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1
INTRODUCTION

Characteristics of Asian financial systems in
comparative perspective

Peter J. Morgan, Ulrich Volz, and Naoyuki Yoshino

Asia has become the most dynamic economic area in the world economy, and this dynamism is
reflected in the developments that are taking place in the banking and financial systems of Asian
economies. The chapters in this handbook aim to provide an overview of the developments
and trends that have taken place in Asian banking and finance, and of the challenges ahead.

The financial sector in Asia has generally performed well in supporting the growth process,
as shown by Asia’s unmatched growth record. Nonetheless, maintaining a strong growth path
and meeting the needs of savers and investors in the coming decades will provide many new
challenges to Asia’s financial sector. These include the need to fund investments in infrastruc-
ture and human capital, support the development of innovation and the emergence of new
enterprises, promote financial inclusion, accommodate the aging of Asian populations, and sup-
port green growth. Maintaining economic and financial stability in a world subject to external
shocks and volatile capital flows provides another set of major challenges. This chapter aims
to provide comparative perspectives on the previous and current situation of financial market
development in the Asian economies covered in this book, including aspects such as financial
inclusion and capital market openness.

Current situation of financial development, capital market
openness, and financial inclusion

This section provides broad measures of financial development in Asia, including market size,
capital market openness, and financial inclusion. Of course, there are many other dimensions
that are covered in more detail in the individual chapters.

Overall financial size

Table 1.1 provides a snapshot of the overall level of financial development in many Asian
economies in 2015, as measured by the share of bank credit, bonds, and stocks in gross domestic
product (GDP).! Clearly there is a huge range of development, from low-income economies
with relatively rudimentary financial systems to sophisticated financial centers such as Hong
Kong, China; Japan; and Singapore. The mix of funding by source also varies significantly, as
the share of funding from bonds and stocks tends to rise with the level of per capita income and
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Table 1.1 Total finance as percentage of GDP, 2015

Economy Bank Credit Bonds Stocks Total

Bangladesh 41.0 NA 24.9 65.9
Brunei Darussalam 40.1 NA 0.0 40.1
Cambodia 56.5 NA NA 56.5
People’s Republic of China 140.4 62.6 64.1 267.2
Hong Kong, China 212.2 NA 1,029.1 1,241.3
India 50.2 32.4 42.0 124.7
Indonesia 31.5 24.6 71.5 127.6
Japan 102.6 208.1 85.9 396.6
Republic of Korea 136.6 140.3 99.8 376.7
Lao PDR 18.9 NA NA 18.9
Malaysia 119.6 108.7 26.3 254.6
Mongolia 55.2 NA 24.9 80.0
Myanmar 16.0 NA 4.0 20.0
Nepal 56.7 NA 26.5 83.1
Pakistan 14.9 35.8 27.1 77.8
Philippines 39.5 50.5 25.2 115.2
Singapore 127.9 97.5 88.4 313.9
Sri Lanka 27.5 11.5 29.3 68.3
Thailand 114.6 77.7 97.7 290.1
Viet Nam 102.8 24.2 53.6 180.5

Notes: Bank credit calculated from bank deposit to GDP and bank credit to bank deposit ratio. Lao PDR
data for 2010. GDP = gross domestic product. Lao PDR = Lao People’s Democratic Republic. NA = not
available.

Source: World Bank Financial Development Index Database.

financial sophistication. Highly financially developed economies tend to show overall financ-
ing ratios of over 300% of GDP, including Hong Kong, China; Japan; the Republic of Korea;
and Singapore. Total financing in economies with intermediate level of financial development
range from 100% to 300% of GDP, including the People’s Republic of China (PRC), India,
Indonesia, Malaysia, the Philippines, Thailand, and Viet Nam. The other economies have over-
all financing levels less than 100% of GDP.

To be sure, total financing is only a crude measure of financial development and may be
biased by factors such as excessive lending by the banking sector. To address this issue, Svir-
ydzenka (2016) developed a composite measure of financial development which aggregates
scores for six measures of how deep, accessible, and efficient are financial institutions and finan-
cial markets, respectively. The scores range from zero to one. Figures 1.1a, 1.1b, and 1.1c show
the movements of the index from 1980 to 2014 for countries with latest scores in the range of
0-0.25 (low), 0.25-0.5 (medium), and 0.5-1.0 (high), respectively.

Opverall, the results in Figures 1.1a—c match up fairly well with the crude measures of finan-
cial development in Table 1.1. All of the economies with gross financing over 300% of GDP
also have composite financial development scores over 0.5. So do Malaysia and Thailand, which
is not too surprising given that their gross financing levels were only slightly below 300%. Simi-
larly, aside from Malaysia, Thailand, and Viet Nam, all of the economies with gross financing
between 100% and 300% of GDP scored in the medium range of 0.25-0.5 for the composite
financial development indicator, including the PR C, India, Indonesia, and the Philippines, and
Viet Nam’s score was only a shade below the cutoff level.?



Figure 1.1a  Composite measure of financial development: economies with current score of 0-0.25
(low development)

Figure 1.1b Composite measure of financial development: economies with current score of 0.25-0.5
(medium development)

Figure 1.1c  Composite measure of financial development: economies with current score of 0.5-1.0
(high development)

Note: Lao PDR = Lao People’s Democratic Republic.
Source: Svirydzenka (2016).
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Banking sector development

Within the financial sector as a whole, the banking sector tends to develop first, and the impor-
tance of the banking sector in Asian finance is well known. Table 1.1 shows that the banking
sector has the largest share of aggregate finance in all economies, except Hong Kong, China;
Indonesia; Japan; the Republic of Korea; Pakistan; the Philippines; and Sri Lanka. Table 1.2
shows the development of the banking sector over time in Asian economies. The share of bank
credit in GDP in most economies has shown a steady uptrend, with the highest levels being
reached in the PRC; Hong Kong, China; Japan; the Republic of Korea; Malaysia; Singapore;
Thailand; and Viet Nam (all over 100% of GDP). However, Japan’s level fell sharply from earlier
levels, reflecting the collapse of the financial bubble of the 1980s. Lending in Indonesia, Malay-
sia, and Thailand also fell after the Asian financial crisis of 1997, although no such effect was seen
in the Republic of Korea. Lending ratios were stable if erratic in Pakistan and Sri Lanka.

Bond markets

Bond markets have developed more slowly and unevenly in Asian economies, reflecting dif-
ficulties related to the concept of “original sin” regarding local currency bonds and the risks
associated with issuing bonds in foreign currencies that were highlighted painfully during the
Asian financial crisis of 1997. However, bond markets have now achieved substantial develop-
ment in some economies. Table 1.3 breaks down the current level of Asian debt by major class

Table 1.2 Banking sector development in Asia (bank credit as percentage of GDP)

Economy 1990 2000 2005 2010 2015
Bangladesh NA 227 31.1 35.6 41.0
Brunei Darussalam NA 66.6 39.7 40.7 40.1
Cambodia NA 5.9 8.2 25.0 56.5
PRC 75.9 107.4 109.7 119.7 140.4
Hong Kong, China NA 148.0 138.8 163.8 212.2
India 241 26.6 35.3 441 50.2
Indonesia 38.0 17.7 22.7 22.3 31.5
Japan 167.6 186.5 94.5 101.5 102.6
Republic of Korea 43.2 66.1 78.7 91.4 136.6
Lao PDR 0.5 6.7 5.8 18.9 NA
Malaysia 76.8 122.8 101.8 101.7 119.6
Mongolia NA 6.5 24.9 36.6 55.2
Myanmar 3.3 8.2 4.0 3.9 16.0
Nepal 11.7 27.7 26.5 51.2 56.7
Pakistan 23.4 21.0 27.1 21.0 14.9
Philippines 16.6 35.7 25.2 27.8 39.5
Singapore 74.0 93.6 88.4 90.9 127.9
Sri Lanka 17.7 27.0 29.3 20.8 27.5
Thailand 72.3 116.6 97.7 92.2 114.6
Viet Nam NA 30.4 53.6 100.0 102.8

Notes: Calculated from bank deposit to GDP and bank credit to bank deposit ratio. Lao PDR = Lao Peo-
ple’s Democratic Republic. NA = not available. PRC = People’s Republic of China.

Source: World Bank Financial Development Index Database.
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Table 1.3 Bond market development in Asia (outstanding debt as percentage of GDP, 2015)

Economy Gov’t Bond LCY  Corp Bond, LCY ~ Gov’t Bond FCY ~ Corp Bond FCY  Total
PRC 38.3 20.6 0.3 35 62.6
India 30.9 0.0 0.0 1.5 32.4
Indonesia 13.0 2.2 5.6 3.8 24.6
Japan 187.6 14.9 1.2 4.4 208.1
Republic of Korea ~ 52.6 76.6 2.4 8.8 140.3
Malaysia 52.7 41.5 3.4 11.2 108.7
Pakistan 33.9 0.0 1.9 0.0 35.8
Philippines 29.6 6.1 10.3 45 50.5
Singapore 449 34.3 0.0 18.3 97.5
Sri Lanka NA 0.0 8.7 2.9 11.5
Taipei,China 32.9 28.4 0.0 2.6 63.8
Thailand 54.8 18.4 0.7 3.8 77.7
Viet Nam 21.6 0.8 1.5 0.3 24.2

Notes: FCY = foreign currency debt. LCY = local currency debt. NA = not available. PRC = People’s
Republic of China.

Sources: Data for the PRC, Indonesia, Japan, Republic of Korea, Malaysia, Philippines, Singapore, Thai-
land, and Viet Nam are from ADB’s Asian Bond Online Database; data for other countries are from BIS’s
debt statistics and World Bank Development Indicators (GDP at current price).

of issuer and currency of issuance. Japan, the Republic of Korea, Malaysia, and Singapore have
the highest levels of total debt, consistent with the overall high level of financial development.
Economies with intermediate levels of debt include the PRC; the Philippines; Taipei,China;
and Thailand. For all economies except the Republic of Korea, Sri Lanka and Taipei,China,
local currency government debt makes up by far the largest share of total debt. This partly
reflects expenditures for funding large-scale buildups of foreign exchange reserves in some
economies. Excluding Sri Lanka, the share of foreign currency debt in the total is relatively
small, only about 12% of the total. Only the PRC, the Republic of Korea, Malaysia, Singapore,
and Taipei,China have well-developed corporate bond markets.

Stock markets

Table 1.4 shows, as percent of GDP, the evolution of stock market capitalization of Asian
economies. Most have shown rapid development since 1990, except for some more mature
markets such as Japan and Malaysia. As with other financial development indicators, the ratios
are highest for Hong Kong, China; Japan; Malaysia; and Singapore. Hong Kong, China has by
far the largest market capitalization, partly reflecting the listing of shares of PRC companies on
the “H share” index. Market capitalization ratios are generally lower in South Asia, with India
having the most developed market.

Financial openness

Along with economic and financial development, financial systems tend to become more open
as well (i.e., restrictions on capital accounts tend to be eased). However, capital account regimes
can become more restrictive as well, particularly if countries experience shocks from episodes
of rapid capital inflows or outflows.
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Table 1.4 Stock market capitalization (percentage of GDP)

Economy 1990 2000 2005 2010 2015
Bangladesh NA 3.42 4.63 26.30 24.90
PRC NA 38.09 19.19 63.79 64.14
Hong Kong, China 105.39 356.55 526.93 1,086.34 1,029.13
Indonesia 4.39 26.52 25.65 39.88 42.02
India 9.66 34.15 56.58 89.58 71.5
Republic of Korea 43.76 4410 67.01 92.34 85.85
Japan 113.30 80.44 84.75 64.61 99.79
Malaysia 99.05 134.60 126.48 141.80 129.01
Mongolia NA 3.10 1.43 10.92 5.13
Nepal NA 10.50 13.53 33.98 55.98
Pakistan 6.29 8.77 41.41 19.28 24.46
Philippines 18.89 39.14 33.38 62.05 84.51
Singapore 98.69 179.07 187.18 246.13 227.69
Sri Lanka 7.89 7.75 19.05 25.74 26.30
Thailand 25.77 33.03 63.76 69.06 95.85
Viet Nam NA NA 0.61 23.36 24.94

Notes: PRC = People’s Republic of China. NA = not available.

Sources: All data collected from the World Bank Financial Development Index database, except data
for Bangladesh, Sri Lanka, Mongolia, Nepal, and Pakistan in 2015; Bangladesh in 2015, Dhaka Stock
Exchange Ltd. for market capitalization; Mongolia in 2015, Mongolian stock exchange for market capi-
talization; Nepal in 2015, Nepal stock exchange for market capitalization; Pakistan in 2015, Pakistan Stock
Exchange Ltd. for market capitalization; WDI for GDP and exchange rate for these five markets.

Financial openness is not easy to measure, and there are two broad approaches to doing so:
de jure and de facto. De jure measures assess the restrictiveness of published laws and regulations
regarding foreign exchange and capital account transactions. These are typically based on the
IMF’s Annual Report on Exchange Arrangements and Exchange Restrictions (IMF 2016). Examples
of this approach include Quinn (2003) and the Chinn-Ito Index (Chinn and Ito 2006). The
Chinn-Ito Index is compiled by evaluating four major categories of restrictions on external
accounts: (1) the presence of a multiple exchange rate regime, (2) the presence of restrictions on
current account transactions, (3) the presence of restrictions on capital account transactions, and
(4) the presence of a requirement of the surrender of export proceeds. The index score ranges
from —1.9 (fully closed) to +2.3 (fully open).

