 6.3
Asia
China 19.0 6.0 1.3 1.1
India 6.1 3.3 11.3 12.9 2.4 2.3
Hong Kong SAR 7.2 21 17.8 15.4
Singapore 7.2 2.6 20.9 16.1
Korea 9.2 1.8 12.0 11.8 1.6 1.5
Indonesia 6.6 1.8 -6.7 20.9 2.8 3.2
Malaysia 8.5 6.4 12.8 14.3 1.7 1.5
Philippines 12.3 12.7 15.7* 18.4 3.3 3.1
Thailand 324 8.5 12.4 13.1 21 2.0
Central Europe
Czech Republic 14.4 1.4 13.6 12.6 3.6 2.4
Hungary 2.0 2.4 15.0 13.2 5.7 4.3
Poland 6.0 7.7 13.2 15.4 4.3 3.7
Israel 1.0 1.0 9.4 10.8 22 24
Russia 22 0.9 18.1 17.0 6.8 3.9
Saudi Arabia 9.1° 3.0 21.2 18.0
Turkey 3.3 2.1 7.0 26.2 5.8 4.1

' Of commercial banks; as a percentage of total commercial bank assets; for Argentina, as a percentage of total financing;
for Brazil, Peru, China, Indonesia, the Czech Republic, Poland and Russia, referring to the major banks, and, for the
Philippines and Saudi Arabia, banks’ non-performing loans as a percentage of total bank loans. * Bank regulatory capital as

a percentage of risk-weighted assets. ® Asa percentage of total assets. 4 Referring to 2001.

Sources: Fitch; IMF, Global Financial Stability Reports; national data (questionnaire).

® Referring to 2000.
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Privatisation, consolidation and the
increased role of foreign banks

Dubravko Mihaljek'

Introduction

This paper discusses three major structural changes - privatisation, consolidation and an increased
role of foreign banks - that have been taking place in banking systems of emerging market economies,
focusing on the period since 2000. It assesses, on the basis of standard indicators, how far the
banking systems studied have increased intermediation efficiency as a result of these changes. In this
regard the paper looks at both the productive efficiency of the banking industry itself and some
aspects of allocative efficiency, focusing on changes in the composition of lending to different sectors
of the economy. The issues of dynamic efficiency - the impact of changes in banking systems on
economic growth and financial stability - are not discussed. The paper also identifies some challenges
that the evolving banking structure might create for market discipline and supervisory oversight.

When these issues were last discussed at a meeting of deputy governors in 2000, many emerging
market economies were still recovering from financial crises of the second half of the 1990s (Hawkins
and Mihaljek (2001)). Deregulation of financial services at the national level and opening-up to
international competition were just beginning. Although privatisation was well advanced in central
Europe and Latin America, many state-owned banks in these regions as well as Asia had yet to be
privatised. The global financial industry was in the midst of an unprecedented boom in the use of
information technology. Changes in corporate behaviour such as the growing use of debt markets and
increased emphasis on shareholder value were also beginning to spread worldwide.

Changes in the structure of the banking industry that have taken place over the past five years are
important but perhaps less spectacular than what was expected in December 2000. Trends in
privatisation, consolidation and the increased role of foreign-owned banks have continued, but the
banking systems in many countries - particularly large Asian economies - have yet to be integrated
fully with the global financial system. Improvements in the efficiency of intermediation have been more
uniform, suggesting that benefits to industry and consumers from greater competitive pressure in
banking have been widespread. But questions continue to be raised about the effectiveness of
banking systems in Asian countries with high saving rates in steering funds towards the most
productive uses from the global economy perspective (Bernanke (2005), Clarida (2005)). Banks in
many Asian and central European economies have shifted lending from the public sector and
corporations towards households and smaller firms, but in some Latin American countries the share of
bank credit to the government has actually increased.

The paper is organised as follows. Section 1 reviews broad changes in the structure of banking
systems in emerging market countries since 2000, focusing on trends in privatisation and bank
consolidation. Section 2 looks at the effects of these changes on the composition of bank lending and
on bank efficiency. Section 3 concludes with a discussion of some policy challenges facing central
banks and supervisory authorities in this new environment.

1. Structural changes in the banking sector since 2000

Structure of the banking system

Two main elements of the structure of banking systems that are considered in this section are the
degree of government versus private domestic or foreign ownership of banks, and trends in

' The author thanks David Archer, Philip Turner and Bill White for valuable comments, and Marc Klau for help with the data.
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consolidation in the banking industry. There is a large literature on benefits and costs associated with
privatisation and foreign ownership of banks in emerging market economies.? In general, studies
suggest that productive, allocative and dynamic efficiency tend to be lower in banking systems
dominated by state-owned banks, while privatisation and an increased role of foreign banks helps to
improve at least some aspects of efficiency. There has been less research on bank consolidation in
emerging market economies, partly because the relevant problem in many banking systems is excess
fragmentation rather than excess concentration (see below). Research on industrial countries
suggests that concentration in banking plays a more complex role than would be suggested for
traditional industries such as manufacturing and trade.

Commercial banks retain a dominant role in providing credit in emerging market economies (see the
paper by Mohanty et al in this volume). Outside Latin America and a few Asian economies, non-bank
financial institutions supply negligible amounts of aggregate credit.® Within the banking sector,
commercial banks provide on average 90% of total credit. This share has actually increased over the
past five years, in particular in Latin America, but also in some crisis-hit countries in Asia, where many
fringe financial intermediaries have collapsed. Deposit-taking institutions other than commercial banks
play a more important role only in Korea, Malaysia and Thailand, where they supply roughly a quarter
of total credit.

Changes in the ownership structure of banks have been more significant. As indicated in Graph 1, the
share of state-owned commercial banks in total bank credit has declined or remained stable in all
emerging market regions since 1999.* Except in China, India and Indonesia, state-owned banks are
no longer major providers of credit to the economy. The declining role of state-owned banks has been
particularly pronounced in central Europe, where bank privatisations have essentially been completed.

Graph 1
Commercial banks by type of ownership
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Source: National data (BIS questionnaire).

See, for example, the review article by Barth et al (2004).

Unless otherwise indicated, the country groupings used in this paper are as follows: Latin America (Chile, Colombia, Mexico
and Venezuela); other Asia (Indonesia, Korea, Malaysia and Thailand); central Europe (Czech Republic, Hungary and
Poland); and other emerging market economies (Israel, Saudi Arabia and Turkey).

The small increase in the share of state-owned banks in total credit in other Asia in 2004 is due entirely to Indonesia, where
the majority of commercial banks that failed during the 1999 crisis were nationalised and subsequently gradually privatised.
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There have also been major shifts in the relative importance of domestic and foreign private banks.
Continuing a trend that was observed five years ago, since 1999 the share of private domestic banks
has declined in Latin America and central Europe (to 60% and 13% of total bank credit, respectively)
while that of foreign-owned banks has increased significantly. But in some Asian countries (Indonesia,
Malaysia and Thailand) and other emerging market economies (Israel, Saudi Arabia and Turkey),
there has been no further penetration of foreign-owned banks since 1999.

In terms of total assets, the share of foreign ownership ranges from nil in Saudi Arabia to 96% in the
Czech Republic. The share is higher in central Europe and Latin America, and lower in Asia, Israel,
Saudi Arabia and Turkey; it also tends to be higher in smaller economies than in larger ones. Upper
middle income countries (eg Chile, Hungary, Mexico, Malaysia and Poland) tend to have a higher
proportion of foreign ownership of bank assets. Interestingly, foreign banks own about the same
percentage of bank assets in many high-income economies (eg Israel and Korea) as in lower-income
economies (eg India and Indonesia). Overall, these comparisons do not reveal a simple relationship
between country characteristics and degree of foreign ownership of banking assets.

Table 1 provides some preliminary evidence on the extent of bank consolidation. Since 1999, the
number of commercial banks has increased only in China, Saudi Arabia and Colombia, while in other
economies mergers, acquisitions and liquidations have resulted in a decrease in the number of banks
ranging from 10 to 30%. Graph A1 in the Appendix reveals another common pattern: after an initial
increase - for instance, in Hong Kong SAR, Indonesia, the Czech Republic and Poland during the first
half of the 1990s - the number of commercial banks has subsequently retrenched. The number of
bank branches has also decreased in most countries over the past five years; large expansions in
branch networks have taken place only in Chile, Colombia and Malaysia. As indicated in the second
column of Table 1, bank consolidation had already started in the mid-1990s, but at that time the
branch network was still growing in most countries, in particular in Asia and Latin America. With few
exceptions, this has also resulted in a decrease in the number of bank employees per branch
(Graph 2). Given that economies in the sample differ widely in terms of market size and level of
financial development, it is hard to generalise about the future direction of change in banking density.

Table 1
Number of commercial banks and branches’
1990-94 1994-99 1999-2004
Country Banks |(Branches Country Banks | Branches Country Banks |Branches

Czech Rep 511 —41 Thailand 17 35 China 92
Hong Kong SAR 132 Mexico 13 60 Saudi Arabia 20 2
Indonesia 43 22 Singapore 8 35 Colombia 13 20
Colombia 19 Venezuela 8 18 Chile -10 10
Saudi Arabia 0 18 Hungary -2 Thailand -12 2
Thailand -3 Poland -6 -16 India -13 4
Singapore -6 12 Malaysia -8 47 Hungary -15 -3
Chile -8 23 Israel -13 -2 Venezuela -17 2
Turkey -8 -7 Korea -17 44 Czech Rep -17 -11
Venezuela -10 24 Saudi Arabia =17 -2 Korea -19 -5
Malaysia 29 Chile -19 15 Singapore -19 -38
Turkey -19 14 Argentina =20 -12

Colombia -23 -3 Indonesia -21 -5

Czech Rep -24 Mexico -21 -3

Hong Kong SAR| -25 2 Israel =23 -10

Indonesia -33 3 Turkey =23 -11

Hong Kong SAR| 27 =17

Malaysia -29 11

Poland -30 -16

' Change in the number of commercial banks/bank branches during period, in per cent.

Source: National data (BIS questionnaire).
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In sum, banking systems in emerging market economies have generally continued to evolve towards
more private and foreign-owned structures, with fewer commercial banks and often smaller numbers
of bank branches. As discussed below, in some countries these trends have been the result of post-
crisis weeding-out of weak financial institutions, and mergers encouraged by the authorities under
financial sector “master plans” (eg in Indonesia, Malaysia and Thailand). Elsewhere, these
developments have been mostly market-driven (eg central Europe, Mexico). However, the pace of
structural change has slowed compared with the second half of the 1990s. Three main reasons come
to mind: first, banking crises have been less widespread - Argentina’s and Turkey’s crises being the
only major ones after 2001. Second, the transition towards market-based systems had been largely
completed in central Europe by the early 2000s. And third, in the favourable macroeconomic and
financial environment that has prevailed over the past five years there has been less urgency to reform
banking systems.

Graph 2
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Privatisation

Since 2000 there have been 51 partial or full privatisations in the 19 emerging market countries
studied in this paper (Table 2). The major privatisations took place in Indonesia, Korea, Thailand and
central Europe. In Indonesia, 15 banks accounting for 70% of total banking sector assets were sold in
initial public offerings by the bank restructuring agency between 2000 and 2004. The Korean
authorities privatised four banks nationalised during the 1997-98 crisis, representing 18% of total
banking sector assets at the time of privatisation (see the paper by the Bank of Korea in this volume).
In Thailand, the authorities reduced their shareholdings in three out of five major domestic banks taken
over by the Financial Institutions Development Fund during the 1997 crisis. The government still
retains large holdings in three major domestic banks - including Krung Thai Bank, one of the largest in
the country - and is waiting for favourable market conditions to sell these stakes.

Privatisations have largely been completed in the Czech Republic and Hungary, but have yet to run
their course in Poland. In the Czech Republic, the government sold holdings in two major banks
(accounting for 38% of total banking sector assets in 2001) to strategic foreign investors in 2000-01. In
Hungary, three smaller banks with a combined market share of 7% were sold in 2003. In both
countries, government ownership is now restricted to special purpose institutions which provide
support to exporters, small firms and municipalities (Czech Republic), or were set up to develop the
mortgage bond market (Hungary). In Poland, the government sold 30% of shares in the country’s
largest retail bank, PKO BP, at the Warsaw Stock Exchange in late 2004. However, the government
still retains a majority stake in the bank.
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Commercial bank privatisations, 2000-05

Table 2

Country Number anq main characteristics Guarantees extended Residual state ownership
of privatised banks
Colombia 0 But privatisations initiated for Yes | In the past; depos- 3 banks acquired during
2 banks intervened in late 1990s itors, employees’ crisis in late 1990s
pensions
Mexico 2 smaller banks intervened in 1999 | Yes | Assets not None; minority holdings in
auctioned off in 2000 and 2001 adequately valued; | previous privatisations
hidden liabilities
Venezuela 0 Privatisations were carried out 2 state-owned banks; no
during 1992-98 privatisation plans
1 failed bank taken into state
ownership in 2000
China 14 joint stock commercial banks Yes | Implicit guarantees | Majority state holding of
sold shares to foreign investors. to depositors shares in all major banks;
No plans to initiate widespread plans to reduce
privatisation, but shares of 2 state shareholdings in the long run
banks to be sold in public offerings
India 0 28 public sector banks;
government shareholding
cannot fall below 51%
Singapore 0 Less than '3 shareholding in
former development bank
Indonesia | 15 banks, accounting for 70% of Yes | Guarantees to Minority ownership in a
total assets, sold in IPOs depositors; number of banks; to be sold
gradually reduced
Korea 4 banks nationalised during 1997-98 | Yes | Deposits; bad loans; | Plan to sell 32% in one major
crisis sold through private contingent liabilities | bank; privatise holding
placement, tender and auction (subject to limit; company with 4 state bank
none in some cases) | subsidiaries
Thailand 3 large banks out of 5 taken over Yes | Limited Holdings (incl majority) in
during 1997-98 crisis sold compensation for 3 major banks, waiting for
through public offering to NPL losses market opportunity to sell
strategic partners
Czech 2 major banks (38% of total Yes | Impaired assets 2 special purpose banks
Republic assets) sold in 2000-01 through guaranteed or trans- | (state support of exporters,
tender to strategic foreign ferred to a special small firms, municipalities)
investors purpose entity
Hungary 3 banks (7% of total assets) sold Yes | Impaired assets; Residual shares in several
through public offerings, tender contingent liabilities | banks (mostly small); full
or auction share in mortgage bank
Poland 5 banks with majority or minority No | Employment 1 fully owned state bank;
state ownership were partially guarantee schemes | 1 major and 3 smaller banks
privatised to domestic and (2-3 years) as part with majority share; 8 banks
foreign investors of privatisations with minority share
Russia 1 bank set up in 1993 to imple- State ownership in banking
ment priority investment projects sector remains dominant
Turkey 0 Initiated restructuring ahead of 12 banks taken over during
privatisation of 2 major banks 2001 crisis; 11 since sold,
merged or liquidated
Israel 2 One small bank privatised; one No Plans to privatise major
major bank (16% of total assets) state-owned bank (30% of
currently being privatised total assets)
Saudi 0 Partial privatisations in 1980s Shareholdings of 10-80% in
Arabia and 1990s of banks rescued 4 out of 11 domestic banks;
during the 1960s crisis held largely by 3 govt funds
as passive investors

Note: There were no privatisations in Chile, Hong Kong SAR or the Philippines.

Source: Central bank answers to BIS questionnaire.
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Elsewhere, progress in privatisation has been mixed. The authorities in China are focusing on four
large state-owned banks, which control 60% of the market. The goal is to diversify their ownership
rather than privatise the banks. Since 2003, three state-owned banks have become joint stock
companies in preparation for partial privatisation. The authorities have exposed their non-performing
loans and allowed foreign strategic investors to buy shares. Bank of Construction has been listed on
the Hong Kong Stock Exchange, while Industrial Bank and Bank of China could be listed in 2006. As
with the large state-owned banks, one goal of reform with respect to other joint stock banks with part
local government, part private ownership is to expand foreign ownership and participation in
management. Presently, 17 joint stock banks have 22 foreign strategic investors and a large number
of foreign professionals work in these banks (see the contribution by The People’s Bank of China in
this volume). Another important area for China is cooperative banks. As 60% of the population lives
from agriculture, China has over 30,000 credit cooperatives. The government has invested large sums
of money in restructuring with a view to ensuring that cooperative banks become profitable,
commercially oriented and founded on mixed ownership.

In India, no state-owned commercial bank has been privatised since 2000, nor are there any plans for
divesting government shareholdings. India’'s 28 public sector banks account for 80% of total
commercial bank credit and by law the government’'s shareholding in these banks cannot fall below
51%. There is a new roadmap for opening up the banking sector which envisages a greater role for
foreign banks after 2009, by which time the consolidation process of domestic banks is expected to be
completed.