Figure 1.2 shows the values of the Chinn-Ito Index for Asian economies in 2015. The data
show a wide range, with roughly half of the economies having relatively closed accounts, about
one quarter of economies with partially closed accounts, and about one quarter with relatively
open accounts. Hong Kong, China; Japan; and Singapore are rated as fully open, consistent
with their status as regional financial centers, while both the PRC and India have maintained
relatively low ratings of —1.19 (i.e., fully closed). In general, financial openness is positively cor-
related with other measures of financial development, although there are significant exceptions,
such as Cambodia and Malaysia.

However, it is widely recognized that de jure measures may not reliably capture the eftective
degree of capital market openness, since application and enforcement of rules may vary widely,
and details of regulations not captured in the index may have significant implications for market
openness. For example, both the PR C and India regulate inflows by foreign institutional inves-
tors, but the PRC has established strict quotas, while India has no quotas.
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Figure 1.2 Chinn-Ito indices for Asian economies, 2015
Notes: Lao PDR = Lao People’s Democratic Republic. PRC = People’s Republic of China.
Source: Chinn and Ito (2006).

The alternative approach is to measure the de facto capital market openness based on esti-
mates of actual capital flows. One of the main sources in this regard is Lane and Milesi-Ferretti
(2007), who estimated ratios to GDP of gross external assets and liabilities for 145 countries for
1970-2004. The essential idea was that a higher level of external assets and liabilities (relative
to GDP or some other measure) indicated the effective openness of capital markets. However,
there are many difficulties with this approach.

Beck and Demirgiic-Kunt (2009) examined a number of globalization indicators, including
the ratio to GDP of international debt securities outstanding; net issuance of international debt
securities, loans from non-resident banks, and remittances; and the ratio of offshore deposits to
bank deposits. However, only the level of outstanding international debt securities showed a
clear and consistent correlation with income levels. Figure 1.3 shows the ratio of international
debt securities to GDP for some major Asian economies. The distribution of values is broadly
similar to that of the Chinn-Ito de jure index, with Hong Kong, China and Singapore being the
most open and the PR C, India, Pakistan, and Thailand being relatively closed. However, there
are some notable exceptions as well. The Philippines and Sri Lanka have relatively high shares,
while Japan and the Republic of Korea have relatively low shares. In the case of the latter, this
partly reflects the fact that they have relatively little need to tap foreign currency markets.

Financial inclusion

Financial inclusion, that is, access to finance, is receiving increasing attention as having the
potential to contribute to economic and financial development while at the same time foster-
ing more inclusive growth and greater income equality. Leaders of the G20 countries have
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Figure 1.3 Ratio of international debt securities to GDP
Notes: GDP = gross domestic product. PRC = People’s Republic of China.

Sources: Data from the BIS’s international debt securities database (www.bis.org/statistics/secstats.htm) and the IMF
World Economic Outlook database (www.imf.org/external/pubs/ft/weo/2017/01/weodata/index.aspx).

approved the Financial Inclusion Action Plan and established the Global Partnership for Finan-
cial Inclusion to promote the financial access agenda. The Asia-Pacific Economic Cooperation
(APEC) finance ministers’ process has a dedicated forum looking at financial inclusion issues.
The implementation of the Association of Southeast Asian Nations (ASEAN) Framework on
Equitable Economic Development has made the promotion of financial inclusion a key objec-
tive (ASEAN 2014). Reflecting the importance of financial inclusion, the Asian Development
Bank has approved 121 projects (amounting to USD 2.59 billion as of 2012) to support micro-
finance in countries in Asia and the Pacific (ADB 2012). Many individual Asian economies
have adopted strategies on financial inclusion as an important part of their overall strategies to
achieve inclusive growth.?

However, there is still much to achieve. One key indicator of household access to finance
is the percentage of adults who have an individual or joint account at a formal financial institu-
tion such as a bank, credit union, cooperative, post office, or microfinance institution, or with
a mobile money provider. According to the most recent Global Findex database for 2014, the
total number of adults without accounts is about two billion. East Asia and the Pacific and
South Asia combined account for 55% of the world’s unbanked adults, mainly in India and the
PRC (Demirgiic-Kunt et al. 2015).

One of the main measures of financial inclusion is the percentage of adults with accounts
at a formal financial institution. Account holdings tend to rise with per capita GDP, as would
be expected, but there is still huge variation across countries (Figure 1.4). The large varia-
tion implies that other factors besides income play important roles, including overall finan-
cial development, financial system structure, regulatory, institutional, social, and geographic
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Figure 1.4 Relation of per capita GDP to deposit penetration for adults, 2014
Note: GDP = gross domestic product.

Source: World Bank Global Findex Survey (www.worldbank.org/en/programs/globalfindex).

Figure 1.5  Share of small firms with line of credit, 2011
Source: World Bank Global Findex Survey (www.worldbank.org/en/programs/globalfindex).
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factors. The majority of Asian economies (for which data are available) have penetration
shares of less than 55%.

Figure 1.5 shows a fairly strong relationship between per capita GDP and the share of small
firms with a line of credit overall, but, again, the pattern among emerging Asian economies
shows a high degree of variation. Data are available for considerably fewer countries than in
the case of household financial access. Central and West Asian economies, Indonesia, the Lao
PDR, and the Philippines stand out as having relatively low financing for small and medium-
sized enterprises (SMEs).

Outline of the book and outlook

The preceding overview is of course only cursory, but the following chapters will provide much
more in-depth perspectives of the state of banking and finance in Asian economies. The first part
of the handbook comprises country chapters for the following economies: the PRC; Hong Kong,
China; India; Indonesia; Japan; the Republic of Korea; Malaysia; the Philippines; Singapore; Thai-
land; and Viet Nam. The second part of the handbook comprises thematic chapters addressing a
range of important issues: commercial banking in Asia; development banking; the development
of Asian bond and stock markets; the role of institutional investors and sovereign wealth funds;
trends in the insurance sector; the importance and challenges of infrastructure finance; household
financial inclusion; SME finance; monetary policy and central banking in Asia; macroprudential
regulation and capital flow management; international capital flows and exchange rate policies;
financial integration in Asia; banking regulation and supervision in Asia; the development of green
finance in Asia; and recent trends in Islamic banking and finance in Asia.

Finance and banking have clearly played an important role in the development of Asian
economies. But the people in many Asian countries have also experienced the significant cost
of financial crises that resulted from financial excesses and speculation related to insufficient
or inappropriate financial and macroprudential regulation and badly managed capital account
liberalization. Public policy and financial regulation need to ensure that financial institutions
adapt to the changing needs of firms and households in dynamic economies, and that the finan-
cial sector supports the development of the real economy instead of serving primarily its own
interest. As discussed in several chapters of this handbook, a lot of progress has been made in
developing the capacities of financial authorities and regulatory and supervisory frameworks in
response to lessons from crises at home and abroad. There has also been an increase in interna-
tional cooperation both on a regional and global level as Asian financial sectors have opened up
and become increasingly interconnected. Safeguarding financial stability will be a continuing
challenge.

Together, policy-makers and the financial sector will also have to continue efforts in pro-
moting financial inclusion, supporting innovation activity, channeling investments into sustain-
able infrastructure and human capital, developing insurance and pension solutions for aging
Asian populations, and aligning finance with sustainable development. All of these activities will
be crucial to help Asian societies fully develop their potential.

Notes

1 Other aspects of financial development, such as the insurance sector, are covered in their respective
individual chapters.

2 Bangladesh, Pakistan, and Viet Nam had higher financial development scores in some earlier years, but
these proved not to be sustainable.

3 See Chapter 20 for a more detailed discussion of financial inclusion in Asia.
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THE DEVELOPMENT AND
TRANSFORMATION OF THE
FINANCIAL SYSTEM IN THE

PEOPLE’S REPUBLIC OF CHINA

Damian Tobin and Ulrich Volz

Introduction

After close to two decades of financial sector reform, the financial system in the People’s
Republic of China (PRC) is now a participant in the global financial system in a way that
other large Asian economies such as Japan and India have never been. Its banks and insurance
companies rank among the world’s largest. According to a new composite index of financial
development constructed by the International Monetary Fund (IMF), the PRC has witnessed
significant development since the early 1980s (Figure 2.1). Yet despite remarkable growth, the
PR C’s policy-makers continue to grapple with questions over how to best to make the finan-
cial system serve the real economy. As pointed out by Justin Lin,

there is a mismatch between China’s real economy and the financial system. The
country’s real economy is largely comprised of farmers, small and medium-sized busi-
nesses, and yet the financial sector is dominated by big banks that prefer to deal with
big companies.

(quoted from Tsai 2015: 1)

Access to credit continues to be a major constraint facing small and medium-sized enterprises
(SMEs). According to a 2012 survey in 15 provinces, 57.5% of SMEs had obtained funding
through informal credit markets (Li and Hu 2013). Many rural counties lack access to adequate
banking services, and private enterprises face punitively high interest rates.

Despite the rapid financial development since the 1990s, the PRC’s financial system con-
tinues to be dominated by bank lending (Figures 2.2 and 2.3). Although non-bank financial
institutions have increased in importance, regulatory reforms have not eliminated the credit
expansion impetus of large commercial banks, while the effectiveness of capital-based con-
straints and administrative measures is far below potential. Instead the financial system is becom-
ing increasingly interconnected. Banks have not only become important players in bond and
equity markets, but they are also closely linked with the rapid growth of off-balance-sheet
finance. Importantly, through a combination of interbank funding activities, wealth manage-
ment products and shadow banking/gray capital market activities, large state-owned banks have
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Financial system in the PRC
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Figure 2.2 Total finance as percentage of GDP, 2015
Note: GDP = gross domestic product.

Source: Compiled by authors with data from the World Bank Financial Development Index database.

become important sources of liquidity provision to both smaller commercial banks and a range
of non-bank financial institutions. Recent estimates put the size of the PRC’s shadow banking
system at 138% of gross domestic product (GDP) for May 2017 (Shih 2017).

An unintended consequence of these developments is that the PRC’s state-run financial
system has become more complex and more interconnected. In exploring how this occurred,
the remainder of this chapter is structured as follows: the next section provides a brief overview
of the PR C’s financial governance framework. This is followed by outlines of the development
of the PR C’s banking sector, equities markets, and bond markets. Then a brief overview of the
rapidly developing fintech market is given, which is followed by a short outline of exchange
rate management and the opening of the PRC’s financial sector. The chapter concludes by
briefly touching on current developments and challenges.

Financial governance framework

The People’s Bank of China (PBC) was created in 1948 under the leadership of the Ministry of
Finance (MoF). With the “socialist transformation” of the Chinese economy along the model
of the Soviet Union’s centrally planned economy in 1951, the PRC introduced a mono-bank
financial system. The PBC became essentially the country’s sole financial institution (besides
credit cooperatives operating at the township level).! In 1979, the PBC was separated from the
MoF and granted the authority of a central bank. Over time it developed into the regulator
and supervisor for the entire financial system, including banking, securities, and insurance. As
these sectors developed, the PRC adopted a sector-based regulatory model in the early 1990s,
with dedicated regulators for banking, securities and insurance (Huang 2010). In 1992, the State
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Financial system in the PRC

Council Securities Commission (SCSC) and the China Securities Regulatory Commission
(CSRC) were tasked with supervising and regulating the issuance and trading of securities on
the stock exchanges. The SCSC was subsequently integrated into the CSRC, which in 1998
became the singular authority to regulate the securities market. The same year, the China Insur-
ance Regulatory Commission (CIRC) was established to exercise oversight over the insurance
sector.

In 1998, the Central Financial Work Commission (CFWC) was created in response to the
Asian financial crisis. Although the crisis did not directly affect the PRC, which at the time still
maintained tight capital controls, the Communist Party of China (CCP) realized the danger of
financial crisis and hence sought to exert greater control over the financial sector (Heilmann
2005). The CFWC was created to this end, with direct and exclusive reporting responsibility to
the CCP’s Central Committee (Pistor 2012). The CFWC was abolished in 2002 and in 2003
the newly established China Banking Regulatory Commission (CBRC) assumed responsibili-
ties for banking regulation from the PBC and the CFWC.

With a central bank charged with monetary and exchange rate policies and three special-
ized supervisory agencies — collectively referred to as Yihang Sanhui (“one bank, three com-
missions”) — the PRC thus adopted a formal governance regime for its financial sector that
resembled the regulatory structure found in many developed Western market economies at the
time (Huang 2010; Pistor 2012). The PBC and the three regulatory authorities are subordinate
to the State Council. In practice, the PBC retained an important role in banking supervision
and maintained a powerful voice in strategic discussions over the direction of financial reforms
(Pistor 2012).

Strategic decisions on financial sector reforms have been taken by the Leading Group for
Financial and Economic Affairs, a body under the CCP Central Committee that was estab-
lished by the CCP Politburo Standing Committee in 1980. It is led by either the CCP general
secretary or the premier of the State Council and is generally considered the most powerful
entity in matters of economic and financial governance. Decisions on the strategic direction
of financial market reforms have been also set by the National Financial Work Conference. Its
participants have included high-ranking government officials, central bankers, and regulators
from the national and provincial level, as well as representatives from the headquarters and pro-
vincial branches of all major banks, insurance firms, and non-bank financial firms (Lardy 1998).

Following the fifth National Financial Work Conference in July 2017, President Xi Jinping
announced the creation of a cabinet-level committee to coordinate financial oversight to over-
come the fragmentation of financial regulation (Bloomberg 2017). He also announced a bigger
role for the PBC in managing financial market risks. The new Financial Stability and Develop-
ment Committee, which is headed by the vice premier, was established under the State Council
in November 2017. The committee’s office will be based at the PBC. Its remit is to supervise
the PRC’s monetary policy and financial regulation. It will have the authority to supervise and
interrogate financial regulators and local governments (SCMP 2017a). A further change to the
regulatory structure was proposed in March 2018 at the National People’s Congress, including
a merger of the CBRC and the CIRC, and a transfer of greater responsibilities for drafting key
regulations and prudential oversight to the PBC.

An important element of financial governance in the PRC has been the control of state
ownership of publicly owned financial institutions. The MoF and Central Hui Jin Investment
Ltd. (Hui Jin) have been the two most important state entities with large ownership stakes in
the financial sector (Pistor 2012). Hui Jin was established in 2003 with a mandate to “to exercise
the rights and the obligations as an investor in major state-owned financial enterprises, on behalf
of the State” (Hui Jin 2018).?
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Pistor (2012) highlights that formal governance structures for the financial sector have been
effectively superseded by informal governance structures which are controlled by the CCP. In
particular, she points to the role of the CCP Central Organization Department, which not only
appoints senior executives of the PRC’s regulatory authorities (PBC, CBRC, CSRC, CIRC)
but also those of all major financial institutions.

Evolution of the banking sector

The start of reform of the PRC’s mono-banking system coincided with major upheavals in
international finance. These included the collapse of the Bretton Woods system in 1973, an
increase in competition from non-bank financial institutions, and the emergence of global
money center banks. Figure 2.4 provides a summary of major reforms in the PRC’s financial
system since 1978. In many ways these have mirrored developments in international banking.
In 1979, the PRC established or re-opened three state-owned commercial banks (SOCBs): the
Agricultural Bank of China, the Bank of China, and the Construction Bank of China. In 1984
a fourth SOCB was established: the Industrial and Commercial Bank of China. By the mid-
1990s these large specialized SOCBs — often referred to as the “big four” — accounted for over
60% of the PRC’s banking assets. These subsequently restructured along these lines of modern
corporations, launched initial public offerings (IPOs), appointed non-executive directors, and
sold minority shareholding to foreign banks (Sun and Tobin 2005).

The first joint-stock banks were formed in the early 1980s. This was followed in 1994 by the
establishment of three specialized “policy” banks: the Agricultural Development Bank of China,
the China Development Bank, and the Export-Import Bank of China. Whereas joint-stock
banks were characterized by smaller state shareholding and faced a greater risk of bankruptcy,
the specific objective of the three policy banks was to reduce the commercial banks’ role in
financing development projects (Lin and Zhang 2009). Since 2013, the loan books of the joint
stock and smaller city commercial banks have grown considerably as the SOCBs reduced their
loan growth. While this indicates a gradual erosion of the dominance of the SOCBs, smaller
banks continue to face a funding constraint as they do not enjoy the nationwide deposit raising
networks of the SOCBs. As a result they became more reliant on interbank funding (BIS 2016).
Another notable feature has been the reorganization and restructuring of the China Post and
Savings Bank. This has allowed it to engage in commercial lending since 2007, a move that saw
it evolve into the country’s fifth largest banking organization (Tobin 2012).

A distinguishing feature of the PR C’s banking reforms is the low presence of foreign banks.
This contrasts sharply with other transitional economies, such as Hungary and Poland, where
foreign banking assets accounted for more than half of total banking assets after a decade of
reform (Bonin, Hasan, and Wachtel 2010: 856). Even after the relaxation of geographical
restrictions on their operations after 2006 and restrictions on local incorporation in 2007, the
market share of foreign banks was just 2.1% in 2008 (Table 2.1). By 2015, some 37 solely
funded foreign banks with 306 branches and subsidiaries were locally incorporated. Their
growth continues to face considerable restrictions including the requirement to allocate CNY
100 million (around USD 16 million) in freely convertible currencies transferred from the par-
ent bank and the treatment of capital injections as foreign direct investments. Consequently,
the presence of foreign banks remains low, at just 1.3% of assets in 2015. In an effort to reverse
this decline, the requirement to allocate a certain amount of freely convertible currency was
relaxed in 2015 (Xinhua 2014).

While foreign banks have had a relatively low domestic presence, the PRC’s banks have
been increasing their international activities, becoming an increasingly important source of
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1992-2001
2nd stage

1992: Launch of "socialist

market economy" concept

at 14th National Congress
of the CCP

1992: State Council
Securities Commission
(SCSC) and China
Securities Regulatory
Commission (CSRC)
tasked with supervising
and regulating the
issuance and trading of
securities on the stock
exchanges

1998: SCSC integrated into
the CSRC, which becomes
the singular authority to
regulate the securities
market

1998: China Insurance
Regulatory Commission
(CIRC) established regulate
insurance sector

1993-1997: Separating
policy lending from state-
owned banks and stricter
enforcement of laws and

regulation

1997: Regulatory reforms
at the 1st National
Financial Work Conference
against the backdrop of
the Asian financial crisis

established

2000-2001:
Establishment of four
asset management
companies to absorb bad
loans from the big four
banks

2001-2012
3rd stage

2001: Accession to WTO

2002: Further reform and
opening agreed at 2nd
National Financial Work
Conference

2003: Establishment of
China Banking Regulatory
Commission to supervise

the banking sector

2003: Establishment of
Central Huijin Investment
Ltd. to direct shareholding
reform and share listing of

commercial banks

2003-2010: Shareholding
reforms and the listing of
large state-owned banks

2007: 3rd National
Financial Work
Conference decides to
develop an onshore bond
market and create the
PRC's sovereign wealth
fund

Notes: CCP = Communist Party of China. WTO = World Trade Organization.

Source: Compiled by the authors, drawing partly on Okazaki (2017: 305).

Since 2012
4th stage

2012: Premier Wen
Jiabao calls for a breaking
up of the state-owned
banking monopoly

Launching of a Wenzhou
pilot scheme to allow
residents invest abroad
and set up loan
companies

2013: Removal of lending
rate floor

Introduction of Standing
Lending Facility

2014: A relaxation of the
components used to
calculate the loan to

deposit ratio to include
loans and deposits to

non-deposit taking
institutions

2015: Establishment of a
Deposit Insurance
Scheme and removal of
the deposit rate cap

2017: Establishment of
the Financial Stability and
Development Committee
following the 5th National

Financial Work
Conference




Damian Tobin and Ulrich Volz

Table 2.1 Market share (by assets) of major banking institutions (2003-2015)

2003 2005 2008 2010 2013 2015
SOCBs 57.9 56.1 51.6 49.2 43.3 39.2
Joint-stock banks 10.7 11.9 14.0 15.6 17.8 18.5
City commercial banks 5.3 5.4 6.5 8.2 10.0 11.4
Rural commercial banks - - - 2.9 5.6 7.6
Rural credit coops 9.6 8.4 8.3 6.7 5.7 4.3
Foreign banks 1.5 1.9 2.1 1.8 1.7 1.3
Postal savings bank 3.2 3.7 3.5 3.7 4.1 4.2

Note: SOCBs = state-owned commercial banks.

Source: Compiled by authors with data from the CSRC Annual Report (2015).

international credit. By the end of 2015, their cross-border assets accounted for some USD
722 billion, making them the tenth largest creditor in the international banking system and a
significant supplier of US dollar credit (BIS 2016). However, unlike other larger international
creditors like the UK, Japan, and Germany, the PRC is a net debtor in the international finan-
cial system. This is partly to do with the unique role of Hong Kong, China, where the PRC’s
banks have listed subsidiaries on the Hong Kong Stock Exchange and operate the market in
renminbi deposit accounts and bonds (Tobin 2016). Consequently, the cross-border liabilities
of mainland banks amounted to USD 944 billion at the end of 2015, a significant proportion
(USD 320 billion) of which related to the market value of the banks’ traded equity in Hong
Kong, China (BIS 2016).

Non-performing loans, stock market listings, and deferred
structural reforms

A combination of poor lending practices and limited experience in managing risk meant that
by the end of the 1990s the non-performing loan (NPL) ratio of the PRC’s state banks stood
at 33%. The PRC responded by launching a bank bailout and establishing four state-owned
asset management companies (AMCs) to absorb almost CNY 1.4 trillion in bad loans.? This was
followed by the international listing of three of the four large SOCBs between 2005 and 2006.
The fourth bank, the Agricultural Bank of China, was listed in 2010. By the end of 2017, 39
banks were listed on the stock markets, usually in Shanghai and Hong Kong. The advantage of
this incremental transactional approach to reform, which involved integrating international best
practices and investments where appropriate, was that it did not seek to immediately replicate
international banking models (Pistor 2009). Its drawback was that it left intact the Leninist-type
control structures, which were conducive to centralized regulation but ultimately failed to
improve the allocation of capital (Heilmann 2005). A lack of structural reforms in the financial
sector also contributed to the buildup of macroeconomic imbalances (Ito and Volz 2013).

The costs of deferring structural reforms became apparent following the 2008-2009 fiscal
stimulus. This was not strictly a “fiscal” stimulus, since most of it consisted of bank loans and
local government investment rather than central government expenditure. Bank managers had
little autonomy to resist government lending priorities, and they knew that based on experi-
ence they would be rescued (Goodstadt 2011). Much of this lending went to local government
“financing platforms.” These were technically prohibited as they involved, albeit indirectly,
local government borrowing (Figure 2.5). By the end of 2010, there were 6,576 of these
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Source: Compiled by authors based on IMF (Lu and Sun 2013: 4).

platforms, a majority of which operated at the county level, and their debt balances accounted
for 46.4% of local government debt (NAO 2011). Their connection to the banking system
meant that local government debt became a source of risk for bank balance sheets. Bank finance
is the main source of debt funding for local government, accounting for some 78% of loans in
2012 (NAO 2013).

The emergence and growth of shadow banking

Trust and investment companies first played a role in responding to the pressing need to finance
local development in the early 1980s. The unprecedented decision of the PBC in 1994 to
restrict lending to the MoF for the budget deficit was also a factor in driving the increase
in the proportion of off-balance-sheet finance (Lardy 1998). The term came to represent a
pejorative film for all non-bank financial intermediation after 2008, thus obscuring the true
nature of risk and usefulness as a source of non-bank funding for small firms (Tsai 2015). The
PBC’s acknowledgment that state-owned banks had participated in creating large amounts of
off-balance-sheet liquidity also led the PBC to adopting a wider monetary aggregate, namely,
total social financing (Table 2.2). This was designed to capture the discrepancy between the
growth in total liquidity growth and bank lending. Between 2002 and 2010, the average annual
growth of the all-system aggregate was 27.8%, while the average annual growth of bank loans
was 18.4% (PBC 2011).

The growth in oft-balance-sheet lending partly reflected a structural change in the fund-
ing of bank liabilities. The PRC’s large banks had long benefited from fixed interest rates
and a surplus of deposits over loans as the PBC purchased foreign exchange from banks (Sun
2015). The post-financial crisis reduction in the role of FDI in capital formation, which fell
from a pre-financial crisis of 6.8% for the years 2005-2007 to 3.0% for the years 2011-2016
(UNCTAD 2017), placed pressure on domestic sources of bank funding. This saw banks turn
to off-balance-sheet wealth management products (WMPs) to fund their activities. WMPs
are financial products that offer higher returns than conventional equity or deposit accounts.
Large SOCBs can purchase WMPs from smaller banks in return for funding. SOCBs can also
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Table 2.2 The components of total social financing

On balance sheet Off balance sheet
Renminbi loans by financial institutions Entrusted loans (in which the bank acts as a loan
intermediary)
Foreign currency denominated loans Trust loans (involving the repackaging and sale of loans
as wealth management products)
Stock markets and net financing of corporate Undiscounted bankers’ acceptances (a form of oft-
bonds balance-sheet bank draft guaranteed by the bank)

Others, e.g., micro financing

Source: Compiled by authors.

issue their own WMPs to fund interbank lending to smaller banks. While most do not carry an
explicit guarantee, their systematic importance in the financial system has earned them a level of
public confidence. This is illustrated in data from the BIS, which indicated that approximately
40% of WMP asset portfolios were invested in bond markets with a further 16% invested in
money market instruments (BIS 2017).

A second consequence of the growth in shadow banking has been the emergence of a
discrepancy between bank lending and liquidity growth. From 2008 onwards, bank lending
started to outpace the growth in the broad money supply (Figure 2.6). In 2011, the PBC
acknowledged that bank lending was no longer particularly useful in explaining the growth in
M2 and that “all-system” or total social financing now played a more important role in sup-
porting economic growth (PBC, Monetary Policy Report, Q1 2011). A further change in this
relationship occurred in 2016 and 2017, as the growth in the broad money supply and lending
to non-financial began to slow in response to government policy, while total social financing
continued to expand faster (Figure 2.7). This indicated the continuing channeling of funds off-
balance sheet into poorly performing state enterprises and funding platforms.

Interest rate reforms, deposit insurance, and bank diversity

The removal of the lending interest rate cap in July 2013 represented a new chapter in the
PRC’s financial reforms. It also necessitated a more complex monetary framework. In 2013,
the PBC introduced a standing lending facility to meet large-scale demand for long-term
liquidity and short-term liquidity operations to facilitate repurchase operations with shorter-
term maturities (Sun 2015). The reforms, which began with a widening of interest rate margins
in the 1990s, sought to give banks greater flexibility in the pricing of risk but limit competition
by retaining control over deposit rates. On the deposit side, banks were required to match the
official deposit rate until 2004, when the lower limit was removed.

In July 2014 the CBRC relaxed its stance on the components used to calculate banks’
loan-to-deposit ratios — a move that effectively allowed banks to expand liquidity. To protect
against competition leading to a greater frequency of bank failures, a scheme was implemented
in May 2015 that stipulated depositors could receive up to CNY 500,000 in compensation if’
a bank were to collapse. Finally, in October 2015 it was announced that the deposit rate cap
would be lifted, effectively allowing deposit-taking institutions to compete for deposit funds.