Russia privatised one state-owned bank in the period under review, in June 2005. The government’s
strategy for the banking sector does not set out any significant steps to reduce the dominance of state-
owned banks (Lohmus and Teo (2005)). Russia’s largest bank, Sberbank, accounts for 28% of total
banking sector assets, 42% of total deposits and 30% of credit to the economy. The gradual decline in
Sberbank’s dominance - its share in total household deposits declined from 75% in 2000 to 60% in
2004 - has been offset by the expansion of other state-controlled banks.

The Turkish authorities have initiated restructuring of two state banks which they plan to privatise in
2006. The only privatisations in the four Latin American countries for which data are available are
those of two smaller banks in Mexico, which were acquired during rescues in 1999.

As in the 1990s, the primary motive for privatisations over the past five years has been to sell the
stakes held by the government to investors with the skills and experience necessary to complete the
restructuring of banks and transform them into viable business-oriented organisations. More
specifically, governments of emerging market economies have generally wanted to strengthen banks’
capital and overall stability, increase their profitability and competitiveness, broaden the range of
products and services offered and increase the overall efficiency of financial intermediation.
Considering the huge fiscal costs of banking crises in the 1990s, many governments also wanted to
limit the size of any potential future intervention in the banking system.

Regarding privatisation methods, in the late 1990s impaired assets of many banks nationalised during
the crisis in Asia were disposed of by asset management companies, while in central Europe and Latin
America state-owned banks were often sold to strategic foreign investors. By contrast, during 2000-04
several different methods were used, including the sale of shares through initial and subsequent public
offerings; sale of shares through tender or auction; and, in some cases, sale of shares through private
placement, often to strategic investors. These changes in privatisation methods have reflected
normalisation of the banking industry after the crises and, in central and eastern Europe, the
completion of the systemic transformation towards a market-based economy in the late 1990s.

So far, there have been no comprehensive analyses of net costs of bank rescues and privatisations for
taxpayers.5 Cost-benefit considerations seem to be largely absent when banks are rescued during
systemic crises. Limited evidence from individual bank cases suggests that, even under the best of
circumstances - a rescue quickly followed by successful privatisation - the net costs are very large,
which perhaps explains why governments prefer not to know exactly how much money taxpayers lose
when the state restructures and recapitalises distressed banks before selling them to new owners.

®  On aggregate costs of banking crises see eg Honohan and Klingebiel (2001) and Sherif (2004).

®  One well documented case is the rescue of Hungary’s Postabank in 2000. The rescue cost the state around HUF 150 billion

(about EUR 580 million), and the bank was sold for HUF 100 billion at end-2003, implying a net loss of 33%. Another
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Several central banks observed in this context that recapitalisation rarely solved banks’ problems, but
many governments nonetheless saw it as necessary because banks could not have otherwise found
strategic partners.

With the exception of Israel and Poland, governments extended guarantees to depositors in privatised
banks and to purchasers of state-owned banks, covering various impaired assets and contingent
liabilities. In many countries, limits on guaranteed deposits were reduced over time and guarantees for
contingent liabilities were subject to a ceiling.

As already indicated, the public sector still has a major residual role in many emerging market banking
systems, in particular in large economies such as China, India and Russia. Expectations expressed in
Hawkins and Mihaljek (2001) that this role would diminish relatively quickly have proved to be overly
optimistic. Outside of central Europe, Mexico, Hong Kong and Singapore, policymakers in many
countries apparently still see a useful role for state-owned commercial banks, not just in serving
customers in remote areas or certain types of customers (farmers, small firms), but more generally, as
necessary for socio-economic development. In view of the strong conclusions reached in the empirical
literature on the inefficiency of using state ownership of banks as a social and development tool, why
such perceptions are still held remains an open question. As discussed below, one reason might be
that the remaining state-owned commercial banks have been subjected to greater market discipline
and have become less inefficient than in the past.

Consolidation

In the late 1990s, the banking systems of many emerging market economies were highly fragmented
in terms of the number and size of institutions, ownership patterns, profitability and competitiveness,
use of modern technology, and other structural features. Very often, three or four large commercial
banks coexisted with a large number of smaller urban and rural banks, many of them family-owned
(especially in Asia) or under the influence of the public sector (as in Latin America and central
Europe). In general, few commercial banks, even larger ones, were listed on a stock exchange.
Profitability varied widely, with some banks earning high gross returns but operating very inefficiently,
and others competing fiercely for a narrow segment of the market. Likewise, while some banks used
advanced technology and financial innovation, many were still struggling with basic operations such as
credit risk assessment and liquidity management.

In this environment, bank mergers were considered to be a potentially important vehicle for improving
the structure and efficiency of the banking industry. They were expected to derive both cost reductions
(from economies of scale, improved organisational efficiency, lower cost of funding, greater risk
diversification, and economising on capital) and revenue gains (by exploiting economies of scope,
making large deals possible, etc). In many crisis-hit countries, mergers and acquisitions were seen as
an exit strategy for weak banks; while in others, officials wanted domestic banks to be large enough to
compete with foreign entrants.

The drive towards consolidation has continued. The number of mergers and acquisitions has declined
since 2000, but only slightly. As shown in Table 3, during 2000-04 there were 99 M&A deals between
domestic institutions and 45 deals between domestic and foreign-owned institutions. The
corresponding figures for 1995-99 were 108 and 31 deals, respectively. In addition, domestic banks
from Hungary, Malaysia and Singapore acquired a total of 11 banks abroad during 2000-04; while
subsidiaries of foreign-owned banks in Colombia, Hungary, the Philippines and Turkey were involved
in a total of eight mergers and acquisitions in these host and other countries. Moreover, the total value
of assets of institutions merged since 2000 now exceeds USD 270 billion, compared with USD 170 billion
in the second half of the 1990s. One should note that the figures on the value of mergers do not
include data for several countries with significant M&A activities, such as the Czech Republic, Hong
Kong SAR, Poland, Russia and Turkey.

The largest numbers of deals were completed in Hong Kong, Korea, Malaysia, Poland and Russia. By
far the biggest deals involved Mexican banks, followed by Thai, Korean and Philippine banks. Mergers
and acquisitions in Poland and Russia have involved mostly smaller banks. In central Europe, merger

exception to the lack of transparency about costs and benefits of bank rescues is the Czech Republic - Barta and Singer (in
this volume) calculate costs of both bank crises and delays in privatisation.
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activity was strong in both periods. During the 1990s, however, this activity was mostly domestic; while
since 2000, many mergers and acquisitions have also involved domestic and foreign banks, reflecting
merger activity among parent banks from the European Union. Despite numerous mergers and
acquisitions, the number of commercial banks in Indonesia and central Europe remains large (see

Appendix Graph A1).

Table 3

Mergers and acquisitions (M&As) in commercial banking sectors

1995-99 2000-04
Type of M&A
yp Countr Number of Value Countr Number of Value
y M&As (USD m)’ y M&As (USD m)’
M&As between Colombia 6 20 | Colombia 7 10
fjoTtef_t'C Chile 2 480 | Chile 2 530
nsttutions Mexico 6 64,600 | Mexico 1 18,600
Singapore 2 1,700 | China 1
Indonesia 1 ... | Hong Kong SAR 14
Korea 10 13,500 | Singapore 2 8,000
Malaysia 2 20 |Korea 5 23,480
Philippines 2 6,900 |Malaysia 15 40
Thailand 1 47,700 | Philippines 9 16,400
Czech Rep 4 ... | Thailand 2 28,000
Hungary 5 3,000 |Czech Rep 1
Poland 9 Poland 11
Russia 58 Russia 29
Turkey 9
Total 108 137,920 99 95,060
M&As between Colombia 2 20 Colombia 1 10
?Omestlc andd Chile 2 380 | Chile 4 690
oreign-owne ) .
institutions Mexico 2 17,300 Mexico 4 152,000
Korea 1 860 Korea 2 3,930
Thailand 4 10,000 Philippines 3 300
Czech Rep 5 Czech Rep 2
Hungary 2 4,700 Hungary 2 12,200
Poland 13 Poland 19
Turkey 8
Total 31 33,260 45 169,130
Cross-border M&As | Chile 1 10 Singapore 6 3,400
by c_jonjestlzc Singapore 6 1,200 Malaysia 1 2,980
institutions
Hungary 4
Total 7 1,210 11 6,380
Cross-border M&As | Colombia 1 0 Colombia 3 30
by I_?":'gn-gwned Hungary 4 920 | Philippines 1 1,040
INSHUtions Poland 1 Hungary 3 5,790
Turkey 1
Total 6 920 8 6,860
All M&A activities 152 173,310 163 277,430

' Value of assets of merged institutions, rounded up to the nearest USD 10 million. 2 Acquisition by domestic institutions of
banks in other countries. > Acquisition by foreign-owned institutions in host country of banks in host and other countries.

Source: Central banks (BIS questionnaire).
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Mergers in Latin America, central Europe and Hong Kong seem to have been by and large market-
driven. This is evident from central bank responses to the BIS questionnaire. The central bank, the
supervisory authorities and the competition authorities in these countries generally have a neutral
stance vis-a-vis mergers and acquisitions in the banking sector, which are considered to be private
business deals. The authorities fulfil their respective duties if financial institutions apply for registration
of such deals by considering, among others, standard industrial organisation criteria to assess the
impact on competition and concentration in the banking industry. However, the authorities take a
neutral stance towards the broader impact of such deals on financial market development and the
economy - market forces are presumed to work, and the satisfaction of standard prudential and
competition criteria is regarded as sufficient to assure favourable effects on the market and fiscal
development.

By contrast, in many Asian countries (including Indonesia, Malaysia, the Philippines and Thailand),
mergers and acquisitions have been more or less actively promoted by the authorities. The Thai
approach is illustrative in this respect (see the paper by Bank of Thailand in this volume). Since
January 2004, the Bank of Thailand has, together with the finance ministry, started to implement the
Financial Sector Master Plan, a medium-term development plan for Thailand’s financial sector. The
purpose of this plan is to develop a “competitive, efficient, stable, and balanced financial system,
capable of servicing both sophisticated and unsophisticated users”. One of the key policies under the
plan is a new licensing regime, which foresees only two types of deposit-taking institutions -
commercial banks and retail banks - in lieu of the current four. In line with this new regime, existing
financial institutions have to apply for a change in their licensing status. For instance, finance
companies or real estate (credit foncier) companies may merge with one another to become
commercial banks; if they do not wish to merge, they can submit an application to become retail banks
on their own. In Indonesia, where bank mergers have also been actively encouraged, there has been
litle dynamism in M&A activity so far, partly because owners of small banks have been reluctant to
give up ownership without special incentives (see the paper by Goeltom in this volume).

Singapore has pursued a different, facilitative approach. Recognising that increasing globalisation of
financial markets and cross-border competition offered Singapore the opportunity to become an Asian
financial hub, the authorities launched a phased opening-up of the domestic financial market in 1999.
The policy involved encouraging the local banks to engage in mergers and takeovers in a bid to
realise economies of scale, as well as to strengthen their capability to invest in technology and
management systems and to attract talent. However, the authorities did not seek to influence the
outcome of mergers and takeovers, letting the new configuration be determined by market forces.

How effective the different approaches to consolidation will in the end prove to be remains to be seen.
So far, there have been no unintended consequences of either the neutral or the more active stance
vis-a-vis bank consolidation. A key reason might be that issues of excessive concentration have not
yet arisen in emerging market banking industries.” By and large, central banks and other authorities
have not yet seen an increase in market concentration resulting from domestic bank mergers sufficient
to raise concerns about market competition. However, concerns have emerged about increased
regional concentration of banks’ activities in some countries. Moreover, as will be discussed in Section
3, cross-border mergers among large institutions that own subsidiaries in emerging market countries
with an already large presence of foreign-owned banks could bring such issues to the fore of the policy
agenda in the near future.

2. Impact on financial intermediation

At the time of the Deputy Governors meeting in 2000, the impact of structural changes in the banking
industry on financial intermediation could not yet be discerned. Growth of bank credit to the private
sector was weak in most countries and falling sharply in those that had experienced a banking crisis in
the late 1990s. Newly established domestic and foreign-owned banks were in many cases in the midst

One concentration issue that has arisen in a number of countries is provision of non-bank financial services by commercial
banks. In Israel, for instance, commercial banks have typically been advisers to and providers of mutual funds, putting them
into conflict of interest situations. In 2005, the authorities required the banks to divest such non-banking activities (see the
paper by Sokoler in this volume). In many central and eastern European countries, commercial banks own leasing
companies, which provide increasing amounts of credit to consumers.
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of restructuring and were reluctant to extend credit to customers other than large corporations or the
government. Intermediation margins were very wide, and lending to households and small and
medium-sized enterprises (SMEs) was largely absent. In many emerging market countries
policymakers complained about “cherry-picking” by foreign-owned banks, and some even lamented
the diminishing role of state-owned banks, which were seen as key providers of credit to small firms
and households. They also referred to evidence that lending by state-owned commercial banks was
less procyclical than lending by private domestic and foreign-owned banks.

Graph 3
Credit growth and bank ownership

As a percentage of GDP

State-owned banks

60
o,
050 ~
o *
a *
40 A PS
8 .
2 *
30 -
Q
g - . y=0.048x + 7.6
320 R?=0.03
) . °
= *
8 . M b
510 - .

¢ e, ¢ *
0 - oot *—o— O o—0
0 50 100 150 200
Total commercial bank credit/GDP
Private domestic banks
200
160 *

y=0.807x-13.1

Credit extended by PDBs/GDP
[e ]
o
1

R2=0.86
40 -
0 1 T
] 50 100 150 200
-40
Total commercial bank credit/GDP
Foreign-owned banks
80
*
60 ¢
*
40 y=0.145x + 5.5 .
S ¢ R2=0.15 ¢

20 A

Credit extended by FOBs/GDP

0 50 100 150 200
Total commercial bank credit/GDP

Source: National data (BIS questionnaire).

50 BIS Papers No 28



Since late 2000 there has been a sea change in the bank lending landscape, so much so that
policymakers in many emerging market countries have started to worry about - and in several cases
seek to limit - too rapid growth of bank credit to the private sector, and in particular to households. The
factors explaining the resurgence of private sector credit are discussed in the paper by Mohanty et al
in this volume. This section will focus on the evolving composition of private sector credit and bank
performance by different types of banks (state-owned, private domestic, foreign-owned), rather than
on the performance and impact of banking systems as a whole.

Impact on bank lending

Graph 3 assesses how far banks with different ownership structures have participated in the process
of financial deepening observed over the past 10 years. Points in this graph match total commercial
bank credit as a percentage of GDP in 1994, 1999 and 2004, with the corresponding shares of state-
owned, domestic and foreign-owned bank lending (as a percentage of GDP) for 14 emerging market
economies for which data were available. Over the past 10 years, private domestic banks have
participated in total credit expansion to a considerably greater extent than either foreign- or state-
owned banks: for every 10 percentage point increase in the credit to GDP ratio, credit extended by
private domestic banks has expanded on average by 8% of GDP, while the share of foreign-owned
banks has increased by about 1% of GDP, and that of state-owned banks by less than half a
percentage point.

Over the past five years, however, foreign-owned banks have expanded lending more rapidly than
private domestic banks in several countries, including Chile, Korea and Mexico (Graph 4). In Brazil, by
contrast, the share of foreign-owned banks stabilised at about 20% of total loans and their role in the
domestic banking system has not grown, as private domestic banks seemed more capable of profiting
from the growing domestic market. Private domestic banks also led the credit expansion in this period
in Argentina, Colombia and Hungary. The contrast in lending by different types of banks is particularly
stark in the case of Mexico, where foreign-owned banks expanded credit fivefold, while credit by
private domestic banks contracted by almost 50% during 2000-04. Turkey is one of the few examples
of state-owned banks dominating credit expansion in recent years.8

Graph 4
Cumulative growth of bank credit, 2000-04
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Sources: IMF; national data (BIS questionnaire).

Further insights can be obtained from the data on the composition of bank lending (Table 4 and Graph 5).
Focusing first on credit to the government, it is interesting that, on average, both state- and foreign-
owned banks increased their lending to the government relative to lending to other sectors between
1999 and 2004, in particular in Argentina, Colombia and Turkey (state-owned banks) and Argentina,

& Other examples would include China and India, for which the same breakdown of credit expansion is not available.
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Colombia, Hungary, Korea, Mexico and Thailand (foreign-owned banks). While fiscal dominance
seems a plausible explanation for the increased lending by state-owned banks (especially in Argentina
and Turkey, which experienced crises in 2001), why foreign-owned banks would increase lending to
the government in countries such as Colombia, Korea, Mexico and Thailand is puzzling.

Table 4
Composition of lending’

State-owned banks

Government? Corporate Household

1999 2004 1999 2004 1999 2004
Korea 6.3 49 76.1 58.6 15.6 36.5
Argentina 35.8 774 31.0 9.7 33.2 12.8
Chile 0.1 0.4 53.2 47.9 46.7 51.7
Colombia 20.0 50.6 445 343 35.5 15.1
Hungary 494 30.4 484 304 2.2 39.3
Turkey 30.3 65.2 64.9 27.7 4.8 71
Israel 347 33.9 52.1 52.7 13.1 134
Average 25.2 37.5 52.9 37.3 21.6 25.1

Private domestic banks
Korea 8.4 5.2 61.1 42.7 30.5 52.2
Thailand 45 4.9 68.1 66.9 27.4 28.2
Argentina 25.6 64.8 322 18.4 42.2 16.8
Chile 1.0 0.6 64.0 66.6 35.0 32.8
Colombia 14.4 30.7 62.2 55.6 23.4 13.7
Mexico 454 23.6 33.0 56.2 21.6 20.2
Hungary 39.2 18.8 36.9 29.7 23.9 514
Turkey 27.2 22.6 64.2 60.6 8.5 16.9
Israel 10.8 7.2 89.2 92.8 9.0 18.2
Average 21.0 21.7 56.2 55.9 23.9 24.8
Foreign-owned banks

Korea 8.1 23.1 75.2 41.2 16.8 35.7
Thailand 5.6 13.0 89.7 75.0 47 13.0
Argentina 26.2 60.1 455 259 28.3 13.9
Chile 1.6 1.4 86.0 73.6 124 249
Colombia 9.5 326 73.7 47.6 16.8 19.8
Mexico 36.3 55.2 51.1 22.7 12.7 22.0
Hungary 14.2 14.6 80.5 65.1 6.4 20.3
Turkey 59.2 15.8 38.4 57.2 24 27.0
Average 20.1 27.0 67.5 51.0 12.6 22.1

" Asa percentage of total credit, excluding interbank credit. 2 Net claims on the government for most countries.

Source: Central banks (BIS questionnaire).
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Graph 5
Change in the composition of lending between 1999 and 2004
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The share of loans to the corporate sector declined in all three types of banks in almost all countries
between 1999 and 2004, with the largest average declines occurring for state- and foreign-owned
banks. The exceptions are few: Chile, Israel, Mexico (private domestic banks) and Turkey (foreign-
owned banks). Much of this decline is healthy, reflecting deleveraging by large firms and diversification
of their sources of finance (to corporate bonds, equity and, in some cases, borrowing from banks
abroad). Data for countries in central Europe indicate, for instance, a strong increase in lending to
SMEs in recent years, which in several countries rivals lending to households in terms of the pace of
credit expansion. Some of the decline in corporate lending also reflects post-crisis risk aversion and
balance sheet repair on the part of banks.

The most significant change in the composition of bank lending in the last five years has been a shift
towards lending to households. Foreign-owned banks in particular have offset the large decline in the
share of corporate loans (by 17 percentage points) with a rise in the share of household loans in total
loans. Even state-owned banks increased lending to households between 1999 and 2004 (with the
exception of Argentina and Colombia). The increase in the share of loans to households has been
most pronounced in Hungary, Korea and Turkey.
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Comparing the composition of loans across banks, household loans accounted for roughly one quarter
of total lending for all three types of banks in 2004 (Table 4). The big differences are in lending to
corporations and the government. Private domestic banks lend mostly to the corporate sector (60% on
average) and relatively little to the government (with the exception of Argentina, 15% on average). For
state-owned banks, government and corporate loan portfolios are on average of the same size.
Foreign-owned banks also lend primarily to the corporate sector, but unlike private domestic banks,
the government accounts for over a quarter of their loan book; moreover, with the exception of Chile,
Hungary and Turkey, this share has increased significantly since 1999.

These differences in the composition of loans probably reflect the different business strategies, risk
attitudes and histories of state-owned, private domestic and foreign-owned banks. Today’s state-
owned banks for the most part inherited a large portfolio of loans to the public sector and corporations,
including in several countries not just large corporations but also SMEs, which are supported by
various government credit schemes (Mihaljek (2004)). Initially, they did not lend much to households,
except in some cases under subsidised housing schemes. But over time, as competitive pressures
have increased and state-owned banks have become more business- and profit-oriented, they have
increasingly turned to the household sector, in many countries providing both consumer and housing
loans. Korea and Hungary are clear examples in this respect. Nonetheless, state-owned banks still
lend disproportionately to the government. From a governance point of view, one might argue that the
lack of independence of state-owned banks from their owners is similar to connected lending practices
in the private sector, with similar risks to profitability and soundness, and in principle would have to be
sanctioned as such by independent supervisory authorities.

Private domestic banks, on the other hand, emerged from the crises and restructuring of the late
1990s holding portfolios that consisted mainly of corporate loans (about 60%) and roughly equal
proportions of claims on the government and the household sector. As macroeconomic conditions
improved, they shifted their business towards households to a greater extent and more quickly than
did state-owned banks. The fall in corporate lending shares also reflects an overextension of corporate
lending in the past. As a result, both supply side (a pullback of banks from corporate lending) and
demand side factors (weak corporate borrowing) have been at play.

Russia’s experience is particularly interesting in this regard. A few years ago foreign-owned banks
accounted for only 5% of total bank loans in Russia (including cross-border loans); in 2005, the figure
had risen to 40%. The main customers of foreign banks have become big Russian exporters, which
used to be serviced by large domestic banks in the past. These domestic banks have reoriented their
lending towards SMEs, which used to be serviced by medium-sized banks in the past. These banks, in
turn, have reoriented lending towards households, which used to be served by small banks. As a
result of this domino effect, many small banks are being taken over or closed.

Foreign-owned banks that entered emerging markets by buying local state-owned banks also inherited
a large portfolio of loans to the government and the corporate sector. Like private domestic banks,
these foreign-owned banks initially focused on the corporate sector (see the paper by Pruski and
Zochowski in this volume). Other foreign banks, which entered emerging markets either as greenfield
operations or by buying local mid-sized state-owned banks, were from the start more oriented towards
households. As the financial position of large firms strengthened over time and many of them started
to issue bonds and equity, foreign-owned banks that serviced them also started to turn to the
household sector in search of higher margins. And as competition in consumer and housing credit
markets has intensified, foreign-owned banks in some countries - in particular in central Europe - have
turned to the next underserved segment of the market: SMEs. More recently, larger corporations in
countries such as Hungary and Mexico have again begun to borrow from domestic banks, partly
because the banks are offering them new types of loans at lower interest rates, including foreign
currency loans. The development cycle of different loan products has thus turned full circle in some
countries and a new cycle has begun.

Impact on bank efficiency

In the wake of the emerging market banking crises of the 1990s, a growing number of studies have
found evidence that foreign bank entry tends to benefit the host country.® It has been argued in

® See eg Claessens et al (2001) and Demirgl¢-Kunt and Huizinga (2001).
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particular that foreign bank entry may stimulate competition in the banking industry, leading to higher
efficiency for domestic banks, and result in improvements in the quality and accessibility of financial
services for host country firms and individuals. Data provided by central banks for this meeting confirm
that structural changes in emerging market banking systems have generally led to an improvement in
standard prudential and efficiency indicators over the past five years. However, it has not been
possible to assess improvements in the quality and accessibility of financial services.

The average share of non-performing loans (NPLs) in total loans declined significantly for all types of
banks between 1999 and 2004 (Table 5). The largest improvements were on average achieved by
state-owned banks. Israel is the only country where there was an increase in the share of NPLs for all
three bank categories. Other exceptions are Hungary and Venezuela for state-owned banks and
Turkey for private domestic banks. The improvement in NPL ratios has been fairly uniform across
countries and regions.

Table 5
Non-performing loans'

State-owned banks Privatl;aaiirsnestic Foreibgann-lc();/vned All cg;nnmkgrcial
1999 2004 1999 2004 1999 2004 1999 2004
Argentina 23.4 13.7 13.6 12.5 12.0 71 16.5 11.1
Chile 1.4 0.8 1.7 1.1 1.8 1.5 1.7 1.2
Colombia 22.8 3.5 71 3.8 7.3 2.1 10.0 3.4
Mexico 10.8 1.2 2.2 2.2 9.2 2.1
Venezuela 24.0 29.5 6.2 1.6 5.1 0.7 6.1 1.7

China’ 22.4 15.6 12.0 4.9
India 16.0 8.1 10.3 5.9 7.2 4.9 14.6 7.4
Korea 15.0 1.9 8.7 2.0 20.6 1.6 1.4 1.9
Thailand 55.3 9.6 21.6 12.8 7.5 2.6 31.2 10.9
Hungary 4.3 17.6 4.4 2.0 3.7 2.9 3.9 3.5
Turkey 11.3 11.4 3.8 5.1 2.4 3.3 6.1 6.4
Israel 4.9 6.5 0.6 3.5 1.7 4.2
Average 18.3 10.7 8.4 4.7 7.0 2.9 10.2 4.9

"Asa percentage of total loans. 2 Based on five-tier classification. Data for private domestic banks are for joint stock
commercial banks.

Source: Central banks (BIS questionnaire); IMF.

One should note that much of this improvement probably reflects the business cycle and is not
necessarily the result of different behaviour of representative bank categories. In addition, many
banks, in particular state-owned ones and those that were sold to foreign strategic investors, unloaded
a significant portion of their NPL portfolios to asset management companies and other vehicles for
resolution of bank distress. This is partly confirmed by central bank answers to the questionnaire on
guarantees offered to buyers of privatised banks (see Table 2 above). Nevertheless, there seems to
have been some structural improvement in NPLs, as the 2004 NPL ratios shown in Table 5 are
generally below those observed during the previous cyclical upturn in the mid-1990s (cf Hawkins and
Mihaljek (2001)).

Provisioning against loan losses has also risen significantly (Graph 6). Banks in most countries had
set aside provisions for at least two thirds of NPLs at end-2004; in Chile, Korea, Mexico and Saudi
Arabia cover exceeded 100% of NPLs. Cover seems relatively low only in central Europe, India,
Malaysia and Venezuela, and these provisioning ratios are in many cases considerably higher than
prior to the crisis in the mid-1990s (in the case of Turkey, prior to 2001).
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Graph 6

Total provisions against loan losses,
as a percentage of NPLs

VE _24 1129

m 2004
01999

Sources: Central banks; IMF

Capital adequacy has generally improved for state-owned banks, and has stayed relatively high for
private domestic and foreign-owned banks (Table 6). With risk-adjusted capital/asset ratios (capital
adequacy ratios) of around 32-37%, state-owned banks in the Czech Republic, Hungary, Thailand and
Turkey are probably overcapitalised while those in China, with an adjusted CAR of below 7% in 2004,
are clearly undercapitalised. In Korea and the Czech Republic, foreign-owned banks have reduced
capital adequacy ratios that were perhaps unsustainably high for a competitive banking environment
to more normal levels. In most other countries, including India and Turkey, private banks have either
increased or maintained relatively high levels of capital adequacy. Again, these levels compare
favourably with capital adequacy ratios from pre-banking crisis periods.

Structural changes have also had a visible impact on bank profitability, as measured by returns on
assets and equity. State-owned banks in particular have significantly improved both their return on
assets (Appendix Table A1) and their return on equity (Appendix Table A2) since 1999, as well as with
respect to the mid-1990s. Improvements in these indicators were also pronounced for private domestic
banks in Colombia, the Czech Republic, Hungary, Korea, Saudi Arabia and Thailand. For instance, in
2004 the return on equity of private domestic banks in Colombia, Hungary and Venezuela exceeded
30% and the return on assets exceeded 3%, with banks in Saudi Arabia realising slightly lower but still
fairly high returns. The improvement since 1999 has been less pronounced for foreign-owned banks,
whose profitability was already somewhat higher in 1999 than that of private domestic banks. In
Argentina, profitability of foreign-owned banks declined drastically after the 2001 crisis.

Changes in net interest income and other income have been less pronounced. State-owned and
private domestic banks generally increased net interest income relative to total assets between 1999
and 2004 (Appendix Graph A2). But for foreign-owned banks net interest income ratios were either
constant or declined in most countries, reflecting the narrowing of interest rate margins brought about
by greater competition. In Hungary, Turkey, Colombia and Venezuela, net interest income ratios for
most banks exceeded 4% in 2004, suggesting that intermediation margins were still quite high. In
Hungary, Turkey and Venezuela, high interest margins in addition partly reflected relatively high real
interest rates in an environment of rapid disinflation.
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Table 6
Capital adequacy’

State-owned banks Privatt:e domestic Foreign-owned All commercial
anks banks banks
1999 2004 1999 2004 1999 2004 1999 2004
Argentina 16.5 9.1 315 16.3 16.3 11.9 19.7 12.3
Chile 13.3 10.1 11.4 12.0 15.4 16.7 13.5 13.6
Colombia® 9.1 8.3 11.7 1.1 12.0 111 11.2 10.7
Mexico 16.4 17.8 14.6 13.2 16.0 14.1
Venezuela 15.2 10.9 12.8 12.6 13.6 12.6 13.3 12.5
China® 5.4 6.8 7.6
India 11.3 13.2 11.9 11.2 10.8 15.0 11.3 12.9
Korea 9.3 12.5 11.6 11.3 21.9 131 12.0 11.8
Thailand 24 .4 31.9 16.3 13.7 13.8 12.1 15.0 13.2
Czech Rep 31.6 11.5 14.0 18.6 12.1 13.6 12.6
Hungary 244 31.9 16.3 13.7 13.8 121 15.0 13.2
Poland 8.8 16.3 12.6 15.1 15.0 15.4 12.4 15.6
Turkey 11.7 36.8 17.2 223 225 26.9 7.0 26.2
Israel 9.6 10.8 9.3 10.7 94 10.8
Average 13.3 13.7 14.7 135 15.7 14.4 13.0 13.8

! Risk-weighted capital adequacy ratios, in per cent. 2 Total capital over total assets. ® Data refer to end-2001 and June
2004, respectively. Data on private domestic banks are for joint stock commercial banks.

Source: Central banks (BIS questionnaire); OECD.

Graph 7 compares sources of income (upper panel) and profits and costs (lower panel) for different
categories of banks in 2004. With the exception of Argentina, net interest income is still the main
income source for most banks, regardless of ownership structure. But the share of non-interest income
is generally higher for foreign-owned banks than for state-owned or private domestic banks, reflecting
the broader range of products offered by foreign banks. For all three types of banks there has been a
widespread increase in this share since 1999 (Appendix Graph A2), suggesting an expanding scope
of financial intermediation as banks have introduced new fee-based products and services.

Increased competition in the banking industry has also been reflected in generally lower interest rate
margins. As shown in Graph 8, with the exception of Hong Kong SAR and Turkey, the spread between
representative bank lending rates and customer deposit rates declined from an average of
6.1 percentage points in 1999 to 4.1 percentage points in 2004. The narrowing of interest margins has
been particularly pronounced for state-owned banks, suggesting that large rents were extracted in the
past from their dominant position in many countries. There has also been a substantial narrowing of
interest rate margins for foreign banks, with private domestic banks making on average less progress.

Pre-tax profits have risen in most countries and operating costs have generally declined since 1999
(Appendix Graph A3), as well as with respect to the mid-1990s. For both profits and costs, the
magnitude of these improvements has been similar across different types of banks. The absence of
clear “winners” suggests that increased competition has provided state, private domestic and foreign-
owned banks with roughly equal incentives to improve performance. What differences remain probably
reflect different starting positions. As shown in the lower panel of Graph 7, foreign-owned banks tend
to have slightly higher pre-tax profits (2.2% of total assets on average, compared with 1.8% for private
domestic and state-owned banks), but they also have higher costs (3.9% of total assets, compared
with 3.2% for domestic banks and 2.6% for state-owned banks). It is not entirely clear what factors
have contributed to these differences. One reason might be that, compared with foreign banks, state
banks often own real estate in attractive locations (or rent it at low cost from city authorities), and can
offer their staff higher state benefits in exchange for somewhat lower salaries.

BIS Papers No 28 57



Graph 7
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In sum, several indicators point to a positive impact overall of structural change on bank lending and
efficiency. The structure of lending has become more diversified, with less credit going to the
government and large enterprises and more to households and - at least in central Europe - smaller
enterprises. Banks in emerging market countries have by and large also become financially stronger
and operationally more efficient. Greater foreign bank participation has helped improve bank
governance.

Yet differences between state-owned and other banks still remain. Compared with foreign-owned
banks, for instance, state-owned banks have generally been slower in diversifying their lending and
reducing non-performing loans; but have been recapitalised to a greater extent (perhaps excessively
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so in some countries), and have done more to improve return on equity/assets and narrow interest
rate margins, albeit often from worse starting positions.'® Positive effects of competition on bank
performance have also been visible in the case of private domestic banks. This is perhaps the most
significant development, considering that in many countries these banks had to cope with restructuring
at their own shareholders’ expense, whereas the state-owned banks were typically restructured at
taxpayers’ expense and subsequently sold to foreign-owned banks, in most cases below the cost of
restructuring.

Graph 8
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3. Challenges for market discipline and supervision

The changing structure of the emerging economies’ banking systems has many implications for
financial stability and in particular the supervisory regime. This section addresses two specific issues
that arise in this context: first, supervision of foreign-owned banks; and second, the impact of delisting
of large domestic banks from local stock exchanges after takeovers by foreign-owned banks.