While interest rate reform and deposit insurance offered market-based incentives for new
entrants, the PRC’s efforts to improve the diversity of financial relied on a combination of
administrative measures, policy guidelines, and pilot schemes. A lack of diversity carries eco-
nomic and social costs. One study found that rural financial services did not satisty the diverse
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public demand for more sophisticated banking services, with many provinces lacking even basic
banking services (PBC 2010). It further noted that three western provinces had more than 50
counties that were classified as “unbanked.” The Rural Household Survey (PBC 2014) found
that only 27% of demand for loans from the PRC’s rural dwellers is met, compared to 40% in
urban areas. Since 2011, the PBC has set differentiated favorable reserve requirements for lend-
ing related to agricultural and rural financial services (Sun 2015). The restructuring and expan-
sion of rural financial institutions has also continued, and by end-2016 the PRC had 1,114 rural
commercial banks and 1,443 township banks.

Foreign-owned and pilot private banks have also played a role in promoting financial diversity
in the rural sector, albeit within the constraints of capital controls. By 2015, foreign banks had a
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presence in 69 cities in 27 provinces, with 17% of outlets located in the northeast, middle, and
west of the PRC (PBC 2016). By the end of 2015, the PRC had also launched five private pilot
banks, which were mostly located in eastern provinces and municipalities such as Zhejiang, Tian-
jin, Shanghai, Wenzhou, and Qianhai. Their location indicates that they are mainly targeted at the
PR C’s growing private sector. However, they are highly reliant on non-deposit funding sources.
Deposits represented just 30.6% of their funding (PBC 2016). The pilot private banks had a loan
book totaling CNY 23.6 billion. This represented just a fraction (0.023%) of total loans.

Stock markets and financial centers

The emergence of Shanghai and Shenzhen as the PRC’s main onshore financial centers can be
traced to policies based on equity developmentalism that both municipalities followed (Green 2004).
This involved the use of a range of policy tools to boost trading volumes and attract new listings.
While Shanghai has benefited from the location of foreign banks and the listing of large SOEs,
Shenzhen’s cost advantage has made it attractive for small and medium-sized enterprises and venture
capital. Recently both cities have benefited from national-level policies promoting pilot free trade
zones (FTZs) and Stock Connect schemes. FTZs allow controlled offshore currency trading, while
the Stock Connect schemes allow approved overseas investors to purchase domestic shares via Hong
Kong’s offshore financial market. Shanghai was the first to benefit from this in 2014, and the scheme
was extended to Shenzhen in 2016. The developments have seen Shanghai and Shenzhen emerge as
the world’s sixth and 20th largest financial centers, respectively, by 2017 (Yeandle 2017).

Rapid development has also left unresolved challenges. Both the traded capitalization and
ratio of stock finance to loans remain low (Table 2.3). The majority of the 3,052 companies
listed at the end of 2016 were SOEs (Table 2.3). Trading patterns remain highly erratic (Fig-
ure 2.8). The average turnover ratio of shares on the Shanghai stock market was some 388%
in 2015, while the market had a price-earnings ratio of 17.6%. High turnover and valuations
imply that market activity has been driven by a small group of individual shareholders who
own comparatively small portions of total equity. By 2015 the number of accounts had grown
to over 214 million, but the ratio of new to existing accounts remains volatile (Table 2.4). The
diffuse nature of shareholders mitigates the possibility of a credible takeover threat.

Table 2.3 Selected measures of the role of the PRC’s stock markets (1990-2015)

Year Number Market Ratio of stock Market capitalization Tiaded market
of listed capitalization financing to to GDP (%) capitalization fo
companies (CNY billion) loans GDP (%)

1990 10 - - - -

1992 53 104.8 - 3.9 -

1993 183 353.1 4.96 10.2 25

1995 323 347.4 1.27 5.9 1.6

2000 1,088 4,809.1 11.5 48 16.2

2005 1,381 3,243.0 2.05 18.0 5.8

2010 2,063 26,542.2 11.3 67.0 48.5

2015 2,827 53,130.4 7.09 78.5 61.8

2016 3,052 50,824.5 15.3 68.3 52.8

Notes: GDP = gross domestic product. PRC = People’s Republic of China.

Source: Compiled by the authors with data from the People’s Bank of China and China Securities and
Regulatory Commission.
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Figure 2.8  Shanghai and Shenzhen composite indices annual closing level (1992-2016)

Source: Compiled by authors with data from PBC Financial Stability Reports, various years.

Table 2.4 Selected indicators of share ownership

Year Ratio tradable to total ~ Average turnover ratio Total share accounts Ratio of new share accounts
shares Shanghai market (’000s) to total accounts
1993 27.8 - 7,776.7 72.1
1995 35.5 528.7 12,424.7 14.8
2000 35.7 492.9 58,011.3 22.7
2003 35.4 250.7 69,926.6 2.0
2005 32.8 274.4 73,360.7 1.6
2008 37.2 392.5 104,490.9 -32.9
2009 62.0 499.4 120,376.9 13.2
2010 72.7 197.6 133,910.4 10.1
2015 78.6 388.5 214,775.7 33.8

Source: Compiled by the authors with data from the China Securities and Regulatory Commission.

The potential of both Shanghai and Shenzhen to offer a more sophisticated range of financial
products is also hindered by a lack of a fully convertible renminbi (RMB) and capital controls.
Notwithstanding these drawbacks, there are some salient aspects of the PRC’s shareholding
reforms. As will be discussed below, concessions on overseas access and foreign share ownership
have seen domestic PR C shares added to the Morgan Stanley Emerging Markets Index (MSCI),
while the split share reform has provided a politically acceptable way of reducing the proportion
of non-traded shares. In the absence of full capital account liberalization, Hong Kong, China has
provided a safe channel to facilitate the entrance of foreign via quota-based allocations.

From “one-third privatization” to the “split share reform”

At the outset of the PRC’s stock market development, at least two-thirds of the capital of most
of the PRC’s listed firms was not freely floated on the stock market. Shares owned by the state
tend not to be freely traded and explain the difference between the ratio of market capitalization
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(which includes traded and non-traded shares) to GDP and the ratio for traded shares. The ratio
of non-tradable to tradable shares remained just above 30% until 2008. One-third privatization
meant that one of the main benefits of privatization for state enterprises (i.e., the achievement
of a hard budget constraint) was not realized (Sun 2003). Shares of listed SOEs were divided
into three categories, usually about one-third each. These were tradable shares which were
sold to the public; legal person shares — typically held by a state-owned parent company and in
principle non-tradable; and non-tradeable shares held by the state. Tradeable shares were fur-
ther divided into A-shares, which were traded in domestic currency, and B-shares designed for
foreign investors and traded in foreign currency (US dollars in Shanghai). The separation from
the more liquid domestic market meant that B-shares tended to have lower valuations and small
trading volumes, and by 2016 there were just 100 listed B-shares.

Efforts to reform the overhang of non-tradable shares were often frustrated by market vola-
tility as individual investors feared that the market would be flooded with low-quality A-shares.
Efforts to float non-tradable A-shares in 2001 led to a significant collapse in the Shanghai and
Shenzhen composite indices (Figure 2.8). It also resulted in a more gradual approach to the
pricing of non-traded shares. Beginning in 2002, foreign investors — who are licensed by the
CSRC — were permitted to purchase and sell tradable A-shares through the Qualified Foreign
Institutional Investor (QFII) scheme and non-tradable shares via a series of reforms to the merg-
ers and acquisitions rules during 2002—2004 (Lee 2008). By the time the split share reform was
launched on a trial basis in September 2005, foreign investors had two tracks through which
they could purchase domestic shares. The split share reform ameliorated many of the agency
costs of small information and control disadvantaged tradable shareholders that plagued earlier
reform efforts, by allowing for negotiation between tradable and non-tradable shareholders to
determine the appropriate compensation level (Yeh et al. 2009). Its overall effect was a rapid
change from one-third to two-thirds privatization, and by 2015 the ratio of tradable to non-
tradable shares stood at 78%.

Overseas holdings of the PRC equity remain low, accounting for around 1.3% of total
market capitalization at end of 2016. The absence of a feasible way of allowing foreign par-
ticipation in domestic markets also represented a significant obstacle to efforts to have the
PRC’s tradable A-shares included in the MSCI. Inclusion has the potential to increase the
demand for A-shares but also requires exchanges to reach certain thresholds of accessibility,
transparency, and liquidity. In June 2017, it was announced that 222 eligible A-share stocks
(a weighting of around 0.7% of the MSCI index in 2018) would be admitted to MSCI index
beginning in May 2018, with access provided through the Hong Kong-based Stock Connect
scheme (SCMP 2017b). The decision opens the possibility of an increased weighting subject
to future market reforms.

Hong Kong and the northbound and southbound routes

Listing on Hong Kong-provided state enterprises with a means of raising funds and bonding
themselves to higher corporate governance standards (Tobin and Sun 2009). Between 1993
and 2017, some 229 PRC enterprises listed H-shares on Hong Kong’s stock exchange. Other
state enterprises incorporated subsidiaries in Hong Kong and were listed as “red chips.” The
first PRC SOEs to list in Hong Kong, China in 1993 were mostly industrial enterprises, and
did so at a time when the PRC markets were in their infancy. In the 2000s all of the PRC’s
big four state-owned banks were listed in Hong Kong, China. More recently Hong Kong’s
stock exchange has been used by smaller provincial level banks such as Harbin Bank, the Bank
of Zhengzhou, and the Bank of Tianjin as a way of mitigating domestic funding constraints.
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Hong Kong, China’s role has also evolved to allow foreign investors a route into the A-share
market (the northbound route) and domestic PR.C investors an option to invest in Hong Kong,
China shares (the southbound route) via the stock connect scheme. Both routes are subject to
daily quotas and restrictions on beneficial ownership. Hong Kong, China has also offered a use-
ful platform to expand on the qualified investors scheme. In December 2011, a pilot program
was launched to allow fund management companies approved as Renminbi Qualified Foreign
Institutional Investors (RQFII) to use their renminbi funds raised in Hong Kong, China to
invest in domestic securities markets. This mitigates against the prospect of capital outflows.
In 2013 the scheme was extended to London. While the initial QFIT scheme was viewed as a
watershed reform, its extension to include renminbi raised in Hong Kong, China is indicative
of the cautious quota-based approach to allowing foreign capital into the PRC’s financial cent-
ers and the dilemma faced by the PRC in implementing capital account reforms.

Bond markets

Domestic government and corporate bonds are traded on the country’s two stock exchanges
(mainly Shanghai), OTC and, most importantly, in the interbank bond market. The exchange-
based market is an order-driven market. Its participants include securities companies, insurance
companies, securities investment funds, trust and investment companies, credit cooperatives,
other non-financial institutional investors, and individual investors. As mentioned earlier, bonds
have also become a major component of WMPs. Banks often use securities companies to man-
age the proceeds of WMPs, while securities companies themselves often use repo agreements to
sustain bond prices (BIS 2017). Capital account controls and a limited pool of offshore renminbi
liquidity have meant relatively few international issues of government bonds. Their relative
scarcity has meant that such bonds tend to be highly sought after. Nevertheless, liquid markets
for government debt are a prerequisite for foreign residents to hold part of a government debt
and exercise their judgment on the solvency of the country concerned (Noyer 2015). As the
following section shows, a combination of domestic market opening and capital account con-
trols have created a trade-off between the onshore and oftshore markets.

Much of the early growth of the PRC’s bond markets was motivated by the demands that
financing economic growth placed on central and local government. Bond issues by the MoF
climbed steeply after 1997 as part of a fiscal stimulus plan designed to prevent sharp economic
contraction in an environment characterized by long-lasting deflation (1996-2003). This fea-
ture was again apparent following the 2008-2009 fiscal stimulus, with local governments mak-
ing use of funding platforms to issue debt (see above). What stood out about these funding
platforms was that they were effectively bonds in all but name in the sense that they were set up
to finance specific projects, mostly infrastructure related.

The PRC’s corporate bond market remains largely restricted to state corporations. Corpo-
rate bond issues fell sharply in the early 1990s, but have started to rise again in recent years.
For much of the 2000s the market was heavily dominated by government securities. Since
2015 the paying down of foreign currency loans has witnessed the increasing issue of domestic
bonds as corporations restructure their debts. The scope for corporate bonds has expanded since
2005 when firms were allowed issue short-term commercial paper for the first time. By 2014
short-term financing bills accounted for 4.1% of bond issues (PBC 2015). As of June 2017, the
government bond market had reached a total volume of CNY 37,159 billion or 47% of GDP,
while the corporate bond market stood at CNY 14,771 billion or 19% of GDP (Figure 2.9).

The oftshore market has long had a far smaller pool of liquidity to draw on than the onshore
market. Renminbi-denominated (Dim Sum) bonds issued in Hong Kong, China provided a
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Figure 2.9 Development of the PR C’s local currency bond market in CNY billion (left axis) and as share
of GDP (right axis)

Notes: GDP = gross domestic product. LCY = local currency.

Source: Compiled by authors with data from AsianBondsOnline.

short-term solution to this. A renminbi devaluation and a decline in offshore renminbi depos-
its served to highlight the limited settlement options and renminbi liquidity of the offshore
market. Capital controls made it difficult for domestic Chinese issuers to repay offshore bonds.
Consequently, renminbi Dim Sum bond issues in Hong Kong, China fell from CNY 300 bil-
lion in 2014 to CNY 130 billion in 2016 (SCMP 2017¢). A liberalization of access restrictions
for foreign financial institutions in 2016 made it easier for them to participate in the onshore
market. That said, just as in the case of equities, international investors accounted for only 1.2%
of the onshore bond market at the end of 2016 (SCMP 2017¢). 2016 also saw the first offshore
renminbi sovereign bond issued by the MoF outside the PRC on the London Stock Exchange.
Other countries such as Poland have issued so-called Panda Bonds, which are denominated in
renminbi. Tight control over settlement, normally conducted through overseas PRC state-

owned banks, indicates that the market for these bonds remain short of a fully liquid market
for government debt.