The presence of foreign banks has generally led domestic supervisory authorities to upgrade the
quality and increase the size of their staff in order to supervise the more sophisticated activities and
new products being introduced by these banks. In addition, supervisory authorities in banking systems
dominated by foreign-owned banks have had to cooperate with home country supervisory authorities
to a greater extent. In virtually all countries attending the meeting, domestic supervisory authorities
have established formal channels of communication with the authorities in charge of financial
supervision in parent banks’ home countries. In most cases, the framework for cooperation is set out
in bilateral memoranda of understanding. Areas of cooperation typically cover: exchange of
information on operations of foreign-owned banks in host and home countries; exchange of
information on management of foreign-owned banks; and joint consultations and visits to
foreign-owned banks. Cooperation is generally judged to be smooth, and the main obstacle in
establishing closer working relationships with foreign supervisory authorities is usually seen to be the
different legal treatment of confidential data and information in various jurisdictions.

'®  One common complaint about foreign banks in Latin America is that their managers have very short time horizons and tend

to act procyclically (see the paper by Betancourt et al in this volume). By contrast, publicly owned banks tend to have longer
time horizons.
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Yet some central banks have expressed more general scepticism about overly legalistic modes of
communication among supervisors. In practice, the consolidated (home) supervisor has tended to
dominate the host country supervisor even in the case of subsidiaries. Moreover, comments provided
in the BIS questionnaire suggest that some host country authorities were not always fully informed
about the situation of parent banks in home countries. One special challenge is governance: foreign-
owned banks are managed from their headquarters from a global perspective, which means that
different transactions are booked in different banking hubs around the world. As a result, some
subsidiaries end up with a greater concentration of certain risks than would otherwise be the case. As
reporting lines for different operations often bypass local managers, central banks in host countries
might not always be informed in time about issues such as liquidity problems of local subsidiaries.
Different accounting standards also create problems, in part because they affect the type of business
activities that foreign banks carry out in host countries.

Several central banks noted that foreign bank affiliates are often of marginal importance from the
parent perspective, but might well be systemically important for the host country. One issue that arises
in this context is what would happen if a foreign-owned subsidiary that was systemically important
locally ran into problems. One central bank acknowledged that it did not know what parent banks
would do in such a case. There were cases where a parent company had helped its subsidiary
immediately, without asking host country authorities for any assistance. But there were also some
cases of a parent abandoning its subsidiary.11 The response would seem to depend on financial health
of the parent - if the parent was in weak shape, it might care less about reputation costs and abandon
its subsidiary. Another central bank attached less probability to foreign parents abandoning their
subsidiaries than to foreign owners more generally not acting in the interests of local shareholders.

A related issue in this context is the possible conversion of systemically important subsidiaries of
foreign-owned banks into branches. This development has been facilitated in the European Union by
the adoption of the single EU banking passport. But the issue is more general, as the centralisation of
the decision-making process in global financial institutions has led to a system in which subsidiaries
operate more or less like branches anyway.12 The issue in this case is less whether such systemically
important branches (or quasi-branches) might be abandoned in a period of distress - legally, branches
cannot be “abandoned” because claims on the bank stay with the parent - and more how the central
bank and supervisory authorities in the host country might deal with the loss of liquidity in the domestic
banking system and disruptions to the payment system if the parent institution decides to close a
branch that is small for the parent, but systemically important for the host country.

Developments in the global banking industry are important for market discipline and supervision in
emerging market host countries for yet another reason: mergers between parent institutions in
industrial countries might result in a significant increase in concentration in host countries. For
instance, the merger between Unicredito and HVB has implications for competition in the Polish
banking market, as these two parents own the second and third largest banks in Poland. As noted
above, bank consolidation in most emerging economies has not yet been associated with any marked
rise in concentration, as most mergers have involved smaller banks. But mergers between large
domestic institutions that reflect merger activity outside the borders of the host country might be harder
to resist. What could supervisory authorities do in such circumstances if they cannot challenge such
domestic mergers on legal grounds?

The delisting of foreign-owned subsidiaries from local stock exchanges raises a different set of
concerns. Among countries attending the meeting, such delisting has occurred in the Czech Republic,
Hong Kong SAR, Korea, Mexico and Poland. In the Czech Republic, it involved one institution with a
12% share in market capitalisation; in Hong Kong, one very small bank; in Korea, two institutions with
a 0.8% share in total market capitalisation each; and in Poland, three institutions with a combined
share in stock market capitalisation of 5%.

Delisting has been by far the biggest issue in Mexico (see the paper by Sidaoui in this volume). During
2000-05, five of the largest institutions in Mexico, representing 77% of total bank assets, were

One well known case is that of Rije¢ka banka, Croatia’s third largest bank, in which a currency trader caused losses of
nearly USD 100 million, or three quarters of the bank’s capital, in 2002. Germany’s Bayerische Landesbank decided to sell
its 59% share in the bank for a symbolic price of USD 1 to the Croatian government when the losses were discovered. The
government subsequently sold the bank to Austria’s Erste Bank for EUR 55 million plus a capital increase.

2 See CGFS (2004, 2005) and Domanski (2005).
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acquired by foreign-owned banks (foreign-owned banks now account for 82% of the country’s total
bank assets). All of these five institutions were subsequently delisted from the Mexican stock
exchange, leading to a significant loss of market prices and scrutiny by independent analysts.
Moreover, as these banks represented 15% of total stock market capitalisation at the time of
acquisition (11% at the time of delisting), their delisting affected the development of the Mexican
capital market more generally. Even though supervisors required subsidiaries to report as if they were
listed, that information did not benefit the local market. In addition, the disclosure of timely and
meaningful information about developments in institutions accounting for close to 80% of Mexico’s
banking sector was impaired, making it necessary to significantly improve information flows from
parent banks to markets, and from home supervisors to host authorities. The delistings also raise
broader questions about financial and corporate development in emerging market economies and
possible policy responses.
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Appendix

Graph A1
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Table A1

Return on assets

State-owned banks Private domestic Foreign-owned All commercial
banks banks banks
1999 2004 1999 2004 1999 2004 1999 2004
Argentina -0.1 0.3 1.4 1.1 -0.1 -3.0 0.2 -0.5
Chile 0.7 0.5 0.5 1.5 0.8 1.3 0.7 1.2
Colombia -14.5 3.0 -0.2 3.5 -1.4 24 -3.7 3.2
Mexico 1.8 1.0 0.7 1.1 1.5 1.1
Venezuela 0.7 1.5 2.6 4.2 3.5 49 29 4.2
China 0.1 0.3
India 0.4 1.1 0.7 1.0 0.9 1.6 0.5 1.1
Korea -3.7 1.9 -0.0 0.7 -1.0 0.6 -1.2 0.8
Thailand -6.0 1.2 -0.2 2.3 -5.2 14
Czech Rep 0.9 -1.0 0.4 0.7 1.4 -0.3 1.3
Hungary 0.6 2.5 15 3.7 0.1 1.7 0.5 24
Poland 1.1 1.8 2.0 0.5 1.2 1.4 1.4 2.0
Turkey 1.1 25 4.3 1.6 5.4 2.3 -0.7 21
Israel 0.5 0.6 0.6 0.7 0.6 0.7
Saudi Arabia 1.7 2.7 1.7 2.7
Average' -1.3 15 0.7 1.7 1.0 0.9 -0.1 1.9
' Excluding Argentina.
Source: Central banks (BIS questionnaire); IMF.
Table A2

Return on equity

State-owned banks Private domestic Foreign-owned All commercial
banks banks banks

1999 2004 1999 2004 1999 2004 1999 2004

Argentina -1.3 3.6 6.9 8.4 -0.8 -30.3 1.9 -4.9
Chile 12.9 12.1 9.6 21.0 8.6 14.0 9.4 16.7
Colombia -159.0 36.3 -1.5 31.1 -11.9 21.3 -32.5 29.9
Mexico 17.6 11.9 10.5 12.4 16.3 12.3
Venezuela 4.3 13.7 20.2 32.7 26.0 38.7 21.7 34.0
India 8.5 20.9 12.5 16.3 9.9 15.4 9.2 19.3
Singapore 10.5 13.5 10.5 13.5
Korea —60.1 29.6 -0.5 15.0 -7.8 11.2 -17.5 16.5
Czech Rep 14.9 -16.8 9.6 9.8 25.1 —4.3 23.4
Hungary 4.0 19.1 27.2 41.2 1.2 22.7 6.3 28.5
Poland 18.7 27.3 19.5 8.5 13.7 16.9 16.3 18.3
Turkey 27.6 26.6 33.2 10.3 44.9 -61.9 -14.0 14.0
Israel 10.5 1.4 11.8 11.6 1.3 13.2
Saudi Arabia 15.8 26.2 15.8 26.2
Average' -14.7 21.2 12.2 19.1 10.5 11.6 3.7 20.4

' Excluding Argentina.

Source: Central banks (BIS questionnaire).
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Graph A2
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The changing nature of risks facing banks

Ramon Moreno'

Introduction

Emerging market financial systems have proved to be less resilient than the banking systems of
developed countries. Views differ about the reasons for this. Some argue that an unstable
macroeconomic environment is the main culprit. Others blame poor risk management.

In this note we draw on the results of a survey of emerging market central bank meeting participants to
shed light on the possible contributions of these two broad factors to changing banking resilience. We
explore: (1) the changing nature of macroeconomic risks; (2) new forms of risk to banks; and
(3) whether the capacity to manage risks has improved. We conclude the paper with an overview of
what we know about the vulnerability of the banking sector in emerging markets at this time.

1. The changing nature of macroeconomic risks

Emerging economies are exposed to larger shocks than are developed countries.? Annex Table A1
shows that in the second half of the 1990s, the volatility of growth in output, consumer prices, and the
real exchange rate, as well as that of the ratio of bank credit to the private sector to GDP, was
consistently much higher in emerging than in developed market economies. Macroeconomic volatility
would discourage the provision of credit by increasing uncertainty about prospective returns and
exposing banks to potentially large losses. However, more recently macroeconomic conditions appear
to have improved considerably: Annex Table A1 also reveals a sharp decline in the volatility of these
macroeconomic indicators in emerging economies in the last decade, although it still tends to be
higher than in developed countries.

Whether the recent period of low volatility will continue remains uncertain, but a number of structural
changes have occurred which might be expected to enhance macroeconomic resilience and stability.
Some emerging market economies have succeeded in reducing economic imbalances, thus lowering
their vulnerability to external or domestic shocks. As shown in Graph 1, external vulnerability indicators
developed at the BIS® have broadly declined. Indicators of currency mismatches have also fallen
significantly since the late 1990s.* Budget deficits and ratios of public debt to GDP have improved in
some important emerging markets. Finally, resilience has also been enhanced in those countries
which adopted floating exchange rates along with more stable, and increasingly more credible,
monetary policy regimes.

Nevertheless, a number of risks remain. First, large global imbalances - notably fiscal and current
account deficits in the United States, and large current account surpluses in Asia - could reverse
abruptly. A sudden correction, resulting in sharply lower global growth, higher US interest rates and a
steep dollar depreciation could be harmful to some emerging market economies, in some cases by

Comments by Philip Turner, William White and Mar Gudmundsson, helpful discussions with Christian Upper and Agustin
Villar, and the research assistance of Marjorie Santos and Gert Schnabel are gratefully acknowledged.

Inter-American Development Bank (2005, p 8).

Based on the behaviour of the real effective exchange rate, the current account, export growth, external debt level and
growth, and short-term debt in relation to foreign reserves. See Hawkins and Klau (2000, Annex B) for details.

For a discussion of the relationship between currency mismatches and the severity of crises, see Goldstein and Turner
(2004). The graph measures the extent to which the proportion of foreign currency denominated debt is offset by the size of
the export sector, or the presence of a “natural hedge”.
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inducing “sudden stops” in capital flows.® Many are exposed in addition to sharp fluctuations in
commodity prices.

Graph 1
External vulnerability, currency mismatch and fiscal balances
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Sources: Asian Development Bank; Economic Commission for Latin America and the Caribbean; IMF; national data; BIS.

Second, some emerging market economies still face domestic imbalances that could raise concerns.
In China, efforts to adjust the composition of domestic demand from investment to consumption are
having uncertain effects on bank asset quality; other countries might be vulnerable to credit to the
consumer sector as well (see the paper by Mohanty et al in this volume). High public debts are also a
concern in a number of emerging markets, including in India and the Philippines, Turkey and a number
of Latin American countries. In some cases budget deficits are a related concern; in Poland, for
example, rising deficits could adversely affect the prices of long-term securities held by banks. In part
this could occur via a resultant need to tighten monetary policy and in part because it might contribute
to a delay in Poland’s adoption of the euro. A more general concern is that in the current benign
environment, domestic borrowers might become overextended and thus become vulnerable to a
cyclical downturn.

An additional perspective on changing exposure to macroeconomic risks is provided by central bank
responses to the questionnaire mentioned above. Central banks were asked what they thought was
the probability of significant harm to the financial sector in the event of a large shock today, and to
compare this probability to what their assessment might have been 10 years earlier (Graph 2). Their
responses give a distinct impression that banking sector vulnerability to large shocks has declined
over this period.

° A sharp correction of imbalances in the United States and China is a key element of the crisis scenario developed in

Goldstein (2005).

68 BIS Papers No 28



Graph 2
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Source: Central banks.

. There is a perception of reduced vulnerability to shocks arising from external sources (terms
of trade and export demand). This is of particular interest in the light of large external
imbalances and a recent analysis that suggests that a global crisis could be triggered by a
slowdown in growth in the United States and China (Goldstein (2005)). It is less clear that
perceived risks arising from domestic demand have fallen; although no respondent reported
certain harm; more respondents assigned a high probability of harm to the financial sector.

. The number of countries reporting certain or high probability of harm from external financial
shocks or capital flows appears to have remained stable or fallen (see responses for world
interest rates, capital flows, third country exchange rates and own exchange rate). However,
a small subset of countries sees certain harm from sharp increases in sovereign spreads
and capital flow reversals; they did not perceive such high risks 10 years ago.6

. Exposure to perceived risks arising from high domestic asset prices has also fallen (see
responses for domestic interest rates, equity prices and property prices).

Thus, notwithstanding the impression of reduced vulnerability, the responses still indicate a high
probability of significant harm from a wide range of (large) shocks.’

To sum up, while the macroeconomic environment and central bank assessments point to distinct
improvements in the resilience of banking systems to shocks, significant vulnerabilities apparently
remain. In this context, a key challenge confronting policymakers that may have succeeded in
addressing old vulnerabilities is to identify and manage new ones. To provide further perspective on
this issue, we next review new forms of risks for banks.

For capital flows, certain harm was indicated by a small fraction of respondents, whereas it would not have been indicated
10 years previously. However, the number of respondents indicating high probability or certain harm overall fell.

Questionnaire responses may also understate shocks if respondents assumed shocks would occur independently but
instead they occur in combination.
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2. New forms of risks for banks

The resilience of banks in emerging markets depends in part on their exposure to new forms of risks
and their ability to manage them. We focus on trends in credit, market and liquidity risks.®

Credit risk

Credit operations are traditionally the main source of income as well as risk for banks. Many emerging
market economies appear to have compensated for the adverse effects of recent banking crises on
corporate credit growth. In line with this, around 40% of respondents to the questionnaire cited credit
to households as an important or somewhat important source of credit risk. The following aspects may
be highlighted.

First, a distinct increase in credit to the household sector has altered risk exposures.9 Although the share
of credit to households in some cases is still small (Graph 3, left-hand panel), it is growing rapidly. On
balance, credit risks might be expected to fall as a result of the shift to households because: (i) it means
that there is lower overall concentration in bank assets; (ii) consumer credit diversifies risks among a
larger number of borrowers than does credit to corporations; (iii) profits from consumer lending tend to be
more stable and are higher; and (iv) implicit or explicit guarantees, or bankruptcy protection (all of which
can encourage risk-taking by the borrower) might be lower for households than for corporations.
However, a concern, cited by one central bank respondent, is that banks know less about their
household borrowers than they do about their corporate borrowers. In any case, experience shows that
risks in lending to households can be significant, as in the example of Korea cited in Mohanty et al’s
contribution to this volume. Credit risk in Korea now appears to have declined because of adjustments
following recent crises and the cleaning-up of non-performing loans (NPLs). However, stress tests for
credit risk exposures, which are done occasionally, indicate that it is still the largest part of risk exposure.
Another example is India, where the possibility that rapid rates of growth in credit card lending (about
30-40% a year over the past five years) might increase risk exposures is a concern (Merchant (2005)).

Graph 3
Trends in credit to the private sector and residential property prices
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Sources: IMF; CEIC; national data.

This paper will not focus on operational risk. This is a new issue, and could involve significant costs to banks, but our
inquiries suggest that domestic banks in a number of emerging markets have neither data to estimate it nor procedures to
manage it. In the context of the discussion in this paper, a key concern is that the exposure to new types of credit, and the
growing reliance on tradable securities and credit derivatives, as well as new techniques of risk assessment, could increase
the risk of errors in modelling or product design, or complicate settlement.

For a discussion on reasons for this shift, see the paper by Mohanty et al in this volume.
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Second, in some countries there are significant credit risks on the banking book associated with asset
price fluctuations. For example, households which have taken out mortgages bear unhedged interest
rate risk and are also exposed to fluctuations in real estate prices which might be related to interest
rate movements or the stage of the cycle. As can be seen in Graph 3, property prices in emerging
markets are in many cases at least as volatile as they are in two developed countries where volatility is
high (Australia and Netherlands). Cumulative changes in these prices have been large; since the end
of 2002, real estate prices have approximately doubled in South Africa, and increased up to 60% in
Hong Kong SAR. Risks from property price increases depend on exposures, which vary considerably.
Lending for residential real estate accounts for around 25% of total loans in Hong Kong and Korea,
around 19% in Hungary, Poland and Israel, but 12% or lower in Colombia and Mexico (see Annex
Table A2). In some cases, such as Korea or Hong Kong, bank exposure is limited by ceilings on loan-
to-value. However, in Korea there is still concern that a fall in property prices could adversely affect
aggregate demand or employment. In one country, a stress test conducted in 2004 indicates that an
isolated and local sharp fall in real estate prices would not have systemic effects; however, the
financial situation of many banks could deteriorate significantly if a real estate crisis were
accompanied by a general economic crisis. One big risk to banks is that households will service their
debts but will then cut back on spending to do so. A broader recession would then affect banks in
other ways. The Bank of Thailand’s contribution to this volume discusses the simulated effect of a
policy rate hike on financial stability; the risks of a disruption are limited, but market conditions warrant
monitoring.

In some countries dollarisation™ is a potential source of exchange rate-related credit risks. Some
banking systems have significant liabilities in dollars and attempt to compensate by extending dollar-
denominated loans to domestic residents (De Nicolo et al (2003), Cayazzo et al (forthcoming)). While
banks thus hedge their currency positions, most borrowers earn in local currency and do not hedge
their borrowing. Dollarisation is significant in Latin America, Turkey and central and eastern Europe
(CEE). In Peru, for example, 70% of deposits and 60% of credit is in US dollars. Exchange rate risk is
also present in the books of borrowers in Turkey, but for a different reason; in this case it is because
companies have borrowed heavily from abroad. In Poland, an increasing share of banks' loan
portfolios is in foreign currency, mainly in the form of long-term loans for financing purchases of
property.11 Bank vulnerability in this situation is in some cases potentially limited by policy or by
specific conditions. For example, in Chile banks are required to provision for this indirect foreign
exchange risk. In CEE, the risks associated with high rates of dollarisation are attenuated by an exit
strategy, which is the adoption of the euro.

Market risk

A number of questionnaire respondents noted that the growth in bank trading books has increased
exposure to market risk in a number of economies; such risk was generally not considered significant
(and was not analysed) 10 years ago. However, exposure to market risk is in many cases still quite
small. To illustrate the range of exposures, in Korea marketable securities grew 21% in 2004, to reach
over 14% of total assets. In Mexico, about 75% of the total risk of financial institutions, as measured by
value-at-risk (VaR), can now be traced to market risk (from positions that are sensitive to interest rate
fluctuations); 10 years ago the main source of risk was credit risk. In the Czech Republic, capital
requirements for market risks (trading book, including capital requirements for the credit risk of the
trading book) have almost doubled over the last five years; however, they still comprise less than one
tenth of the capital requirements for the banking book (credit risk). In Thailand, the direct capital
impact of market risk on regulatory capital is estimated at less than 1 percentage point, which is
significant but small enough to be considered manageable. In Poland and Israel, the direct market risk
to banks is considered small. In Poland’s case this is because the banks tend to have closed positions
in foreign currencies, and floating interest rates apply to both long-term deposits and loans.

This is a generic term referring to the use of any foreign currency for transactions in a local market. In many countries this
involves the use of US dollars; in central and eastern Europe, it involves the use of euros or Swiss francs.

These loans are popular because they are cheaper for borrowers. See discussion relating to Figure 7 of Pruski and
Zochowski’s contribution to this volume.
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Risk on the trading book from fluctuations in interest rates is particularly important in some countries
(India, Indonesia, the Philippines, Argentina, Colombia) where government securities form a significant
part of banks’ assets (see the papers by Mohanty et al, Pesce, Vargas and Goeltom in this volume). In
a number of countries, these holdings have been a large source of trading profits when interest rates
were falling but have resulted in losses when rates rose.

Stress tests reveal that banking systems’ exposure to this type of risk is also significant in other
emerging markets, whether due to holdings of government or private securities. According to one
Latin American central bank, a 100 basis point increase in yields across all maturities would cost 17%
of the annual earnings of financial institutions. In Mexico, the main source of market risk derives from
long-term assets and fixed rate instruments, but a shock the size of the 1995 crisis would not lead to
the disappearance of the capital of any bank. In 2004, another central bank assessed the impact of a
price decline in corporate debt of 30%. For institutions that had resident enterprises’ listed instruments
in their portfolios, losses for two types of banks ranged from 2 to 4.8% of capital, up from 1.3 to 3.6% a
year earlier."® Still another central bank performed a test of dependence of the banking system on the
public sector, in both assets and liabilities. It showed that some small banks’ capital and net earnings
were sensitive to moderate changes in public debt prices or withdrawal of public deposits. In Hong
Kong SAR, a stress test conducted in 2005 revealed that an interest rate increase of more than 2%
could lead to some banks making a loss. This is because banks might not have necessarily factored in
the interest rate or significant exposure to interest rate sensitive sectors such as property (Gimbel
(2005)). In Korea, however, based on quantitative risk management tools such as VaR, the market risk
of bonds was assessed as low.

Most respondents to the questionnaire expressed no concerns about exchange rate risk, although
direct currency exposure, while low, is in some cases significant. In Turkey, banks have small open
positions that do not require additional capital, so exchange rate risk is much lower than in the period
before the 2000-01 crisis. In Korea, a stress test of the impact of Chinese renminbi appreciation on
banks’ foreign currency risk estimated the impact as low because of ex ante portfolio adjustment. In
contrast to past episodes in which currency depreciation was the main concern, there could be risks in
possible currency appreciation in countries where foreign currency holdings are significant.14

Neither were significant concerns expressed about the market risk from holding stocks, as such
holdings are low in many emerging markets (eg 0.1% of total assets of banks in Korea and 0 in Chile,
where banks are prohibited from holding stocks). In one country, it was estimated that the impact of a
fall in the stock index by 30% would not entail significant losses, and this estimate had fallen; losses
were estimated at 3.8% of capital at the beginning of 2005 against 5.2% of capital a year earlier. For
estimates of bank open positions in currencies and equities, see Annex Table A4.

Liquidity risk
The analysis of liquidity risk (the risk of being unable to raise funds without incurring unusually high
costs) focuses on gaps between bank assets and liabilities along the whole maturity spectrum.’ An

excess of assets over liabilities at each maturity creates a funding gap, and liquidity management
involves securing financing to cover this gap or limit its size (conversely, if assets fall below liabilities,

For further information on banks’ holdings of securities, see Annex Table A3 and Mohanty et al's contribution to this volume
(Graph 1).

Type 1 comprised banks that were required to calculate interest rate risk and, consequently, included market risk in the
calculation of the capital adequacy ratio; Type 2 comprised credit institutions that did not calculate interest rate risk. The
latter had lower estimated losses.

In Chile, interest rate risk is relatively more important than exchange rate risk.

In this context, recent research has formalised the idea that one reason why banks exist is that they are a mechanism for
pooling liquidity to meet the demands of savers and borrowers simultaneously. In particular, banks can reduce their need for
cash in response to unexpected shocks to liquidity by combining transaction deposits and loan commitments, as long as
depositor and borrower demands for liquidity are not highly correlated. In line with this, banks with a larger share of
transaction deposits (in total deposits) tend to extend more loans (Kashyap et al (2002)). For interbank market implications,
see footnote 36.

72 BIS Papers No 28



the liabilities need to be invested). Prospective funding gaps create exposure to interest rate risk
unless hedged, as the costs of funding or returns on investment are uncertain. ™

While data on funding gaps at different maturities are currently not available, we can get a sense of
liquidity conditions by examining the ratio of liquid assets to liquid liabilities (liquid asset or current
ratio”). This is highest in banks in Korea and the Czech Republic (115% and 95% respectively),
intermediate in Turkey, Poland, Hong Kong SAR, Mexico, Saudi Arabia and Hungary (37-65%) and
lowest in Venezuela, Israel and Colombia (23.4-29.3%). Current ratios declined significantly between
1999 and 2004 in Venezuela, Hungary and Israel (see Annex Table A5 for liquidity ratios and other
indicators related to funding gaps). As the preceding are aggregate data and reflect a variety of
economic conditions, interpretation is not straightforward. However liquidity ratios might be expected
to be higher in economies where the government does not actively intervene to meet funding gaps,
financial institutions are risk-averse, fixed interest rates prevail or where hedging is more difficult.

Additional perspective could be gained by examining the ratio of demand deposits to credit to the
private sector over the business cycle and during episodes of financial stress (Graph 4). Given that
credit to the private sector is illiquid, a rising share of demand deposits could suggest higher liquidity
risks. This appears to be an issue in a number of emerging markets. For example, one central bank
noted that low interest rates had encouraged banks to fund from short-term sources in the current
cycle; this has deepened the maturity mismatch in the balance sheets of deposit-takers, who are now
exposed to both significant interest rate risk and higher liquidity risk.

Graph 4
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As can be seen, the demand deposit ratio has been stable for extended periods in a number of
countries, such as Brazil and Chile (converging to around 12%), and Korea and Thailand (converging
to around 5%). In other countries it has been quite volatile, although the relationship to the cycle is not
always apparent. In some countries there appears to be a boom and bust process in which the ratio
falls with rapid growth in credit during a cyclical upturn, and then rises in the aftermath of crises.®

'® A complete analysis at the bank level would include consideration of “maturity ladders”, which are based on the projected

evolution of assets and liabilities and expected gaps at given maturity dates. Goldstein and Turner (2004, pp 94-5)
recommend that supervisors or central banks aggregate the liquidity gap analysis of individual banks to construct maturity
ladders for the whole economy.

The current ratio typically refers to assets that could be converted to cash in less than one year and to payables due within
one year.

Examples include Mexico around the time of the peso crisis, Brazil before and after 1997, Malaysia and to a lesser extent
Indonesia and the Philippines around the time of the Asian crises of 1997-98, and Argentina. Remarkably, no such cycle is
apparent in Korea or Thailand around 1997.
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One possible interpretation of these fluctuations is that during boom times, banks are expanding their
credit portfolios in anticipation of higher returns, and might be willing to offer higher rates of interest to
longer-term depositors; this might encourage a fall in the demand deposit ratio. During bad times, the
ratio rises because demand deposits become more attractive to depositors due to concerns about the
safety of their deposits,19 because banks offer lower rates of interest and because credit has fallen.
The effect would be particularly strong in those banking systems where credit has collapsed or NPLs
have suddenly been taken off the books of the banking system, as occurred in the Czech Republic
earlier this decade.” One caveat is that in a number of cases, such as Mexico, the rise in demand
deposits appears to have persisted for a long time, so factors other than the 1994 crisis may be
responsible for the rise in the proportion of such deposits.

The preceding discussion suggests that the relative importance of risks could change over the
business cycle. Credit risk would be of concern during boom periods as credit portfolios expanded.
Potential illiquidity in the banking system’s balance sheet, which makes it vulnerable to runs, could be
a greater concern during bad times, but not in all cases and possibly only in the aftermath of certain
very severe crises. Determining more precisely the changes in risks over the cycle requires further
research.

3. Has the capacity to manage risks improved?

Assessing risks

The past 10 to 15 years have been associated with significant changes in the reliance on risk
management in a number of emerging markets. In the past, the extension of credit in many economies
reflected government guidelines or existing banking relationships. Institutional conditions played a
large role; many banks were state-owned or were subject to government credit guidelines. Private
banks (eg in East Asia) were often family-owned or formed part of a corporate network in which priority
was given to lending within the group of related businesses. There was no culture of risk management;
the government, other banks, or the profitable segments of the corporate networks (which were often
relied upon to provide guarantees to their weaker partners) would provide support in case of financial
difficulty. Supervisory oversight was formal and focused on compliance with rules rather than risk
mitigation.?' The system was not transparent, and market discipline was absent or ineffective.

The high costs of this system (financial crises, persistent losses among public banks) have led to
significant changes. State-owned banks have been privatised in many countries. Competition has
been encouraged by liberalising entry, notably by foreign banks (see the paper by Mihaljek in this
volume). There has been more reliance on market discipline, requiring greater transparency in
governance and accounting. Prudential oversight has shifted towards ensuring that financial
institutions are run in a way that is conducive to financial stability, as opposed to ensuring compliance
with rules.

To varying degrees, these changes have increased the accountability of bank managers and their
incentives to improve risk management. In the past 10 years, risk management units have been
established in banks in emerging market economies or their role has been strengthened, and risk
management issues are now explicitly considered by boards of directors of these banks. Ongoing
technical improvements include: (i) changes in the approach to valuation, including marking to market
or fair value assessments; (ii) the quantification of various risks, including the use of VaR calculations

Increases in demand deposits may be seen in the context of Diamond and Rajan’s (2003) argument that such deposits
serve as a device for attracting depositors by reassuring them that the bank will not be able to extract additional rents (any
effort to do so would trigger a bank run). Demand deposits and the associated financial fragility are thus a disciplining device
that are an intrinsic feature of financial intermediation. The policy implication is that financial fragility should not be entirely
eliminated by regulation since it promotes good internal governance.

2 As noted earlier, this effect is not apparent in Korea or Thailand, even though both countries had large programmes for NPL

disposal.

' For perspectives on supervision see Topping (2005), and the respective contributions to this volume by Ryback,

Guinigundo, Al-Hamidy and Villar.
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and stress testing, focused on market risks and to some extent on credit risks; and (iii) the pricing and
allocation of credit, as well as provisioning and the allocation of capital on the basis of risk
assessment.

While the extent to which more market-oriented or sophisticated risk management tools have been
adopted varies considerably, the use of such tools now appears to be a more common part of banking
practice in emerging markets. As illustrated in Graph 5, which focuses on valuation, modelling and
reliance on data, in about 40% or more of responding countries there has been full or extensive
adoption of marking to market, VaR (typically of market risks), stress testing, and reliance on credit
default information or credit bureaus. However, efforts to adopt better approaches to valuation and risk
management raise a number of issues.

Graph 5
Use of risk management techniques by deposit-taking institutions’
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contracts

! Percentage of economies which gave the answer indicated. Respondents comprise Chile, China, Colombia, the Czech
Republic, Hong Kong SAR, Hungary, Indonesia, Korea, Malaysia, Mexico, the Philippines, Poland, Russia, Saudi Arabia,
Singapore, Thailand and Turkey.

Source: Central banks.

Issues of valuation

There has been a shift towards marking to market and fair value accounting that in many cases is
broadly consistent with international or developed country accounting standards. Implementation
appears to be well advanced in some emerging markets while lagging in others. For example, Korea
and Turkey have adopted fair value on trading portfolios (derivatives and many securities), but other
assets are measured at historical cost. Other countries are taking steps to implement international
accounting standards for fair value accounting (eg IAS 39).

Transparent accounting is a prerequisite for effective risk management and the exercise of market
discipline. In addition, it creates the right incentives for bank managers. For example, a number of
emerging markets have kept NPLs on their books for extended periods without recognising the losses.
The implementation of IAS 39 would require banks to recognise these losses, creating a strong
incentive to dispose of the loans (this is the case in the Philippines). Notwithstanding these
advantages, the growing adoption of fair value accounting raises a number of issues cited by our
questionnaire respondents.?

2 One respondent also cited the amount and quality of resources and controls required to reliably measure the fair value of

financial instruments, which is disclosed in a note to the financial statements.
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First, measurement issues. For example, how does the designated use of a financial instrument affect
its measurement (eg a loan which is a hedged item in a fair value hedge and a loan which is not; debt
securities held to maturity, held for sale and trading securities; a derivative instrument which is a
hedging instrument in a cash flow hedge and a derivative which is not). How does one deal with
measurement differences of instruments that differ in their legal form, but are similar in their economic
substance (for example: loans and debt securities that are not traded).

Second, how can one obtain reasonable fair value for instruments which are not priced in deep and
liquid markets?

Third, how relevant are unrealised valuation changes, especially those that are not intended to be
realised for a long while? Such valuation changes mean bank financial statements can become more
volatile. This could raise regulatory capital requirements, and possibly lead to procyclicality.