Fintech

The PRC’s financial technology (or fintech) industry (i.e., the application of internet-based
technology within the financial services industry) has been flourishing. As of January 2018, 8 of
the 28 global fintech companies with a valuation exceeding USD 1 billion are from the PRC,
and 9 when including Hong Kong, China (TechCrunch 2018). The rise of fintech in the PRC
has benefited from an underdeveloped banking sector. It also benefited from an initial light-
touch approach regarding regulation and a technophile population with 772 million internet
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users, 98% of whom use mobile devices (CNNIC 2018). Arguably, fintech companies in the
PR C have also benefited from effective protection that limits the scope of foreign tech com-
panies to operate in the PRC.

Fintech in the PRC comprises seven areas: payments and e-wallets; supply chain and con-
sumer finance; peer-to-peer (P2P) lending platforms; online funds; online insurance; personal
finance management; and online brokerage (Mittal and Lloyd 2016). The PRC leads the world
in many of these areas. Notably, it has developed the world’s biggest markets for digital pay-
ments and online lending (The Economist 2017).

Mobile payments have grown rapidly in the PRC (Figure 2.10). In 2016, Chinese consum-
ers spent CNY 157.55 trillion (USD 22.8 trillion) via mobile payment platforms, compared
to only USD 112 billion in the US (Wang and Dollar 2018). Estimates suggest that mobile
payment transactions reached almost CNY 200 trillion in 2017. In 2016, over 90% of mobile
payments were made with apps developed by Alibaba’s Alipay (54%) and Tencent’s TenPay
(37%), the PRC’s two leading fintech firms (Wang and Dollar 2018).

Online lending in the PRC is dominated by peer-to-peer (P2P) lending, which has been
developing in the PRC since around 2010. In 2017, the transaction volume of P2P lending
reached CNY 2.8 trillion (Figure 2.11). P2P online platforms connect borrowers directly with
lenders (or investors), who can get higher returns than the bank interest rate. The number of
P2P lending platforms increased rapidly from about 200 in 2012 to a peak of almost 3,500 in
November 2015. Given that P2P lending operated in a regulatory vacuum until 2016, it is not
surprising that the market included a large number of rogue schemes. By the end of 2015, more
than a third of all P2P platforms were considered “problem platforms” that had either stopped
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Figure 2.10  Transaction volume in the PRC’s mobile payments business (CNY trillion) and year-to-year
percentage change (right axis), 2012-2017

Note: YTY = year-on-year.
Source: Compiled by authors with PBOC data used by Wang and Dollar (2018).
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repayments, were investigated by the police, or whose operators had disappeared with lenders’
money (Chorzempa 2016). The most prominent P2P Ponzi scheme was the supposed P2P
platform Ezubao, which attracted USD 7.6 billion from nearly one million lenders in only 18
months before it was found out that 95% of its borrowers were fake (Wang and Dollar 2018).

In April 2016, a “rectification campaign” was launched to “probe legal compliance and
limit risks in Internet finance,” followed by the introduction of comprehensive CBR C regula-
tion in August 2016 imposing caps on P2P borrowing and prohibiting P2P platforms to act as
financial intermediaries (Chorzempa 2017). The CBRC regulation also caps the size of online
loans at CNY 1 million for individuals and CNY 5 million for companies, requires lenders to
use a custodian bank, and forbids platforms to guarantee the principal or the interest on loans
they facilitate (Wang and Dollar 2018). Since the introduction of regulation of P2P lending,
the number of P2P platforms has fallen significantly, to fewer than 2,000 by the end of 2017.
Despite the market consolidation, the transaction volume has continued to increase at a rapid
pace, to CNY 2,805 billion (USD 442 billion) at the end of 2017. The PR C therefore accounts
for about three-quarters of global online lending (PWC 2017b).

Exchange rate management and financial opening

The renminbi exchange rate has been tightly managed by the PBC (Figure 2.12). In Janu-
ary 1994, the PRC unified its dual exchange rates, devalued the renminbi by 33% overnight
and pegged it to the US dollar at 8.7. From August 1994 onwards, the renminbi gradually
appreciated against the dollar until May 1995. It was then kept firmly at CNY 8.3/USD until
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Figure 2.12  CNY/USD exchange rate, January 1993-December 2017

Source: Compiled by the authors with data from the Pacific Economic Exchange Rate Service.

July 2005, when the PBC allowed for a modest appreciation against the dollar of 2.1% and
announced that it would adopt “a managed floating exchange rate regime based on market
supply and demand with reference to a basket of currencies” (PBC 2005). The renminbi was
subsequently allowed to strengthen, not least in response to massive pressure from the US and
other major trading partners who complained about “currency manipulation.”

In July 2008, in the face of the global financial crisis, the PBC eftectively reinstalled the dollar
peg, this time at CNY 6.8/USD. In June 2010, the peg was abandoned and the PR C returned
to a strategy of increasing currency flexibility, with a gradual widening of daily trading bands.
The renminbi continued to strengthen up to a high of CNY 6.1/USD in January 2014. Net
capital outflows since mid-2014 caused the renminbi to depreciate up to the end of 2016. Vari-
ous reasons were behind this, including the slowdown of the PRC economy and doubts about
the country’s future growth prospects; a growing importance of outward direct investments by
the PRC’s firms; the PRC’s firms’ repayments of their dollar-denominated debt; and capital
flight. The PBC responded by tightening capital controls and by heavily intervening in the
foreign exchange market to strengthen the renminbi. As a result, the PRC’s foreign exchange
reserves declined by nearly USD 1 trillion from a peak of USD 3.99 trillion in June 2014 to
USD 2.998 trillion in January 2017. The PRC’s foreign exchange reserves had built up rapidly
since the early 2000s (Figure 2.13) on the back of large and growing capital account surpluses
and recurrent foreign exchange intervention aimed at keeping the renminbi competitive.

Throughout, the PRC authorities have maintained tight capital controls, which enabled the
PBC to manage the exchange rate while at the same time allowing a reasonable degree of
monetary policy independence (Reade and Volz 2012). Capital controls have also permitted
the government to keep a tight grip on the financial sector. The PRC has taken cautious steps
in liberalizing cross-border financial flows since the early 2000s. Commercial credit inflow and
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Figure 2.14 Domestic renminbi financial assets held by overseas entities, 2013-2016 (CNY 100 million)

Source: Compiled by authors with data from the PBOC’s Monetary Statistics.

outflow restrictions were lifted in 2013. However, the slow pace of domestic financial reform
and the continued presence of widespread capital controls have been an impediment to the
internationalization of the renminbi, a goal that the PRC has pursued since 2009 (Volz 2014).
Figure 2.14 shows that while foreign holdings of domestic financial assets such as equities, bonds,
and loans have remained low for the reasons described earlier, the PRC did succeed in creating a
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large pool of oftshore renminbi. Currency devaluation and capital controls have seen a substantial
reduction in this since 2014. As previous sections indicated, this reduction may have a knock-on
effect on the prospects for increasing the overseas holdings of equities and bonds.

Conclusion

The PRC has come a long way in developing its financial system. The PRC’s “big four” banks
(ICBC, CCB, ABC, and BOC) are now the four largest banks in the world by assets, while
another 14 PRC banks make it into the top 100 largest banks (Mehmood 2017). Her bond
market is the third largest after the US and Japan. China has also become the world’s leading
nation in the area of fintech, with the biggest market for digital payment and online lending.
Moreover, the PRC’s efforts to promote the renminbi as an international currency have already
resulted in the inclusion of the renminbi in the International Monetary Fund’s Special Drawing
Rights basket. While this reflects the incredible growth and development success, caution is
warranted. Indeed, the rise of the PRC’s banks is somewhat reminiscent of the rise of Japanese
banking institutions, which in 1989 entirely occupied the list of the 10 largest banks in the
world (Chicago Tribune 1989). For Japan, the rapid expansion and internationalization of its
financial system proved a challenging and costly experience. The current PRC leadership has
started to deal with these challenges. While it remains committed to the goal of establishing
Shanghai as a global financial center and develop the renminbi into a truly global currency, it
has become increasingly conscious of the dilemmas posed by an open capital account.

Going forward, the PRC faces major challenges in terms of financial stability emanating
from its enormous level of debt and the enormous size of its shadow financial system (e.g., Song
and Xiong 2018). An optimal scenario for the PRC policy-makers is a managed unwinding
of counterparty obligations involving the restructuring and diversification of corporate debt
alongside the creation of a more diverse financial system. Debt restructuring also increases the
urgency of corporate governance reform in financial markets. Weak governance continues to
present a significant limitation on restructuring as banks face significant governance obstacles
in monitoring repayment. In the medium term, the financial sector also faces the challenge of
how to achieve better alignment with the goals of sustainable development. At present, the vast
majority of lending and investment does not sufficiently take into account environmental and
climate risk (UNEP 2017; Volz 2018). These challenges are part of a broader need to align the
interests of society and the financial sector. While they are in no way unique, for the PRC these
challenges are arguably intensified by the transition process and the need to accommodate the
needs of an increasingly affluent society.
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Notes

1 Over time, a number of banks were established but later abandoned or integrated into the PBC, includ-
ing the Agricultural Cooperative Bank (established in 1951) and the Agricultural Bank of China (ABC;
established in 1955).
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2 Hui Jin was initially a subsidiary of the State Administration for Foreign Exchange (SAFE), the adminis-
trative agency of the PBC responsible for foreign exchange management. In 2007 the MoF acquired all
shares in Hui Jin from the PBC, which was compensated with specially issued treasury bonds. The MoF
then injected the shares in Hui Jin into China Investment Corporation (CIC), the PRC’s new sovereign
wealth fund, which was created the same year. Hui Jin has since been a wholly owned subsidiary of
CIC. Hui Jin’s shareholder rights are exercised by the State Council.

3 One AMC was created for each of the big four commercial state-owned banks: China Great Wall
Asset Management for the Agricultural Bank of China, China Orient Asset Management for the Bank
of China, China Huarong Asset Management for the Industrial and Commercial Bank of China, and
China Cinda Asset Management for the China Construction Bank.
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FINANCIAL SECTOR IN HONG
KONG, CHINA

Andrew Sheng

Introduction

The rise of Hong Kong, China as an important entrepot and international financial center (IFC)
in the 1970s was considered one of the remarkable achievements in Asia (Jao 1997). As a colo-
nial freeport, Hong Kong, China was an important trading center for the People’s Republic
of China (PRC) since the 1950s. But by 1989, the financial sector (19.5% of GDP) overtook
the manufacturing industry (19.3% of GDP) in terms of its contribution to GDP. Although
there were apprehensions about the success of Hong Kong, China on reversion to the PRC
on 1 July 1997, Hong Kong, China has continued to thrive with the financial sector gaining
strength in scale and depth. Hong Kong, China has a well-developed financial system with a
significant banking sector (accounting for 39.9% of total financial market size in 2014) and a
dynamic equity market (54.2%), followed by a relatively smaller debt securities market (5.9%)
(Table 3.1).

Hong Kong, China is one of the leading IFCs but is not yet a global financial center; these
two positions are held by New York and London (TheCityUK 2015a; Figure 3.1). In the Asian
time zone, Hong Kong, China is considered a leader among the group of vibrant, evolving,
and emerging regional hubs, with strong competition from Tokyo, Singapore, Shanghai, and
Seoul. Furthermore, in the contest for the PRC business, there is competition from cities such
as Shenzhen. Hong Kong, China authorities recognize that there is no room for complacency
in maintaining its competitiveness.

This chapter examines the development of Hong Kong, China’s financial sector and
explores the issues in maintaining its position as a premier IFC. First, the current state of the
financial system is reviewed with respect to its global position. Next, its strength is evaluated
in its financial governance framework. Following sections examine the domestic and external
challenges, such as competition from other IFCs, and the impact of global megatrends, includ-
ing the disruptive role of financial technology, and at how Hong Kong, China can reinvent
itself to enhance its competitiveness by leveraging on its first mover advantage in renminbi
business and by leapfrogging other IFCs in adopting financial technology (fintech). Success
hinges on the political will to design a holistic roadmap to reinvent Hong Kong, China to stay
ahead of the competition.
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Table 3.1 Hong Kong, China’s financial markets, selected indicators (USD billion)

2011 2012 2013 2014 2014 market share

Stock market capitalization® (1) 2,258.0 2,831.9 3,100.8 3,233.0 54.2%
Total debt securities* (2) 216.0 260.0 317.1 354.3 5.9%
Bank assets® (3) 1,766.3 1,914.8 2,183.2 2,379.6 39.9%
Total market size (1 + 2 + v3) 4,240.3 5,006.7 5,601.1 5,966.9 100.0%
Debt as % of GDP (2) + (3)/GDP 797.7% 828.2% 906.9% 939.8%

Financial sector a % of GDP 1,706.4% 1,906.6%  2,031.6% 2,051.2%

(1) + (2) + (3)/GDP

Crude leverage ratio (2) + (3)/(1) 87.8% 76.8% 80.6% 84.6%

Memo: GDP! 248.5 262.6 275.7 290.9

Total external reserves? 285.3 317.3 311.1 328.4

Notes: 'Data from the World Bank. GDP at market prices (current USD). *Data from IMF IFS. Reserves
Selected Indicators. *Data from WFE. ‘Data from BIS. Includes debt securities issues and amounts out-
standing, Q4 data. *Data from HKMA Monthly Statistical Bulletin (February 2016; Issue No. 258),
Table 1.2 Banking Statistics.