Views on how to address this last issue vary considerably, with some opting for deferred recognition of
valuation changes and one central bank stressing the importance of immediate recognition. In
Venezuela, the bank supervisory authority (which is not the central bank) has dealt with unrealised
valuation changes by allowing banks to transfer government securities, over 90% of the investment
portfolio, from the trading portfolio (subject to mark to market) to a “permanent portfolio”. Banks thus
avoid the effects of a sharp decline in prices, and can easily hold government securities to maturity
since the longest term is four years. Another respondent noted that the Committee of EU Banking
Supervisors had introduced prudential filters which help limit the impact of IAS introduction on
regulatory capital and presumably attenuate any procyclical impact at the macro level. However, the
Czech National Bank stressed that financial statement volatility contains important information. It noted
that movements in the yield curve introduce volatility into the profit and loss statement only if a bank is
not hedging its interest rate risk; it is appropriate to show this profit and loss volatility by fair value
accounting. Under old accounting practices, this volatility was hidden.

Issues of risk assessment

As noted earlier, banks in emerging markets are adopting more advanced techniques for risk
assessment, such as VaR, stress testing and credit scoring. Underlying this have been sustained
efforts by financial institutions in many emerging market economies to introduce functional risk
management groups as well as the large improvements in IT infrastructure needed to handle up-to-
date valuation and risk measurement requirements. In a number of economies, risk assessment is
now used as the basis for daily transactions, and to improve such risk management practices as limits
to different positions. Three difficulties in implementing more sophisticated risk assessment techniques
may be highlighted.

First, data problems. Modern techniques of risk management, reflected in the methodological
approach of Basel Il, involve the estimation of probabilities of default on the lender’s loan portfolio, as
well as of loss-given-default. Banks in emerging markets often lack sufficient data on corporate and
household rates of default to estimate default probabilities.” In the case of one advanced emerging
market economy, banks could estimate default probabilities but typically did not estimate loss-given-
default. Foreign banks get around the problem by relying on data from their home country operations,
but these data might not be entirely applicable to the emerging markets. Many emerging markets are,
however, taking steps to improve data availability. For example, Malaysia and Thailand have
respectively established a centralised credit registry (for households and corporations) and a credit
information bureau. However, in some countries banks are reluctant to share information on
borrowers, even when credit information bureaus already exist.

Second, even in relatively advanced emerging markets, banks might lack suitable techniques for
designing and calibrating models to evaluate alternative scenarios. As noted by one central bank
respondent, measures of VaR or market risk are sometimes not standardised, and it is difficult to verify
the economic validity of estimated values.

% It would still be possible to draw on a significant amount of information to make informed credit decisions, but tighter

constraints on credit might then be needed due to less precisely estimated risks. One central bank respondent said that
growing credit card lending was appropriately managed by banks which followed due diligence in lending to households.
Such banks generally required borrowers to submit regular information about their income and debt positions.
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Third, the human resources and infrastructure (IT and other) costs of implementing advanced
techniques of risk assessment can be very large.

One questionnaire respondent said that external ratings also help risk management processes, as
they can be used as a check on internal ratings or to assess credit risks. For instance, reliance on
external ratings of borrowers is foreseen under the standardised approach of Basel Il. However,
discussions with international rating agencies suggest that it is unlikely that they will rate more than
a limited set of (major) borrowers in each emerging market in the near future, because increasing
coverage is simply too costly.24 This would be particularly true in the less advanced emerging
markets that would be most likely to rely on external ratings. There are local rating agencies in a
number of countries that cover a larger set of domestic corporate borrowers. This can contribute to
improved risk assessment, but the national ratings are not necessarily comparable across
countries.? Each country would thus have a different way of rating borrowers and weighting risks.
An implication is that indicators of banking conditions such as capital asset ratios will not be
comparable across countries. This can complicate policy assessment and cross-border asset
allocation decisions.

Better risk management’?26

Better risk management is ultimately reflected in better pricing. While pricing reflecting assessments
of risks and return are the norm in developed countries, achieving this in emerging economies is an
ongoing process. A key concern in some countries has been the existence of very high bank
intermediation margins over extended periods (Brock and Rojas-Suarez (2000)). The reasons for
the persistence of high intermediation margins are not clear, but may include a history of banking
crises, lack of competition, and government regulations that favour lending to certain sectors (which
might result in cross-subsidisation through higher rates being charged to other sectors). In the past,
restrictions in interest rates may also have played a role.

Cross-country time series data for intermediation margins are not readily available, but IMF data on
loan-to-deposit spreads offer some perspective (Graph 6). As can be seen, Brazil is perhaps the
most extreme case of high spreads, at around 40%. In contrast, there are a number of countries
where loan-to-deposit spreads are low, and comparable to those in developed markets. Even in
those countries where spreads are lower, however, extended periods of stability raise questions
about the influence of market forces in price setting.?’

% For example, in Mexico, where there is a large foreign bank presence, rating agencies play a limited but growing role in

assessing banks’ credit risks. On the one hand, only a few categories of assets take external ratings into consideration and
few banks have rated their issued securities. On the other hand, the local operations of international rating agencies
(Standard & Poor’s, Moody’s and Fitch) are the main source of ratings for Mexican and other Latin American companies and
provide increasingly valuable information. Their ratings complement banks’ internal rating systems, thus improving debtor
quality information.

% Domestic rating agencies often follow a methodology similar to that of international rating agencies, but would not be in a

position to harmonise ratings on a cross-country basis. In a number of emerging markets, the problem is alleviated by
foreign rating agencies entering into joint ventures with local ones. In China, there are 73 rating agencies with a total staff of
1,200 and cooperation with international rating agencies has led to significant improvements in rating techniques and
quality.

% Risk management has been influenced by provisioning, which is discussed in Villar's contribution to this volume.

¥ gee also the discussion of pass-through from money market rates in Archer’'s contribution to this volume. An alternative

perspective on spreads is provided by Sidaoui in his contribution to this volume (see discussion relating to his Graph 11). He
notes that higher spreads can be obtained from new types of lending, such as credit card lending, than from traditional
commercial credit. As noted by Pruski and Zochowski in this volume, credit to households also earns higher rates than
credit to corporations in Poland.
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Questionnaire responses suggest that the adoption of improved techniques for risk assessment have
allowed banks in some emerging markets to improve risk management and to rationalise their pricing.
Innovation will play an increasingly important role in this process, as new financial instruments tend to
reduce market segmentation, and to make prices across borders and between various types of
financial instruments (credit and equity) move more closely. However, concerns remain about whether
pricing fully reflects the risks being taken.

A number of factors that have a bearing on pricing and risk management in emerging market
economies may be cited.

First, technical difficulties in pricing risk correctly. While risk is now increasingly taken into account in
pricing, domestic banks in many emerging market economies still face considerable difficulty in pricing
it correctly because of the data and model limitations cited earlier.

Second, changes in market structure and growing competition. Changes in market structure
(privatisation, increased entry by foreign banks, fmanmal innovations) have significantly altered the
competitive environment faced by domestic banks.?® In emerging markets, foreign banks intensify
competition because they tend to be more highly rated than domestic banks (whose ratings typically
do not exceed the sovereign’s) and thus have access to cheaper financing. Their competitive
advantages are often enhanced by greater operating efficiency and better technology. The
implications for risk management and financial stability are mixed. On the one hand, the erosion in
pricing power (ie less ability to lower deposit rates and raise loan rates) reduces earnings and
increases the incentives for risk-taking on the part of domestic banks. Moreover, competitive
pressures might also lead to mispricing. For example, in one economically advanced emerging
market, the lending rate generally reflects expected loss, but only a few banks mcorporate unexpected
loss (cost of capital) into their pricing due to competition in the lending market.?® On the other hand
lower loan rates reduce adverse selection problems and incentives for risk-taking by borrowers.* The
presence of foreign banks can also enhance financial stability by improving risk management among
competitors, and because of the potential support by the parent. Indeed, questionnaire respondents
indicated that foreign banks often hedge their positions by implementing reverse transactions with their
respective parents.

% gee the paper by Mihaljek in this volume.

» Improvements in measuring expected and unexpected loss are also needed in order to increase the use of risk-based

pricing.

% For a discussion of these competing viewpoints and some recent empirical evidence, see Beck et al (2003) and Boyd and

De Nicolo (2005).
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Third, concentration risk and connected lending. In some countries (eg Israel) concentration risk arises
because most credit is to the local economy and all the big banks are locally owned. Credit to a few
big local groups of connected borrowers is now close to regulatory ceilings; some of these are highly
leveraged borrowers whose performance could have systemic effects. Some of these groups were
formed as a result of privatisation. It may be noted that connected lending as a percentage of capital is
nonetheless relatively small in Israel, just over 5% in 2004, compared to nearly 12% in Saudi Arabia,
20% in Venezuela and about 26% in Mexico (Annex Table A2). While precise data are not available,
connected lending appears to be an issue in China, where banks sometimes extend credit on the
basis of loan guarantees by related (but sometimes also unrelated) parties. Loan guarantees appear
to have been implicated in the recent failure of a major Chinese conglomerate.®’

The risks of connected lending are illustrated by the experience in the last decade of one emerging
market where most private sector banks belong to family-owned industrial groups. There were limits
on connected lending but banks still tended to lend to their related group companies, which pursued
aggressive growth strategies. Presumably because connected lending creates incentives for
evergreening, NPLs were rolled over and not classified according to requirements; huge loan losses
were thus underestimated. Connected lending was also a problem during Korea’s financial crisis, as
well rated or better performing firms provided guarantees to related weaker firms. In Turkey, efforts to
reduce connected lending could be very beneficial as most failing banks taken over by the country’s
saving deposit insurance fund engaged in such lending (see Basgi’s contribution to this volume).

Fourth, government restrictions. Credit risk can be influenced by government restrictions or
institutional factors that affect the ability of banks to manage risks. In some countries, interest rate
controls prevent banks from pricing credit to account for risks. For example, interest rates in China and
Venezuela are still subject to controls, although they were recently partly liberalised in China. In
Turkey consumer loans can only be extended at fixed rates, creating risks for creditors who fund at
floating rates. In a number of countries (eg India) banks are required to follow credit allocation
guidelines, which do not necessarily conform to decisions based on assessments of risks and returns.
In China, there is concern that local authorities have influenced credit decisions made by bank
branches.

Fifth, deficiencies in legal frameworks. An important source of credit risk is imperfect contract
enforcement. Many banks in emerging markets - particularly those following civil law - confront
legislation that generally favours the borrower rather than the creditor (for example, by making
collateral difficult to seize). Apart from this, court cases can last for years and outcomes are
unpredictable; the resulting risks deter lending. Changes have been slow, although some countries
(eg Brazil, Mexico, Argentina) have adopted new banking legislation that has to varying degrees
improved contract enforcement. In Brazil, ways of attaching earnings to pay bank debt have resulted in
large increases in lending to households. In some cases, like that of Venezuela, developments have
gone the other way; activism by consumer groups and legislative and judicial decisions have reduced
creditor rights, and eroded the credit culture of borrowers.

Sixth, a risk management culture is still not fully developed in many emerging markets. While risk
management culture now resembles that of developed markets in a number of countries, there are still
some noteworthy differences. Even when banks are privately owned, bank boards might accept
greater risks over the objections of their risk management groups, with a view to gaining a larger
market share or short-term increases in revenues. Under these conditions, recent easy financing
conditions and competitive pressures could imply an excessive lowering of credit standards. Credit
standards have also been an ongoing concern in China, and in particular the extent to which a
reduction in NPLs might have been achieved largely by expanding the overall size of the loan books
without adequate consideration for risks.*> Even if the importance of effective risk management has

¥ Press reports indicate that the failed industrial conglomerate Kelon received CNY 381 million in guarantees from

Greencool enterprises, a firm owned by Kelon’s former Chairman Gu. Resources became available to make good on this
guarantee only because Mr Gu’s assets were seized. Non-transparent loan guarantees appear to have posed other
difficulties for Kelon. As early as 2002, it had advanced CNY 1.2 billion to its former controlling shareholder through
undisclosed transactions involving bank borrowings, guarantees and debt transfers. More recently, a local Chinese court
froze CNY 17.1 million in bank deposits and Kelon’s 22.73% stake in its Jiangxi-based subsidiary Huayi Compressor Co
Ltd due to a loan guarantee dispute.

2 For example, according to press reports, a Goldman Sachs report on China Construction Bank, which was listed in Hong

Kong SAR in October 2005, estimated that 7.4% of new corporate loans granted by CCB in 2002 had already turned sour.
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been recognised by the Chinese authorities for some time now, observers have expressed concern
that majority government ownership might create incentives to pursue social as opposed to
commercial goals, with such an approach leading to bank losses.

In some cases, prudential regulations suggest concerns that risk management tools in place might not
suffice to manage systemic risks. One example is regulatory loan-to-value ceilings, implemented in
some emerging markets, which do not rely on the internal risk management tools of financial
institutions. Another example is restrictions that were recently imposed on consumer credit in
Thailand.*® Beyond this, government intervention to rescue financial institutions or firms can dampen
incentives for risk management, particularly if these institutions do not pose systemic risks.

Seventh, the adequacy of mechanisms and markets for managing and mitigating risks. This involves
issues such as the availability of instruments for hedging and risk transfer, and the functioning of the
interbank market (for managing liquidity risks). These are discussed in the next two sections.

Instruments for hedging and transferring risks

The effectiveness of risk management also depends on the ability to hedge or transfer risks. One
issue here is the lack of depth in (cash) asset markets, which has sometimes constrained risk
management by limiting the ability of financial institutions to adjust their portfolios in a timely fashion.
Conditions in some cases have improved, however (see below).

Another issue is the depth of markets for hedging or transferring risks. The degree of market
development varies, but in a number of cases derivatives markets have grown rapidly. For example,
increases in outstanding derivatives positions have been large in Mexico and Hungary. Based on
questionnaire responses, the following can be highlighted (see Annex Table AG).

First, markets for hedging exchange rate risk (forwards, swaps) are common in emerging economies
and are usually the most liquid.

Second, markets for hedging interest rate risk are either very recent or not available in a number of
emerging market economies (eg in Latin America). One reason for this may be lack of liquidity in
underlying bond markets.* Countries have sought to address this with varying degrees of success.
One successful example is offered by Mexico, where maturities have increased considerably, and
local currency fixed rate government issues are now available in maturities of three, five, seven,
10 and 20 years. These securities have helped stabilise cash flows under different interest rate
conditions, and instruments exist to hedge the associated interest rate risk in fairly liquid markets.

Third, standardised contracts that trade on exchanges (eg futures) are available in some countries.
Such contracts are sometimes preferred because they lower costs. They are also more transparent,
thus lowering the operational (eg settlement) risk usually associated with over-the-counter
(OTC)transactions. However, because they are not customised, they will not necessarily be the first
choice of financial institutions seeking to develop new products.

Fourth, the share of new credit risk transfer instruments is still small in many emerging markets
although these instruments are attracting growing interest. One of their uses has been to help
strengthen banking systems via the securitisation of NPLs. More recently, there has been interest in
the development of mortgage-backed securities (MBS) markets. However, questionnaire responses

Furthermore, “special mention” loans (which were likely to become NPLs) comprised 14% of CCB’s loan book in the first
half of 2005. The case of CCB is particularly relevant because of government measures to strengthen the bank by
recapitalising it, removing NPLs from its books, and improving its governance prior to listing. For another example, in the
course of a(n individual) rating upgrade in September 2005, Fitch Ratings estimated that ICBC’s NPLs had fallen due to
government assistance, but the underlying trend of ICBC NPLs actually increased in 2004. ICBC states that this is due to a
much stricter classification of overdue loans.

i According to the Bank of Thailand, this recent regulation of consumer credit was partly preventive, with a view to reducing

systemic risks, and not aimed at restricting credit to households. The current regulation restricts the maximum credit limit to
five times borrowers’ monthly income, 10% minimum payments, and cancellation of credit cards with outstanding debt
exceeding three months. To prevent what were seen as excessively high interest rate charges, interest rates on consumer
lending are now subject to a maximum of 28% (15% interest rate and 13% charges and fees).

% See Jiang and McCauley (2004), Ma and Remolona (2005), Gyntelberg et al (2005), Jeanneau and Peréz Verdia (2005)
and BIS (2002).
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suggested that while traditional derivative instruments are widely used for risk mitigation, new credit
risk transfer instruments, such as credit default swaps or asset-backed securities (ABSs), are
sometimes used to take certain investment positions at a lower cost, or to provide services to clients,
rather than to manage risks. To illustrate, in some countries foreign banks issue credit-linked notes
acquired by domestic residents (typically banks); the reference is dollar-denominated debt issued by
the host country. In this manner, foreign banks buy protection from domestic residents, paid for in
advance. The credit-linked notes are an investment vehicle for domestic banks that thereby become
exposed to counterparty and credit risk.** Another example is the use of cross-border ABSs
denominated in foreign currency to finance the issuance of credit cards in Korea. Here, ABSs provided
a way of accessing domestic and foreign financing on much cheaper terms than could have been
obtained by issuing a bond in the domestic market. To illustrate how Korean ABS transactions were
designed, Annex 1 discusses an ABS transaction securitising the credit card receivables of a major
credit card company, LG Card.

New credit risk transfer instruments raise a number of issues. First, how can the reallocation of risks
associated with new instruments be systematically assessed and managed? In particular, does the
possibility that these instruments could transfer risks towards emerging markets rather than away from
them raise concerns? For example, while it could appear in Korea's case that risk was transferred to
foreign investors buying the ABS notes it is not clear how much cross-border risk-sharing actually
occurred as Korea'’s credit crisis unfolded. If foreign investors suffered any losses, these were not as
widely reported as the considerable losses to Korean financial institutions. One could also ask whether
prudential issues arise when financial institutions in emerging market economies become protection
sellers through credit derivative instruments. These transactions increase domestic bank exposure to
the sovereign and introduce a layer of counterparty risk.

Second, does the design of some credit risk transfer instruments, and the insurance provided to
investors, weaken rather than reinforce market discipline? In particular, does it reduce the incentive for
diligent risk management by protection buyers or the issuer?

Third, is the process (which might involve several parties engaged in a complex web of transactions)
sufficiently transparent?

Interbank markets

Banks’ capacity to manage risks depends in part on how well the interbank market works. A particular
concern is how vulnerable banking systems are to shocks that might reduce liquidity in the interbank
market, as this could be an important channel for the spread of a crisis. In particular, in response to a
shock (such as the failure of a major bank) banks might choose to withdraw liquidity from the interbank
market, triggering contagion.36 One questionnaire respondent noted that liquidity risk had risen with an
increase in (bank) lending and household deposits. While risk was contained by a recently established
deposit insurance system, stress testing suggested that banks could incur significant losses as a result
of a crisis in the interbank lending market.

Some perspective can be gained by reviewing the relative importance of interbank markets, and
pressures on liquidity indicated by the volatility of interbank rates. To illustrate, Graph 7 (left-hand
panel) provides an indicator of the relative size of interbank credit for a number of emerging market
economies. As can be seen, there is a significant amount of cross-country variation, with Russia
having the smallest relative interbank claims (by this measure) and Thailand the highest.

% However, the risk rating of the counterparty might be higher than the sovereign’s. Credit-linked notes are used inter alia in

the Philippines and Venezuela.

% Systematic research on this topic has so far focused on the experience of some developed countries. For example, Furfine

(1999) estimates bilateral exposures in the US federal funds market and attempts to determine the impact of a major bank
failure on other banks (“domino effects”). Losses appear to be limited. Upper and Worms (2002) estimate domino effects in
Germany, and find that there is a high degree of concentration in the interbank market; in line with this, domino effects can
lead to significant losses from contagion. Gatev et al (2004) argue that liquidity in the interbank market might increase
during periods of financial stress because investors shift funds from capital markets to their banks. Liquidity pooling effects
(see reference to Kashyap et al (2002) in footnote 15) become particularly important during episodes of financial stress
because the correlation between liquidity demands by depositors and borrowers becomes negative.
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Interbank exposures might not fully coincide with activity in the short-term interbank market (eg they
might reflect longer-term financing by development banks). To the extent that they do, however, the
graph provides an approximation of differences in banks’ reliance on the interbank market for
quuidity.37 A small share of interbank claims might mean that banks find it too risky to extend credit to
each other due to imperfect information,* deficiencies in payment systems or other unfavourable
institutional arrangements. For example, depending on the financing instruments available, it might be
relatively difficult to close a position, or secure immediate delivery of a security against payment. In
some cases, high reserve or liquid asset requirements could discourage interbank market activity by
limiting the availability of excess reserves (required liquid asset ratios are 25% (of deposits) in Hong
Kong SAR and India and 20% in Saudi Arabia).*® These various impediments to the liquidity of
interbank markets could lower the resilience of the banking system in the face of liquidity shocks
unless monetary authorities took offsetting measures.

The low interest rates and ample liquidity prevailing in recent years have alleviated concerns about the
availability of funding in interbank markets. However, even under such conditions, significant shocks to
liquidity in the interbank market are possible, particularly as monetary policy tightens or as a result of
other policy actions.*® For example, recent press commentary has noted the very high volatility in
interbank rates in Russia (Graph 7, right-hand panel), which could be related to concerns about how
recent closures of poorly performing banks would affect liquidity. When China raised reserve
requirements in 2003 in order to dampen money creation, banks anticipated further increases, causing
liquidity in the interbank market to fall and the interbank interest rate to rise.

7 The availability of alternatives to interbank lending might also play a role. For example, when opportunities for extending

credit to the private sector are strong the share of interbank lending might fall. This does not appear to be an important
factor in Brazil or Russia, where the ratio is relatively stable, but the relationship might be more apparent if a broader
measure of bank assets were used.

% |n a Stiglitz and Weiss (1981) framework, loan supply is backward bending. If information problems are sufficiently severe,

there might be no equilibrium interest rate at which the market clears and no credit would then be supplied in the interbank
market.

% On the other hand, liquidity requirements reduce the scope for excessive risk-taking. Other factors that might affect relative

size are extensive dollarisation, which might limit the demand for liquidity in domestic currency, and efficiency; eg the share
of interbank claims in the United States (about 3%) would tend to be lower than in some emerging markets because liquidity
management technology allows less reliance on interbank financing.

A recent study on operating procedure found that unexpected government transactions with the central bank are an

important source of shocks to liquidity in emerging interbank markets (Hawkins (2005)), whereas in more developed
economies the central bank receives advance notice from the government and can take offsetting actions.
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Two implications of imperfectly functioning interbank markets can be cited. First, banks might prefer
not to implement transactions with each other but rather to do so with the central bank. Central banks
should be aware that this can impair the development of effective liquidity management and of
financial markets. Second, shocks can have significant distribution effects. When interest rates rise in
some emerging interbank markets (eg Hong Kong SAR, Russia, Thailand), smaller banks might suffer
from reduced liquidity while larger banks might profit, because the former are usually borrowers and
the Iatte‘rnlenderS in these markets. This has mixed implications for resource allocation and systemic
stability.

Central banks have taken a number of steps to enhance liquidity in interbank and securities markets.
For example, the Central Bank of Malaysia announced in early 2005 that it would use repos in the
interbank market, thus encouraging their use to manage liquidity and reducing reliance on direct
lending or the issuance of short-term bills. Liquidity is to be enhanced further through improved
securities custodianship arrangements and the introduction of a securities lending facility to improve
market-making.42 Improvements in custodianship have recently also been implemented in the
Philippines. Another measure to enhance liquidity has been to reduce high liquidity and cash ratios.
For example, while liquidity ratios (requiring banks to hold, inter alia, government securities) were not
binding in India for extended periods, they could become so with rising interest rates. Revisions to
existing legislation were introduced in July 2005 to give the Reserve Bank of India leeway to adjust
them as needed.*®

4. Conclusion: has the health of the banking systems in emerging market
economies improved?

The ability of banking systems to bear risks in the future will be determined in part by their financial
health, current versus prospective. This can be assessed by examining information from bank financial
statements (ie financial soundness indicators); by looking at stock market indicators; by relying on
credit ratings of banks; or by reviewing composite indicators of bank vulnerability. In general, these
current indicators suggest improvements in banking health, but as noted below, they must be
interpreted with caution.

Financial soundness and market indicators

The favourable economic conditions observed in recent years have been associated with significant
improvements in indicators of banking performance: ROA and capital asset ratios have generally

“ See earlier discussion referring to Beck et al (2003) and Boyd and de Nicolo (2005) in footnote 30 on how the presence of

large banks can increase the incentive to manage risks effectively but possibly select for riskier borrowers or projects. Thus,
a shock that favours large banks could improve or worsen systemic stability. Resource allocation could worsen in either
case if there are no substitutes for smaller banks which provide credit to underserved economic sectors. Relationships in the
interbank market are also relevant, and have been studied by Cocco et al (2004). Using data from the Portuguese interbank
market they find that: (i) borrowers with lower returns on assets (ROAs) and a higher proportion of NPLs are more likely to
rely on relationship lending, illustrating the default risk and monitoring function of the latter; (ii) borrowers with more volatile
liquidity shocks are more likely to rely on relationship lending with lenders who have less volatile liquidity shocks and also
with whom they have less correlated shocks; (iii) borrowers are more likely to rely on lending relationships when they
experience a larger imbalance in their reserve deposits (lending relationships as insurance); (iv) small borrowers are more
likely to establish relationships and tend to choose larger banks as their preferred lenders (in line with the broader literature
on relationship lending). As for pricing, the authors find that other things equal, larger banks borrow and lend at more
favourable terms, while banks with higher ROAs lend at higher interest rates (higher opportunity costs). They also find that
borrowers with higher NPLs tend to pay higher interest rates, and banks with better investment opportunities tend to be net
borrowers.

“2 For further details on recent initiatives to develop financial markets see, for example, Zamani’'s and Sidaoui’s respective

contributions to this volume.

“In India, bank investments in government securities (under the Statutory Liquidity Ratio) fell to 36.3% of demand and time

liabilities (still above the statutory requirement) at 8 July 2005 from 42.3% a year earlier.
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risen, and NPLs have declined.* Recent stock price behaviour suggests that market sentiment
towards banks in emerging markets has improved. In Asia, CEE and Latin America (excluding
Argentina) bank stock prices have risen relative to overall stock prices in recent years (although more
recently they have tended to decline: Graph 8, lower right-hand panel). This has occurred even in
some markets where overall stock prices have risen significantly. In Turkey, for example, in the period
between June 2003 and November 2005, a bank stock index rose 452% while the overall market
index rose about 218%.* A similar, although somewhat less dramatic pattern has been apparent in
India.

Graph 8
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However, some of the preceding indicators need to be interpreted with caution. First, financial markets
are often not liquid, and information problems can be particularly severe. Stock prices (or other
instruments, such as subordinated debt) might not be fully representative of market forces, nor provide

“ Trends in banking sector performance in the Philippines and Thailand are respectively discussed in the papers by

Guinigundo and Bank of Thailand in this volume.

> This reflected the banking sector’s recovery from crisis. However, as discussed later on, ratings suggest that the banking

sector is weaker than in the past.
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a good guide to the underlying value of a firm (ie the expected stream of future earnings, adjusted for
risk) but instead reflect the actions of a few investors or bandwagon effects.

Second, listed banks may not be representative of the banking system. In China, for example, the
state commercial banks are not listed on the domestic stock market (for this reason, this index is not
shown). In Mexico, foreign banks now control about 80% of the banking system, and as a result many
local banks have delisted from the local stock market. Market indices thus exclude the major banks in
the financial system in these two countries: Chinese (A shares) and Mexican banks recently
accounted for about 7% and 4% of total market capitalisation respectively. This is well below the 15%
share of Korean banks and the 19% share of South African banks.

Third, indicators based on financial statements (capital adequacy ratios) can be misleading because
some emerging market economies do not follow international accounting standards and accounts are
not properly audited. Supervision and regulation can also affect the usefulness of financial statements.

In line with the preceding, Rojas-Suarez (2001) shows that the traditional measures of banking health
most commonly used in industrial countries, such as the capital/asset ratio, have performed poorly as
indicators of banking problems in Latin America and East Asia. A key issue is that, in the absence of
adequately functioning markets for equity (or subordinated debt), banks will not be subject to effective
market discipline. Rojas-Suarez proposes alternative measures of banking health, such as the implicit
interest rate paid on deposits, the spread between lending and deposit rates, the rate of loan growth
and the growth of interbank debt. She finds that the first two are especially effective as early warning
indicators of banking problems in emerging market economies.

Bank ratings

One difficulty with the preceding indicators is that it is not clear to what extent current measures of
“good health” would survive a cyclical downturn. Perspective on this issue can be gained by examining
the behaviour of bank ratings. Annex Table A7 shows long-term foreign currency (LTFC) and
aggregate individual bank ratings (IR) by Fitch Ratings. LTFC ratings assess the capacity of banks to
meet foreign currency commitments such as interest, preferred dividends or repayment of principal on
a timely basis. Because these ratings reflect the possibility of government support they are often
adjusted in response to changes in sovereign ratings. In contrast, individual bank ratings strip out
support and more closely reflect a bank’s underlying financial strength.46

The table reveals that both LTFC and individual ratings have improved significantly in a number of
emerging market economies between 1999 and 2004. However, there are some notable exceptions,
such as Argentina, Venezuela and Turkey, which experienced crises over this period. Ratings remain
low overall, with LTFC ratings of 52 (BB) or lower, in several countries.*’ Broadly in line with the
perception that long-run growth prospects in Asia and CEE are relatively favourable, LTFC ratings in
these areas tend to be higher than in Latin America (an important exception is Chile).

While LTFC ratings cannot be directly compared to individual ratings, the latter still convey a greater
impression of weakness than the former. In particular, most individual bank ratings are lower relative
to their maximum possible rating than are LTFC ratings. The discrepancies between LTFC and
individual ratings are apparent in the cases of China, India, Korea, Philippines, Venezuela, Poland and
Turkey. Thus, the credit risk of bank debt has fallen in emerging markets, but this is in large measure
due to expectations regarding external (to the bank) support.

¢ See Fitch Ratings (2004b). According to Fitch, individual ratings are only assigned to banks. These ratings, which are

internationally comparable, attempt to assess how a bank would be viewed if it were entirely independent and could not rely
on external support. They are designed to assess a bank’s exposure to, appetite for, and management of risk, and thus
represent Fitch’s view on the likelihood of it running into difficulties such that it would require support. The principal factors
Fitch analyses to evaluate the bank and determine these ratings include profitability and balance sheet integrity (including
capitalisation), franchise, management, operating environment, and prospects. Finally, consistency is an important
consideration, as is a bank’s size (in terms of equity capital) and diversification (in terms of involvement in a variety of
activities in different economic and geographical sectors). Individual ratings range from “A” to “E”. In addition, gradations
may be used among the five ratings: ie A/B, B/C, C/D and D/E.

“7 As can be seen, however, in a number of the economies listed the LTFC ratings do exceed this threshold. As a caveat it

may be noted that the number of banks included in each country can vary considerably.
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Banking vulnerability

BIS researchers have sought to derive composite indicators of banking vulnerability. Graph 9
illustrates the readings from the index developed by Hawkins and Klau (2000).48 As can be seen, there
has been a significant decline in indicators of banking vulnerability in all regions since the late 1990s.
The results are broadly consistent with a set of macroprudential indicators also developed at the BIS
and applied by Fitch Ratings (not shown) which indicates that there are few cases of large aggregate
credit sector imbalances in emerging market economies at this time.*

Graph 9
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To conclude, we have reviewed changing macroeconomic risks, new forms of risks faced by banks,
risk management capacity and banking health. This review has been based on central bank
responses to a questionnaire as well as statistical indicators of macroeconomic and financial
conditions. It is apparent that there have been significant improvements in the ability of banking
systems in emerging markets to deal with shocks and manage risks in the current cycle. Some
changes - both macroeconomic and in risk management capability - appear to be structural and will
apparently persist through the cycle. At the same time, however, significant weaknesses in emerging
market banking systems still need to be overcome.

8 The index is based on increases in the ratio of domestic credit (to the private sector) to GDP; increases, in per cent, in the

liabilities to BIS reporting banks; liabilities to BIS reporting banks (vis-a-vis the banking sector) as a percentage of domestic
credit to the private sector; the three-month interest rate less the annualised change, in per cent, in consumer prices over
the previous six months; and the average credit rating of banks.

49 Fitch Ratings (2005), using the methodology of Borio and Lowe (2002).
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Annex 1:
Implications of cross-border ABS transactions backed
by credit card receivables: the example of LG Card>°

A large proportion of the credit card business in Korea has been financed by the issuance of ABSs
backed by credit card receivables. To illustrate, at the end of 2002, LG Card, then the largest credit
card company in Korea, relied on ABSs for a significant proportion of its total financing. According to
Fitch (2003) the large Korean commercial banks held significant amounts of ABSs linked to LG Card.
Commercial banks and other domestic and foreign investors participated in financing the outstanding
ABSs.

An example of the structure of this type of financing is provided by a cross-border ABS transaction
executed by LG Card. This involved the creation of a special purpose entity, Credipia 2001, a
company organised under Korean law (“Korean (Issuer)” in the graph) solely for the purpose of issuing
USD 500 million in floating rate guaranteed notes. While the structure of this ABS transaction shares
many features with other such operations, an interesting characteristic was that the transaction was
registered with the Financial Supervisory Commission in order to benefit from protection offered by
local legislation (the Act on Asset Backed Securitisation).

In this context the following questions are of interest. First, what were the advantages of the
transaction? Second, how did its design allocate risks? Third, who absorbed the losses? Fourth, what
issues does this episode raise?