Sources: Bank for International Settlements (BIS) (http://stats.bis.org/statx/sts/table/c32c=hk&p=20141);
HKMA Monthly Statistical Bulletin (www.hkma.gov.hk/eng/market-data-and-statistics/ monthly-statistical-bulle
tin/table.shtml); IMF, International Financial Statistics (http://data.imf.org/regular.aspx?key=60998114);
World Bank (http://data.worldbank.org/indicator/NY.GDP.MKTP.CD); World Federation of Exchanges
(www.world-exchanges.org/home/index.php/statistics/monthly-reports); author’s calculations.

Figure 3.1 Key global financial centers

Source: TheCityUK based on Citi, Oliver Wyman and Z-Yen (https://www.thecityuk.com/research/uks-com
petitiveness-as-a-global-financial-centre-august-2015/).
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Overview of economic and financial system

Between the mid-1950s and the 1990s, the Hong Kong, China economy experienced rapid
economic growth in excess of 7% per annum. The World Bank attributed this success to a free
market, export-led regime, low taxes, and minimal state intervention (World Bank 1993; Chang
2006). In 1983, there was a crisis in the exchange rate regime, which led to the implementation
of the fixed Linked Exchange Rate System at HKD 7.8/USD. By the mid-1990s Hong Kong,
China had already shifted most of its manufacturing base to the PRC as its domestic labor costs,
rents, and GDP per capita had reached advanced-country levels. On its reversion to the PRC
in 1997, Hong Kong, China had already established its leading position as a logistics, trade,
and financial center for the PRC and the region. The Asian financial crisis of 1997-1999 was a
major shock that caused slow growth, but Hong Kong, China quickly recovered after the US
Fed started lowering interest rates and the rest of Asia revived. Between 2003 and 2014, Hong
Kong, China enjoyed a period of unprecedented prosperity as the PRC economy took off,
while the advanced countries embarked on near zero interest rate policies in the aftermath of
the global financial crisis. Capital inflows into Hong Kong, China rose even as property prices
and stock prices reached unprecedented heights. In 2015 Hong Kong, China was the world’s
eighth largest trading economy, with international merchandise trade exceeding USD 1 trillion.

Financial system is well developed, among best in the world

Befitting its status as an IFC, Hong Kong, China has a large and well-developed financial sys-
tem, but it shares certain characteristics common to other Asian IFCs. The soundness of the
financial system was tested during the summer of 2015, when Hong Kong, China’s markets
functioned in an orderly manner, despite increased volatility in equity and currency markets
following the correction in the PRC’s A-share market.

Hong Kong, China has played a major role in facilitating cross-border financial transactions
in the Asian region, notably in intermediating foreign direct investment (FDI) and portfolio
investment flows (Leung and Unteroberdoerster 2008). Its lead in this area comes from the
common law tradition, with an independent judiciary and strong rule of law. Over time, the
regulatory framework has been strengthened as a result of different crises and experiences.
According to the Heritage Foundation, Hong Kong, China has secured the top spot as the
world’s most free-market economy for 21 years (1995-2015; GovHK 2015a). The low-tax
regime, with minimal government intervention; clear, transparent rules; and a well-developed
and resilient financial system, has contributed significantly to the attractiveness of Hong Kong,
China as an IFC.

The Linked Exchange Rate System is an anchor of financial stability

The stability of the financial system is underpinned by the Exchange Fund, which was estab-
lished by the currency board regime adopted in October 1983. The fund comprises cumulative
revenue from its reserves, reserve deposits from commercial banks, currency issue, and deposits
from the government. The Hong Kong Monetary Authority (HKMA) manages the Exchange
Fund to maintain currency stability through the Linked Exchange Rate System, which the IMF
(IMF 2016) noted has provided an anchor of stability for over 30 years. The system maintains
automatic monetary and financial system stability by providing both liquidity and capital to the
banking system in case of shocks. The fund provides the backstop for the Deposit Protection
Scheme, together with a swap facility with the People’s Bank of China of HKD 500 billion.
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The total assets of the Exchange Fund reached HKD 3,428.9 billion at end-2015, with
appropriate diversification into various asset classes (HKMA 2016b). At end-2014, aside from
highly liquid investments such as US treasuries, the portfolio also included USD 80.5 billion in
private equity and USD 34.7 billion in real estate (HKMA 2014).

The banking industry is well capitalized and profitable, with
low non-performing loans

Banks in Hong Kong, China are well capitalized, profitable, and have very low levels of non-
performing loans (Table 3.2), with assets amounting to over 735% of GDP (IMF 2014a). Capital
adequacy levels remain sound at around 16.8%, with compliance with the second phase of the
Basel I1I standards by end-2014 (HKMA 2014). As of mid-2015, the banking system comprised
157 licensed banks, 23 restricted license banks, and 21 deposit-taking companies, together with
64 local representative offices of overseas banking institutions. Foreign banks have a strong
presence, coming from 36 countries and including 71 out of the world’s largest 100 banks
(GovHK 2015a). Twenty-seven of the 29 global systemically important banks (G-SIBs) have
operations in Hong Kong, China. Banks provide a wide range of retail and wholesale banking
business ranging from private banking to investment banking services (GovHK 2015a). Finan-
cial inclusion is very high, with 96% of the adult population having a bank account (Table 3.3).
The shadow banking industry was relatively small, at about 10% of GDP in 2014, slightly more
than that in Singapore (FSB 2015).

Table 3.2 Hong Kong, China’s banking sector performance (in percentage)

2010 2011 2012 2013 2014

Asset quality: all authorized institutions

As percent of total credit exposures' 0.47 0.42 0.39 0.35 0.38
As percent of total loans' 0.71 0.63 0.6 0.55 0.55
Overdue >3 months and rescheduled loans 0.58 0.47 0.42 0.36 0.34
Profitability: all authorized institutions

Return on assets (operating profit) 0.82 0.80 0.84 1.03 0.97
Return on assets (post-tax profit) 0.76 0.72 0.74 1.05 0.82
Net interest margin 1.02 0.98 1.08 1.12 1.14
Cost-to-income ratio 58.1 55.4 54.8 49.1 49.0
Bad debt charge to total assets 0.05 0.07 0.08 0.06 0.06
Liquidity: all authorized institutions

Loan to deposit ratio (all currencies) 61.6 66.9 67.1 70.3 72.2
Loan to deposit (e) ratio (Hong Kong dollar) 78.1 84.5 79.8 82.1 83.3
Asset quality: surveyed institutions

Delinquency ratio of residential mortgage loans 0.01 0.01 0.02 0.02 0.03
Delinquency ratio of credit card receivables 0.20 0.19 0.20 0.20 0.20
Capital adequacy: locally incorporated licensed banks

Equity to assets ratio 8.3 7.9 8.5 8.5 8.8
Capital adequacy ratio (consolidated): All locally 15.8 15.8 15.7 15.9 16.8

incorporated authorized institutions

Note: 'Refers to total outstanding provisions/impairment allowances.

Source: HKMA Annual Report 2014, www.hkma.gov.hk/media/eng/publication-and-research/annual-
report/2014/ar2014_E.pdf.
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Table 3.3 Hong Kong, China’s financial inclusion, selected indicators (2014)

Hong Kong, China World
Financial institution account (% age 15+)
All adults 96.1 60.7
Access to financial institution account (% age 15+)
Has debit card 69.9 40.1
Use of account in the past year (% age 15+)
Used an account to receive wages 43.0 17.7
Used an account to receive government transfers 11.8 8.2
Used a financial institution account to pay utility bills 39.8 16.7
Other digital payments in the past year (% age 15+)
Used a debit card to make payments 50.8 23.2
Used a credit card to make payments 59.3 15.1
Used the internet to pay bills or make purchases 36.3 16.6
Savings in the past year (% age 15+)
Saved at a_financial institution 50.0 27.4
Credit in the past year (% age 15+)
Borrowed from a financial institution 8.2 10.7

Source: World Bank. The Little Data Book on Financial Inclusion 2015 (www.worldbank.org/content/
dam/Worldbank/R esearch/GlobalFindex/PDF/LDB_Financial_Inclusion_2015.pdf).

Singapore, -4.0% Japan, -13.1%
Greece, -0.04% _

France, 0.1%

UK, 2.0%
Others, 2.9%

Germany, 3.7%

UsS, 13.5%

PRC, 98.9%

Figure 3.2 External exposure of Hong Kong banks, 2014 (HKD billion)
Notes: PRC = People’s Republic of China. UK = United Kingdom. US = United States.

Source: HKMA Annual Report 2014 (www.hkma.gov.hk/media/eng/publication-and-research/annual-report/
2014/ar2014_E.pdf).

In the last few years, lending to PRC enterprises has been a dominant source of income,
accounting for 98.9% of Hong Kong, China’s banks’ external exposure in 2014 (Figure 3.2).
Due to reversal of foreign exchange (FX) exposure as the yuan began to weaken, the exposure
declined sharply to 31.9% by end-June 2015 (HKMA 2015).
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Hong Kong, China has strengthened its position as a private banking hub, although Singa-
pore has gained a lead due to its double taxation agreement with Europe and other countries.
According to the World Wealth Report 2015, the Asia-Pacific region has the largest population
of high net worth individuals (HN'WI), with 4.69 million HNWIs holding USD 15.8 trillion
of wealth in 2014 (Capgemini 2015). The PRC has a fast-growing HN'WI population, with an
estimated 890,000 HN'WIs holding an estimated USD 4.5 trillion of wealth in 2014 (Capgem-
ini 2015). Research by Knight Frank, a property consultancy, showed that Hong Kong, China
is home to 3,854 ultra-HNWIs, with assets exceeding USD 30 million each in 2015, the high-
est number in Asia and third globally (Knight Frank 2016).

The foreign exchange market is the fifth largest globally

According to the triennial central bank survey conducted by the Bank for International Set-
tlements (BIS) in 2016, Hong Kong, China was the world’s fourth largest foreign exchange
market in terms of global foreign exchange market turnover by country (BIS 2016). Hong
Kong, China places just behind Singapore (third), the US (second), and the UK (first). Hong
Kong, China has a mature and active foreign exchange market, due to the absence of exchange
controls and its favorable time zone location. Furthermore, according to the BIS’ International
Banking Statistics (BIS 2015), Hong Kong, China had USD 425 billion in foreign banking
assets at end-2014.

The offshore yuan business hub is the world’s largest

As the yuan became more internationalized, Hong Kong, China has become a major beneficiary
by being home to the world’s largest offshore yuan business hub, the world’s largest oftshore
renminbi liquidity pool, and an important center for business with the PRC in terms of inward
and outward investments. In Q1 2015, renminbi deposits and outstanding renminbi certificates
of deposit totaled CNY 1,061.2 billion, while outstanding yuan bonds issued in Hong Kong,
China (called Dim Sum bonds) amounted to CNY 356.2 billion (GovHK 2015a). The issuance
of Dim Sum bonds in the first three months of 2015 was almost double the amount issued for
the whole of 2014 (CNY 197 billion; Ng 2016).

By August 2016, according to SWIFT data, the renminbi was the fifth global payments cur-
rency, accounting for 1.86% of global payments by value, up from number seven and 1.39% in
January 2014 (SWIFT 2016). Over 1,800 banks use renminbi for payments with or without the
PR C and Hong Kong, China, an annual increase of 12% over June 2015. The renminbi clearing
platform in Hong Kong, China has a total of 224 participating banks, of which 199 were branches
and subsidiaries of foreign banks and overseas presence of banks in the PRC (GovHK 2015a).

The money market is an important indicator of cost of funds

The Hong Kong, China money market consists primarily of the interbank market, utilized by
financial institutions at the wholesale level. The Hong Kong Interbank Ofter Rate (HIBOR)
is one of the most important indicators of the price of short-term funds in Hong Kong, China.
The daily turnover in the interbank market averaged HKD 239 billion in February 2015
(GovHK 2015a). Today, automated trading services (ATS, using algorithmic or computerized
trading) have become major traders in the money and foreign exchange markets, with 27 over-
seas exchanges and market operators authorized as ATS providers in Hong Kong, China at the
end of April 2015 (GovHK 2015a).
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The success of Hong Kong, China as a financial center hinges on its world-class financial
infrastructure. The HKMA has been leading eftorts to upgrade its funds transfer and payments
system through its real-time gross settlement system (RTGS), installed in June 2013. To fur-
ther support robust market development, the HKMA launched its Central Money Markets
Unit (CMU) Fund Order Routing and Settlement Service in August 2009, as well as the
regional clearing of US dollar payments in December 2000 (GovHK 2015a; HKMA 2016a).
The CMU was further linked to the euro (April 2003) and yuan (March 2006) RTGS sys-
tems (HKMA 2016a). In addition to the stock market and the futures market, there is also
an active over-the-counter (OTC) market which is mainly operated and used by professional
institutions and trades in swaps, forwards, and options in relation to equities, interest rates, and
currencies. These are cleared by OTC Clearing Hong Kong Limited (OTC Clear), a subsidi-
ary of the Hong Kong Exchanges and Clearing Limited (HKEXx), since November 2013, and
today offers clearing services for inter-dealer interest rate swaps and non-deliverable forwards
(GovHK 2015a).