Advantages of the transaction. For investors, the transaction provided an opportunity to diversify
investments by offering an investment grade asset. For LG Card, the cost of financing was apparently
much lower, as reflected in the wide spread between the interest rate paid by credit card holders
(17-23%) and the favourable yield on the ABS note (corresponding to the Aaa Moody’s rating). These
advantages presumably account for the large share of credit card business funded by ABSs, as noted
above.

Allocation of risks. The institutional arrangements illustrated in the graph were designed to ensure
payments even in the event of default by credit card holders or LG Card. The risk faced by investors
was mitigated by a protection seller, FSA (“Guarantor”, in the graph), a New Jersey-based firm. FSA
guaranteed full and timely payments on interest and payment on the principal on the note at par by the
final maturity date, and also guaranteed payment on the swap. A supplementary guarantee was also
offered by Credipia 2001 (Jersey) limited, which provided security protection for note holders because
Korean law forbids a direct security interest in the issuer’s assets by anonymous note holders. Risks
faced by the investor were further mitigated by the structure and credit enhancement features of the
transaction, which gave the note holders in this transaction preferential treatment in the allocation of
credit card receivables:

3 The note was secured by collateral; this was the pool of credit card receivables backing the
investor interest issued by a trust (the trustee was Kookmin Bank).

. Investors received credit support in the form of 15% subordination by the subordinated seller
interest (LG Card).”’

. There were rapid accumulation triggers in case the portfolio deteriorated. In normal times,
principal payments were to be deferred for four and a half years (“revolving” period in which
only interest payments were made on the investor interest and fees were paid). Payments
would then accumulate for six months to cover principal (“controlled accumulation period”).
However, if the servicer or originator defaulted, a period of rapid accumulation would be
triggered. Principal collections would instead be used to pay down the investor interest held
by the issuer.

A macroeconomic overview of Korea’'s credit card crisis and associated macroeconomic effects is provided in a box in
Mohanty et al’s contribution to this volume. Discussion of the structure of the ABS transaction is based on Moody’s (2001).

For a discussion of subordination in ABS transactions see Isaka et al (2005).
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. Risks were further controlled by the structure and by adjusting the location of principal
collection payments. Thus, the claim on the credit card loan pool was transferred by LG Card
to the special purpose entity. Also, the type of triggers determined where principal collections
would accumulate; at the trust level if portfolio performance deteriorated, at the issuer level if
LG Card itself breached triggers.

Who absorbed the losses? Once the crisis unfolded and LG Card was unable to service its debts,
costs were absorbed by its major creditors, who agreed to swap existing loans into equity followed by
a capital reduction that would lead to recognition of losses; and by banks (both commercial and
policy), which injected new capital into the company. The result was that almost all LG Card ownership
switched to its major creditors, with government-owned Korea Development Bank acquiring a 25%
ownership share. It is less clear to what extent other domestic or foreign investors absorbed any
losses. However, it is noteworthy that after a period in which no ABSs were issued, the market
appears to have revived in 2005. Losses have not been reported by the New Jersey-based protection
seller, FSA. In its 2003 Annual Report, FSA stated that it had discontinued offering guarantees in
Korea, but that its outstanding transactions were performing and that it expected opportunities in the
Korean market in the future. Korea was not mentioned in FSA’s 2004 Annual Report.

Issues raised. Three issues may be highlighted. First, the extent to which the ABS structure is
conducive to market discipline. It is apparent that the ABS structure was a very effective device for
obtaining financing for activities that proved to be very risky after the fact. Second, transparency.
Given the complexity of the transactions and the number of participants involved, it is difficult to tell
whether pricing fully accounted for risk exposures, and the incentives for effective risk management.
Also, at least one rating agency reported in early 2004 that it could not quantify ABS losses because
details on those holdings were not available on a consistent basis (Fitch Ratings (2004)).Third, what
prudential arrangements could be introduced to reinforce market discipline and help prevent crises.
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Annex tables

Table A1
Volatility indicators’

Standard deviation of annual changes, in per cent

Bank credit to the
Real GDP | Consumer prices | e TEE | P ot
GDP
1995-99 | 2000-04 | 1995-99 | 2000-04 | 1995-99 | 2000-04 | 1995-99 | 2000-04
Latin America
Argentina 5.1 8.6 1.7 11.4 5.8 25.9 4.7 12.1
Brazil 1.7 1.9 26.5 3.5 17.5 9.1 16.2 1.8
Chile 4.4 1.4 1.9 1.1 5.3 6.1 1.9 23
Colombia 3.6 1.2 4.1 1.3 8.4 8.5 10.9 5.6
Mexico 5.2 2.8 9.5 21 19.6 8.1 26.7 11.7
Peru 3.9 1.9 3.2 1.5 7.4 4.2 10.5 2.5
Venezuela 4.7 10.8 29.2 71 18.5 13.7 27.3 20.0
Asia, large
China 1.4 0.9 7.7 1.7 6.5 4.4 4.6 5.5
India 1.1 1.6 3.2 0.2 4.8 3.2 4.9 7.5
Korea 6.8 23 2.4 0.7 14.2 5.3 4.8 5.9
Taiwan, China 0.9 3.3 1.5 0.9 3.7 4.4 1.9 6.1
Other Asia
Indonesia 8.8 0.5 21.9 3.5 34.0 11.1 31.6 9.8
Malaysia 7.2 3.2 1.1 0.3 9.8 4.7 9.9 5.9
Philippines 26 1.5 1.5 1.6 9.7 3.7 21.0 2.8
Thailand 7.7 1.8 29 0.7 8.5 29 13.5 6.3
Central Europe
Czech Republic 3.1 1.1 3.3 1.8 4.9 5.3 5.4 121
Hungary 1.7 0.9 7.2 2.3 3.6 4.6 9.5 7.2
Poland 1.2 1.9 7.9 3.7 4.5 9.4 8.3 43
Russia 4.8 21 73.9 4.6 28.2 6.8 32.2 9.1
Israel 1.7 3.6 2.8 24 4.3 6.2 2.6 6.0
Turkey 4.9 6.8 11.1 19.3 3.0 12.0 15.6 224
South Africa 1.4 0.6 1.4 2.8 5.8 18.9 3.1 7.3
Memo:
United States 0.8 14 0.6 0.7 4.5 5.2 15 2.2
Euro area 0.5 1.2 0.6 0.1 4.9 8.2 2.3 1.4
Japan 1.8 1.3 0.8 0.4 10.4 6.5 2.9 1.1
Canada 15 14 0.4 0.4 2.1 5.2 5.5 2.4
New Zealand 15 1.2 0.6 1.2 1.9 5.1 5.5 4.9
Norway 2.0 0.9 0.5 0.4 8.0 9.9 1.7 1.9

' Based on annual data. 2 For China, credit to sectors other than central government and non-bank financial institutions.

Sources: IMF; national data; BIS.
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Table A2

Credit exposures, deposit-taking institutions

Residential real
estate loans as a
percentage of total

Commercial real
estate loans as a
percentage of total

Large exposures
as a percentage of
capital

Exposures to
connected parties
as a percentage of

loans loans capital

1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004
Argentina 159 93 5.7 1.4
Chile 124 | 16.7 | 20.2 13.9 | 143 | 13.0
Colombia 231 | 325 | 12.0
Mexico 13.7 | 134 7.4 429 | 25.7
Venezuela 10.0 | 10.0 | 10.0 | 20.0 | 20.0 | 20.0
Hong Kong SAR 18.9 | 248 4.5 4.5
India
Indonesia 4.2 5.4 0.1 0.1 101 47" | 88
Korea 241 211 175 | 38.1
Malaysia 15.8 | 25.9 11.0 8.7
Thailand
Czech Republic
Hungary 24 | 19.2 1.6 3.6
Poland 7.0 | 18.1 3.2
Israel 184 | 18.7 10.6 | 10.2 253 | 137 5.3
Saudi Arabia 125 124 96 0.0 | 103 | 11.8
Turkey
' Refers to 2000.
Source: Central banks.

Table A3
Banks’ holdings of securities’
Money r_n_arket Bonds Equities Other
securities

1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004
Argentina 0.12 | 0.07 0.10 | 0.10 0.05 | 0.02
Chile 17.1 | 17.0 0.7 7.2
Colombia 1.9 23 1.6 4.6 45 | 17.0 1.2 0.2 09 | 06 3.5 4.4
Mexico 82.1 | 83.3 | 95.8 17.9 | 16.7 4.2
Venezuela 344 | 125 | 29.9 5.0 43 18.0
Hong Kong SAR 0.2 0.3 06 | 59 8.6 18.6
India
Indonesia 0.1 0.8 20.9 | 24.7 0.0 0.2 6.2
Korea 1.6 0.6 8.8 | 188 | 18.0 3.6 34 2.6
Malaysia
Thailand
Czech Republic 0.3 43.9 0.9 54.9
Hungary 25 22 146 | 12.8 3.2 23
Poland 6.7 5.1 16.5 | 15.8 0.4 0.2 0.0 0.0
Israel 579 | 641 | 665 | 11.6 | 13.2 | 16.1 5.1 5.1 54 | 09 1.3 26
Saudi Arabia
Turkey 0.7 0.9 1.3 9.7 | 143 | 30.7 0.3 1.4 03 | 1.9 1.4 0.8

' As a percentage of total assets.

Source: Central banks.

90

BIS Papers No 28



Table A4
Equity and exchange rate risks

Net open position in equities as a
percentage of capital

Net open position in foreign exchange
as a percentage of capital

1994 1999 2004 1994 1999 2004
Argentina 0.47 0.18 68 57
Chile 0.0
Colombia -54 -3.2
Mexico 21.0 2.7 51 6.1
Venezuela
Hong Kong SAR 0.8
India
Indonesia 7.4
Korea 3.3 5.6
Malaysia 23 3.0
Thailand
Czech Republic 419 20.5
Hungary 6.1 27.0
Poland 0.3 -1.6 1.5
Israel 6.5 12.8 0.9 0.4
Saudi Arabia
Turkey -64.9 -0.4
Source: Central banks.
Table A5
Bank liquidity
Customer deposits Required liquid Liquid assets as a Liquid assets as a
as a percentage of S
total (non- asset ratio, in per | percentage of total _per_cer]tag_e_of
. cent assets liquid liabilities
interbank) loans
1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004 | 1994 | 1999 | 2004
Argentina 96 120 6 15 34 50
Chile 24.4 229 | 215 | 28.0 | 26.7 | 254
Colombia 106 104 135 9.0 126 | 29.3 | 252 240 | 661
Mexico 94 210 175 28.0 37.0
Venezuela 266 172 208 21.6 248 | 184 | 844 | 328 | 234
Hong Kong SAR 116 179 | 25.0 | 25.0 | 25.0 214 | 28.0 54.1 | 52.3
India 190 172 419 | 427
Indonesia 86 177 172 19.6 | 235 19.2 | 32.9
Korea 97 96 88 100 100 514 | 395 133 | 115
Malaysia® 98 | 120 | 122 17 9 18
Thailand
Czech Republic 153 161 19.5 | 32.8 104 | 95.0
Hungary 162 92 375 | 21.9 741 | 45.9
Poland 139 136 18.2 | 26.1 37.8 | 53.1
Israel 125 123 121 13.6 402 | 294 | 17.5 | 38.7 | 28.2
Saudi Arabia 20.0 | 20.0 | 20.0 0.0 321 | 275 0.0 | 53.3 | 425
Turkey 115 155 124 32.6 340 | 416 | 59.0 | 49.0 | 65.0
' Defined as the ratio of liquid assets to total assets except for Korea (defined as liquid assets to liquid liabilities). 2 Data
shown refer to commercial banks.
Source: Central banks.
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Annex Table A6

Hedging or credit risk transfer instruments

Exchange rate/

Exchange-traded

New financial

Government-supplied

Notes

interest rate risk instruments instruments

Hong Kong SAR YIY Y Y N

India YIY Collateralised borrowing | Y Plain vanilla FRAs/IRS
and lending obligation (a allowed, no
money market caps/collars/floors.
instrument to mitigate
risk).

Indonesia N N Limited number of
hedging instruments and
limited liquidity.

Korea YIY Y MBS market based on No. Government Forwards, futures,
medium- and long-term promotes market. The swaps and options
mortgage loans has March 2004 markets exist.
expanded recently. establishment of KHFC,

which takes over and
securitises medium-term
mortgage loans from
financial institutions,
stimulated the MBS
market.

Malaysia YIY Y Small but growing fast. Residential MBSs (also Derivatives still in
Some ABSs backed by Islamic). infancy in Malaysia but
credit card receivables. growing rapidly.

Philippines Credit-linked notes

issued by foreign banks
backed by government
debt issued in foreign
currency.
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Annex Table A6 (cont)

Hedging or credit risk transfer instruments

Exchange rate/
interest rate risk

Exchange-traded

New financial
instruments

Government-supplied
instruments

Notes

Singapore YIY Y CDSs, credit-linked N
notes, CDOs, CDO
squared, first to default,
nth to default, index-
based trades used to
manage credit spread
risk.

Thailand YIY Y Some interest in credit Except for credit
derivatives, CDOs, derivatives, new
structured notes. instruments used to

provide service to clients
and enhance yields, not
for managing or
transferring own risk.

Chile YIY Y No. The Central Bank of | Exchange rate forwards

Chile, independent from | are most important.
the government, can Options are new.
enter into currency swap

contracts with banks for

purposes of monetary

regulation.

Colombia Y/N N Incipient derivatives

market.

Mexico YIY Y N Use of interest rate

swaps and futures is
increasing.
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Annex Table A6 (cont)

Hedging or credit risk transfer instruments

Exchange rate/
interest rate risk

Exchange-traded

New financial
instruments

Government-supplied
instruments

Notes

Venezuela

N/N

Credit-linked notes
backed by government
debt issued in foreign
currency.

CLNs. Banks sell to
domestic residents in
local currency.

Reduce interest rate
mismatch but create
currency mismatch.

Small and OTC.

Underdeveloped. Some
unsuccessful attempts to
offer instruments against
foreign exchange risks.

Czech Republic

YIY

Small credit derivatives,
CDOs and ABSs.

Standardised
instruments preferred in
closing open positions
because cheaper.

Hungary

YIY

Export Credit Insurance
Ltd. Provides exchange
rate risk insurance
facilities for domestic
exporters and travel
agencies.

Interest rate derivatives
market relatively
shallow. Deep short
maturity (to one week)
foreign exchange swaps
market (average daily
turnover EUR 2 billion)
modestly affects interest
rate exposure.

Poland

YIY

Moderate liquidity in
standardised
instruments. Banks often
do back-to-back hedging
with their parent.

Turkey

YIY

Draft mortgage law to
allow for MBSs.

Promotion and enabling
regulation.

Turnover is low.
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Annex Table A6 (cont)

Hedging or credit risk transfer instruments

New financial
instruments

Exchange rate/

interest rate risk Exchange-traded

Government-supplied
instruments

Notes

Saudi Arabia YIY No role except
promotion of markets.
Israel YIY Y Structured products Bank of Israel issues: Liquidity and volume are

(deposits with yield
linked to defined
external changes in
indices), credit
derivatives (for
investment).

shekel options, shekel-
dollar swaps, future
treasury notes, repos.

a concern.

Note: Exchange-traded instruments will generally include equities and commodities. ABSs: asset-backed securities; CDOs:

CLNs: credit-linked notes; MBSs: mortgage-backed securities.

collateralised debt obligations; CDSs: credit default swaps;




Table A7

Average ratings for major banks in emerging markets'

Fitch individual ratings

Fitch long-term foreign currency

(LTFC) ratings

1999 2004 1999 2004
Argentina 42.5 0.0 51.1 8.7
Brazil 425 41.7 39.1 47.8
Chile 68.8 71.9 73.9 75.7
Colombia 25.0 43.8 56.5 52.2
Mexico 20.8 44.6 52.2 60.9
Venezuela 43.8 30.0 40.9
China 10.8 62.3
Hong Kong SAR 65.3 61.7 77.4 74.6
India 254 56.5
Indonesia 0.0 28.4 43.5
Korea 12,5 47.5 63.8 70.0
Malaysia 43.8 34.4 62.0
Philippines 325 26.1 50.0
Singapore 67.5 75.0 87.0 85.5
Taiwan, China 53.6 34.1 67.1
Thailand 5.0 25.0 59.8
Czech Republic 25.0 45.8 66.7 79.7
Hungary 50.0 37.5 69.6 80.4
Poland 43.8 25.0 69.6 73.9
Israel 62.5 41.7 73.9 68.1
Russia 42 27.9 10.9 45.0
Saudi Arabia 75.0 62.5 70.0
South Africa 66.7 57.5 64.3
Turkey 46.9 27.3 42.7

' End of period. Constructed according to a numerical scale, “0” indicates the lowest possible average rating and “100”
indicates the highest possible average rating. Individual rating scale is A-E. lllustrative values: 11 approximately equals D/E,
72 is a shade below a B. Fitch Ratings long-term foreign currency rating scale is AAA-D. An LTFC score of 39 is about a B; a
score of 86 is a shade below AA-.

Sources: Fitch Ratings; BIS calculations.
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