Equity markets are deep, liquid, and efficient, and top in IPOs

Hong Kong, China’s major engine of financial development is its dynamic equity market, led
by the HKEX, which was demutualized successfully in 2001. Driven by the listing of compa-
nies from the PRC, Hong Kong, China’s equity market has reached a stock market capitaliza-
tion of 1,000% of GDP, the seventh largest in the world and fourth largest in the Asia-Pacific
region at end-2015 (WFE 2016). New channels for two-way flows between the PRC and
Hong Kong, China, such as the Shanghai-Hong Kong Stock Connect scheme in Novem-
ber 2014, enable individuals and institutions with brokerage accounts in either Shanghai or
Hong Kong, China to trade stocks in the other market. In addition, the launch of the Mutual
Recognition of Funds scheme in July 2015 permits mutual funds in either location to mobilize
investments from the other jurisdiction. These initiatives facilitate closer integration of the stock
markets and promote greater trading volumes, while increasing market liquidity (IMF 2016).
Between 2009 and 2011, Hong Kong, China led the world in total funds raised through initial
public offerings (IPOs), surpassing even London and New York (Basic Law 2012). In the fourth
quarter of 2015, Hong Kong, China was number one in the world in IPO fund-raising, raising
USD 33.5 billion (Ernst and Young 2015). A survey by HKEX revealed that local and foreign
investors contributed 39% each to total market turnover in 2014-2015. Institutional investors
(both local and foreign) accounted for 51% of total turnover. Principal trading reached a record
high growth of 22% in 2014-2015 (HKEX 2016).

Although relatively small, the debt market has grown rapidly

Partly due to the lack of government debt as the government runs a fiscal surplus, Hong Kong,
China’s debt market is relatively small compared to its banking and equity markets. Neverthe-
less, debt market growth has been rapid, with total outstanding value of Hong Kong dollar debt
securities rising from 8% of GDP in 1994 to 63% in 2014 and 73% by mid-2016. The govern-
ment bond (GB) program was implemented in 2009 to enlarge the local bond market to meet
the needs of domestic pension and insurance funds. The size of the GB program amounted
to HKD 200 billion in 2013 (Ng 2016). Hong Kong, China’s corporate bond market is the
preferred market for bond issuances by domestic and foreign corporations and multinationals
due to its well-developed financial infrastructure and ready access to global debt markets. Pri-
vate sector bonds account for 80% of bond issuances and trading (AsianBondsOnline 2016). In

45



Andrew Sheng

recent years, Hong Kong, China has also focused attention on developing its Islamic finance
platform. The first sukuk (Islamic bond) under the GB program was successtully issued in Sep-
tember 2014. The USD 1 billion five-year issuance attracted strong demand from global inves-
tors. The legislative framework for a new regulatory regime for stored value facilities and retail
payment systems was also finalized (HKMA 2014).

The insurance industry has the second highest
penetration in the world

Hong Kong, China has one of the most open insurance sectors in the world, with 158 author-
ized insurers, 72 of which were incorporated in the PRC and 21 other countries as at the end of
April 2015 (GovHK 2015a). The insurance sector is mature and well capitalized (IMF 2014a),
due to high insurance penetration (total gross premiums as % of GDP) of 16.2% in the first half’
of 2015 (Ng 2015). Overall, Hong Kong has the second highest insurance penetration rates
among advanced markets in 2014 after Taipei,China (Swiss Re 2015). Gross assets amounted
to HKD 452 billion as at end-2014. Growth has been underpinned by increasing afluence, an
aging population, and growing public awareness on planning for aging healthcare needs.

The introduction of the Mandatory Provident Fund (MPF) in December 2000 represented
an important initiative to improve retirement protection for Hong Kong’s aging workforce.
All employees (other than those who are self~employed or have approved provident or pen-
sion schemes) must join this system of privately managed and employment-related schemes,
whereby the employee and employer each contributes 5% of the employee’s income toward
his retirement (GovHK 2015b). In the process, the MPF has also contributed to the deepen-
ing of institutional fund management and financial markets for long-term investment, with
more than three million MPF holders (Chan 2015). Apart from creating new demands for
investment products, MPF also contributes to greater stability in the financial markets. As at
end-March 2015, accrued net assets of MPF schemes amounted to HKD 594.8 billion (USD
76.3 billion; GovHK 2015a).

Hong Kong, China is home to one of Asia’s biggest
asset management centers, ex-]apan

Outside Japan, Hong Kong, China has a vibrant and active asset management industry that
actively competes with Singapore for its share of asset management business. According to the
2015 Deloitte Wealth Management Centre ranking, Hong Kong, China was ahead of Singa-
pore, but that depends on the metric used (Deloitte 2015). Hong Kong, China’s combined
fund management business rose by 10.5% to USD 2.3 trillion in 2014, with another USD
397 billion of assets under management under private banking. As at end-June 2015, there were
2,626 collective investment schemes, including 2,063 unit trusts and mutual funds (HKTDC
Research 2016). Although there is intense competition with Singapore, Hong Kong, China
had USD 1,648 billion or 1.5% of total global assets under management in 2014 (author’s cal-
culation with data from TheCityUK 2015b and SFC 2015). Because of the PRC’s growing
private equity and venture capital business, Hong Kong, China has developed substantial depth
and professional critical mass in its alternative investment business, with Asia’s biggest concen-
tration of private equity, hedge funds and specialist fund managers. Hong Kong, China has a
leadership role in the PRC’s Qualified Foreign Institutional Investors and Qualified Domestic
Institutional Investor schemes.
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Financial governance framework well institutionalized

To sum up, Hong Kong, China’s success as an IFC reflects its world-class business infrastructure
and strong regulatory framework. A robust common law system governed by an independent
judiciary and an independent anti-corruption agency underpins market confidence in conduct-
ing business. A cosmopolitan lifestyle and low tax rates attract the top talent needed to support
Hong Kong, China’s success as an IFC. Its strong network of international accounting, legal,
and other professional services firms makes it an ideal hub as an IFC and as a gateway to the
PRC (FSDC 2013).

Hong Kong, China’s role as an IFC is underpinned by its robust financial governance frame-
work, the principal regulators being the HKMA, the Securities and Futures Commission (SFC),
the Insurance Authority, and the Mandatory Provident Fund Authority (GovHK 2015a). These
agencies are represented in the key global regulatory standard-setting authorities, such as the
Basel Committee on Banking Supervision and International Organization of Securities Com-
missions. The IMF (2016) has commended Hong Kong, China for its strong track record in
preemptively updating its regulatory standards, addressing systemic risks, and enhancing the loss
absorption buffers of financial institutions. These views reaffirmed the May 2014 conclusion of
the IMF’s Financial System Stability Assessment, which noted that both the HKMA and SFC
have an international outlook and staft themselves with international talent in order to discharge
their responsibilities in maintaining monetary and financial stability and enhancing Hong Kong,
China’s IFC reputation (IMF 2014b).

The IMF (2016) has suggested areas for enhancement, including the following:

e In insurance, the IMF supported the authorities’ plans for an independent insurance
authority and implementation of a risk-based capital regime for insurance companies. Leg-
islation for an independent insurance authority was enacted in July 2015, and an independ-
ent Insurance Authority was established in December 2015. The Insurance Authority took
over the regulatory functions of the then Office of the Commissioner of Insurance, which
was a government department, in June 2017.

e In the securities area, the IMF called for stronger oversight of auditors, enforcement and
regulation of securities markets, broker-dealers, and asset managers as their business model
changes with new channels connecting Hong Kong, China and the PRC.

e In banking, the IMF encouraged Hong Kong, China to expedite legislation on a compre-
hensive crisis resolution and recovery plan, given the significant presence of global systemi-
cally important institutions.

e The IMF also urged the strengthening of cooperation with bilateral and international regu-
latory fora to minimize cross-border risks and extra-territorial effects of global regulatory
developments.

Emerging challenges to Hong Kong, China’s competitive
position as an IFC

Despite these favorable achievements to date, most observers also note that there is little room
for complacency. The global mega-trends of growing geopolitical tensions, climate change,
disruptive technology, and impact of quantitative easing and complex regulatory standards
pose significant external and domestic challenges to Hong Kong, China’s role as an IFC. On
the external front, the PRC’s financial reform and liberalization process represents both an
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opportunity and a challenge to Hong Kong, China in terms of increased competition from
Shanghai. An added challenge will be the rise of other Asian financial centers such as Singapore,
particularly in challenging Hong Kong, China’s role in private banking, FX trade, and ren-
minbi business. At the same time, as Shanghai, Shenzhen, and other PRC cities become more
sophisticated in improving domestic financial services, particularly in fintech (such as Alibaba’s
P2P payments) and also in nurturing home-grown start-ups and technology companies, Hong
Kong, China has to step up its capabilities to attract such funding ventures.

The Financial Services Development Council report (FSDC 2013) noted that Singapore had
already surpassed Hong Kong, China in terms of FX, fixed income, commodities, alternative
investments, and private banking. Furthermore, with a market capitalization of USD 4.5 trillion
in 2015, the Shanghai stock market is already larger than Hong Kong, China (USD 3.2 trillion)
although it has a fewer number of listed companies (WFE 2016). Also, FX trading in Shanghai
far surpasses Hong Kong, China’s FX market (Steinbock 2010).

Domestically, Hong Kong, China has been facing a more politicized and polarized society as it
struggles to improve the quality of life, such as tackling pollution, air and water quality, affordable
housing for the middle-income population and greater demands for jobs for unemployed youth,
welfare needs of the aging population, and the growing income and wealth gap. Some, but not
all, of such social discontent erupted through the Occupy Central events in September through
December 2014. Inability to agree on the necessary political reforms also created uncertainties on
the future of political leadership. Indeed, the recent decision by HSBC against relocating its head-
quarters from London to Hong Kong, China is an important reminder for its citizens to get their
act together to further strengthen its competitiveness as a premier IFC in Asia and the world.!

Specifically, a study by PwC on Building Better Cities covering 28 cities in the APEC
region suggested that although Hong Kong, China ranked first and second, respectively, in
terms of economic competitiveness and connectivity (physical and ICT infrastructure), it scored
poorly in terms of cultural and social fabric, education, health, and environmental sustainability.
These shortcomings pulled down its overall ranking to 11th out of 28 APEC cities (PwC 2015).

The World Economic Forum’s Global Competitiveness Report (2015-2016) showed that
Hong Kong, China’s financial sector finished third, behind New Zealand (No. 1) and Singa-
pore (No. 2) (Table 3.4). While its financial sector remains well developed, with a high level

Table 3.4 The financial trinity (2015)

Key Indicators, 2014 Hong Kong, China Singapore Shanghai
Population (millions) 7.3 5.5 24

GDP (USD billions) 289.6 308.1 384

GDP per capita (USD) 39,871 56,319 16,000
Stock market (rank/18, Asia-Pacific) 4th 10th 2nd

Stock market (rank/57, World) 7th 19th 4th
International trade (merchandise, USD billions) 1,125 (8th) 776 (16th) 0.5 (179th)
Foreign exchange reserves (USD billions) 328 (8th) 257 (11th) 3,859 (1st)!
International Banking (total cross-border claims) 10th 8th 7th!
Foreign exchange market (turnover), 2013 5th 3rd 16th!
Global Competitiveness Index, 2015 (rank/140) 7th 2nd 28th!
Financial market development (rank/140) 3rd? 2nd 54th!
Health and primary education (rank/140) 29th 2nd 44¢h!
Technological readiness (rank/140) 8th 5th 74th!
Innovation (rank/140) 27th 9th 31st!
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Key Indicators, 2014 Hong Kong, China Singapore Shanghai
Market size (rank/140) 32nd 35th 1st!
Infrastructure (rank/140) 1st 2nd 39¢h!
Quality of air transport infrastructure 3rd 1st 51st!
Ease of doing business (rank/140) 2nd 1st 58th!
No. days to start a business 3 2.5 31.4!
No. procedures to start a business 2.5 3 11"
Office rent (USD/s.f- /year) 262 (1st) 90 (11th) 136 (5th)
Corporate income tax, 2014 16.5 17 25
Individual income tax (max. tax rate, %) 15 20 45
Global start-up ecosystem, 2015 (rank/25) 25th 10th 15th?

Notes: '"The PRC data serves as proxy for Shanghai. ’Hong Kong, China ranked first (2011-2014). The
change in methodology for the Legal Rights Index resulted in Hong Kong, China’s drop to third place.
*Currently ranking does not include Shanghai, but expected to rank in top 15.

Sources: WEF World Competitiveness Report 2015-2016; The World Bank Doing Business 2015
(www.doingbusiness.org/data/exploretopics/paying-taxes); WTO International Trade Statistics 2015
(www.wto.org/english/res_e/statis_e/its2015_e/its2015_e.pdf); IMF (IES) (http://data.imf.org/regular.
aspx’key=60998114); BIS Triennial Central Bank Survey 2013 (www.bis.org/publ/rpfx13fx.pdf); BIS
Locational Banking Statistics (http://stats.bis.org/statx/srs/table/a3.12p=20144&c=); Compass Global
Startup Ecosystem Ranking 2015 (http://blog.compass.co/the-2015-global-startup-ecosystem-ranking-
is-live/); JLL Global Premium Office Rent Tracker Q1 2016 (www jll.com/Research/jll-global-pre
mium-oftice-tracker-2016.pdf?a2c4266e-2c97-435a-a1c3-f80ac4539aa6); author’s calculations.

of sophistication, trustworthiness, and stability, and relatively good availability of credit, Hong
Kong, China’s performance was hampered by a lack of innovation (Schwab 2015).

Some of its competitiveness issues relate to high real estate costs. A Jones Lang LaSalle survey
indicated that office space in Hong Kong, China is the most expensive in the world at USD 262
per square foot, surpassing Shanghai (USD 136) and Singapore (USD 90; JLL 2016). According
to the World Bank’s Ease of Doing Business Ranking, Hong Kong, China ranked fifth out of
189 economies, while Singapore took the top spot (World Bank 2016).

Taking the challenges forward

HKMA Chief Executive Norman Chan (2014) rightly noted that Hong Kong, China should
not view the rise of Shanghai and other regional IFCs as a zero-sum game. The 20162017
budget showed that the authorities were aware of the challenges and have taken proactive
measures to address them. To improve social amenities and living conditions, allocations for
healthcare, education, and social welfare were raised to HKD 198 billion, an increase of 80%
from a decade ago (Kwok et al. 2016; Tsang 2016). The salaries tax was reduced and the supply
of residential and office space supply increased to address inequality and high property prices.

On the issue of whether the link to the US dollar should be retained, most influential ana-
lysts consider the status quo should be maintained, while a small minority favored switching to
a CNY link.? Given the credibility of the present regime, no change to the Linked Exchange
Rate System is officially considered on the cards.

To address the challenges of increased competition due to advances in information technol-
ogy, a HKD 2 billion Innovation and Technology Venture Fund was created to co-invest with
private venture capital funds in local technology start-ups (GovHK 2016). Higher tax incentives
were given to encourage private investment in research and development (R&D). The budget
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also sought to develop new channels to promote mutual capital market access between Hong
Kong, China and the PRC and attract corporate treasury centers to Hong Kong, China.

Recognizing the long-term opportunities of financial technology (fintech), the government
will encourage fintech start-ups, investors, and R&D institutions to locate in Hong Kong,
China with a dedicated program to provide support for 150 fintech start-ups over the next five
years. Cyber security will be strengthened, and the regulatory authorities will help to foster the
setup of dedicated fintech financing platforms.

Success requires a holistic approach

While Hong Kong, China’s ongoing policies appear to be steps in the right direction, the
reforms remain hampered by the lack of cooperation between the executive and the legislature,
as well as the differences in addressing issues that cut across different jurisdictions. For example,
etforts to develop the fintech hub pose important questions about how (and by whom) it is to
be regulated, given the absence of specific legislation on fintech activities (KPMG 2015). Suc-
cess in developing fintech also hinges on the availability of the right talents and requires changes
in its education policies and the role of universities and business collaboration to nurture more
creative thinkers (arts and humanities graduates) to match its current strength in producing
math and science talent. Some of these efforts are hampered by the division in public opinion
and inability to reach political consensus.

The FSDC 2013 report called for a holistic review to design a comprehensive strategy to
position Hong Kong, China as a premier IFC, which merits consideration. More recently, it
was suggested that Hong Kong, China should strive to become the center for reinsurance busi-
ness in East Asia as well as a regional securities (stocks and bonds) market for Asian sovereigns
and corporates to raise capital and debt (Lau 2016). These solutions are not new, but the ques-
tion of political governance will be a stumbling block to quick action in this regard.

There is little doubt that Hong Kong, China remains a vibrant and successful IFC, but
many external and internal challenges hamper its ability to meet the competition in a deter-
mined and holistic manner. While many policy measures have been introduced, most recently
in the 2016-2017 budget to address the emerging challenges, Hong Kong, China needs to
move quickly and decisively to reinvent itself to stay ahead of the competition. Time and
tide awaits no IFC.

Notes

1 For a detailed discussion of the factors aftecting Hong Kong, China’s competitive position, see FSDC
(2013).

2 For a discussion of the pros and cons of changing the HKD link, see Yam (2012), Tsang and Green-
wood (2013); HKMA (2005).
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4
INDIAN FINANCIAL SECTOR

Structure, trends, and turns

Rakesh Mohan and Partha Ray

Introduction

This chapter covers the Indian financial sector reforms and their evolution from the 1990s
to the mid-2010s. As a consequence of successive reforms over the past 25 years, the Indian
financial sector has been transformed comprehensively, but the task remains unfinished. Signifi-
cant progress has been made in making interest and exchange rates largely market determined,
though the exchange rate regime remains one of managed float, and some interest rates still
remain administered. Considerable depth has been added to the banking sector along with new
competition being introduced through new private sector banks, but public sector banks con-
tinue to have a dominant share in the market. Contractual savings systems have been improved,
but pension funds in India are still in their infancy. Similarly, despite the introduction of new
private sector insurance companies, coverage of insurance can expand much further, which
would also provide greater depth to the financial markets. The extent of development along all
the segments of the financial market has not been uniform. While the equity market is quite
developed, technically its domestic investor base remains relatively shallow, and activities in the
private debt market are predominantly confined to private placement and continue to be largely
limited to blue-chip companies.

Going forward, future areas for development in the Indian financial sector include further
reduction of public ownership in banks and insurance companies, expansion of the contractual
savings system through more rapid expansion of the insurance and pension systems, greater
spread of the equity culture and mutual funds, and development of institutional investors. It is
only then that the both the equity and debt markets will display greater breadth as well as depth,
along with greater domestic liquidity. At the same time, while reforming the financial sector,
Indian authorities need to constantly keep the issues of equity and efficiency in mind.

The ensuing sections of this chapter are devoted to the four broad genres of financial institu-
tions, namely, banking, insurance, the capital market, and India’s external sector and opening
up of the financial sector. Finally, the non-banking financial companies in India are covered
before concluding the chapter.

Over the years, the Indian financial sector has emerged as a substantial segment of the
economy, comprising diverse financial institutions and various markets (Figures 4.1 and 4.2).
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Figure 4.1 Financial institutions in India

Source: Authors.
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Figure 4.2 Financial markets in India

Notes: CBLO = collateralized borrowing and lending obligations. G-Sec = Government Securities. T bill =
Treasury Bill.

Source: Authors.

Banking in India: toward modern competitive banking

Opver the years there has been a huge increase in the extent of financial development of the
Indian economy. This is reflected in the upward trend in aggregate deposits and credit as a
percentage of GDP (Figure 4.3). After the 1990s, all the reform measures led to the emergence
of a modern banking sector in India and resulted in improvement in many of the profitability,
efficiency, and stability indicators of commercial banking in India (Table 4.1). The new private
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Figure 4.3 Aggregate deposit and credit (as percentage of GDP)

Note: Deposit and Credit refers to those of commercial and cooperative banks taken together. GDP = gross domestic
product.

Source: Compiled from Handbook of Statistics on Indian Economy, RBI.

Table 4.1 Select indicators of scheduled commercial banks (excluding regional rural banks)

Year March March March March March
1980 1990 2000 2010 2015
No. of Banks 75 75 101 85 91
Credit-Deposit Ratio (%) 63.32 61.64 49.26 73.66 78.31
Investment-Deposit Ratio (%) 31.50 33.58 45.97 36.42 33.59
(Credit + Investment)-Deposit Ratio (%) 94.82 95.22 95.23 110.09 111.90
Ratio of Deposits to Total Liabilities (%) 73.78 70.60 81.08 78.76 78.40
Ratio of Net Interest Margin to Total Assets (%) NA 3.48 5.24 2.54 2.64
Ratio of Intermediation Cost to Total Assets (%) NA 4.01 4.79 1.78 1.77
Ratio of Wage Bills to Intermediation Cost (%) NA 65.68 66.96 55.23 54.26
Ratio of Wage Bills to Total Expense (%) NA 19.77 19.06 14.85 13.13
Ratio of Operating Profits to Total Assets (%) NA 0.39 3.21 2.17 2.02
Return on Assets (%) NA 0.39 1.28 1.05 0.81
Return on Equity (%) NA 23.37 22.58 14.31 10.42

Note: NA = not available.

Source: Statistical tables relating to banks in India, RBI (various issues).

sector banks, along with the housing finance company HDFC, ushered in the era of retail lend-
ing and housing finance in India, starting in the late 1990s (Ahluwalia 1999). Public sector banks
followed suit with a lag. This change helped greatly in increasing the demand for automobiles,
two-wheelers, and other consumer durables, thereby promoting overall economic growth in
the country while also helping in diversifying the asset base of banks. As of March 2016, the
Indian commercial banking sector (exclusive of 56 regional rural banks) consisted of 27 public
sector banks, 21 private sector banks, and 43 foreign banks; their shares in aggregate assets were
around 70%, 24%, and 6%, respectively.
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In addition to the country widespread of national commercial banks, both public and pri-
vate, there is a large presence of ancillary local banking institutions that have had a long history.
As at end-March 2016, India’s cooperative banking sector comprised 1,574 urban cooperative
banks and 93,913 rural cooperative credit institutions, including short-term and long-term
credit institutions (RBI 2016). Despite their large numbers, their weight in the Indian banking
sector is somewhat meager; illustratively, as per IMF’s 2013 Financial System Stability Assessment
Update, aggregate assets of nearly 98,500 operative credit institutions (of which nearly 98%
are rural) stood at nearly INR 6,800 billion (9% of GDP) as against 81 scheduled commercial
banks’ aggregate assets of nearly INR 60,000 billion (78% of GDP; IMF 2013). A majority of
these banks tend to operate in a single state, and they are regulated and supervised by state-
specific Registrars of Cooperative Societies (RCS), along with overall oversight by the Reserve
Bank of India. Thus, there has been dual control of regulation and supervision of cooperative
banks between the state-specific RCSs and the Reserve Bank of India (RBI), which has often
been problematic. They have also suffered from governance problems along with the incidence
of frequent local political interference, which has hampered the effectiveness of these banks.
They have also been slow to modernize.

To strengthen the reach of commercial banks for greater financial inclusion, Regional Rural
Banks (RRBs) were established in 1975 as local level banks in different states of India. They
are co-owned by the central and state governments and by sponsoring public sector banks.
Unlike the cooperative banks, RRBs are structured as commercial banks and were established
with a view to developing the rural economy. They were envisaged to create a supplementary
channel to the “Cooperative Credit Structure” for enlarging institutional credit extended to
the rural and agriculture sectors. While these were vehicles for financial inclusion, their high
cost-income ratios and non-performing assets have been causes of concern. Thus, there have
been substantial mergers within this sector and the number of RRBs has come down from 196
in 1990 to 56 in 2015.

The Post Office Savings Bank (POSB) has a customer base of about 330 million account
holders as of March 2015 (Government of India 2016), thereby contributing significantly to
financial inclusion on the deposit side.! In assessing financial inclusion in India, observers often
understate the spread of formal banking channels by counting only bank accounts and neglect-
ing the coverage of post office accounts. However, the POSB offers only deposit and remit-
tance facilities, not any credit to account holders.

The key elements of financial sector reforms in India include significant reduction of finan-
cial repression (including removal of automatic monetization); dismantling of the complex
administered interest rate structure to enable the process of price discovery; providing opera-
tional and functional autonomy to public sector institutions; preparing the financial system for
increasing international competition; opening the external sector in a calibrated manner; and
promoting financial stability in the wake of domestic and external shocks (Mohan 2006, 2011c).
All these measures were designed to create an efficient, productive, and profitable financial
sector. Illustratively, gradual reduction of CRR from 15% to about 4%, and reduction in the
SLR? from nearly 40% to 21.5% between the early 1990s and the mid-2010s have made a huge
improvement to the availability of lendable resources to the banking sector.

This trend has been supported by a number of measures that have been initiated toward
inculcating a credit culture through enforcement of creditors’ rights and hastening the process
of credit recovery. The Securitization and Reconstruction of Financial Assets and Enforcement
of Securities Interest Act was passed in 2002, enabling the setting up of debt-recovery tribunals
and asset-reconstruction companies. Credit Information Bureaus have been given legal status
through passing of the Credit Information Bureau Act in 2005, but these agencies are still in
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their infancy. Introduction of unique identification for every natural person in the country
should potentially be very helpful for the expansion in coverage of these bureaus, thereby lead-
ing to reduction in transactions costs for small order lending. Most recently, the Bankruptcy Act
was passed by the Indian Parliament in May 2016.

Information technology has also played a key role in this transformative journey of Indian
banking. Technology has enabled more eftective, lower cost, and real-time delivery of finan-
cial services through the establishment of a modern payments system. Setting up of the Indian
Financial Network as the communication backbone for the financial sector, and introduction
of a real-time gross settlement system and core banking solutions across banks encompassing
most of their branches across India, are some of the major technological initiatives imple-
mented. Establishment of the Institute for Development and Research in Banking Technology
by the Reserve Bank in 1996 helped greatly in promoting connectivity among all the banks
through development of and propagation of common IT standards throughout the system. The
new private sector banks, with no legacy issues to constrain them, enthusiastically adopted the
new information technology from their inception, thereby also acting as a competitive spur to
induce similar adoption by public sector banks.

While experiencing strong balance sheet growth of the banks, commensurate with the
impressive growth of the liberalizing Indian economy, the financial health of banks had also
improved significantly in terms of both capital adequacy and asset quality (Mohan 2011a). Gross
non-performing loans as a percentage of gross advances came down steadily from 15.7% in 1996
to 2.4% in 2009 (Figure 4.4). Notwithstanding recent stress, the capital to risk-weighted assets
ratio of scheduled commercial banks in India was 12.7% while Tier-I leverage ratio stood at
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Figure 4.4 Gross and net NPAs of all commercial banks and capital adequacy ratio

Notes:

1. Net NPA is Gross NPA less provisioning for bad loans.

2. Gross Advances = Standard Advances + Gross NPAs.

3. Net Advances = Gross Advances — Provisions for NPA Accounts — deposits insurance and export credit insurance
claims received and held pending adjustment — Part payment received and kept in Suspense Account — Balance
in Sundries Account in respect of NPA Accounts — Floating Provisions — Provisions in lieu of diminution in
the fair value of restructured accounts classified as NPAs — Provisions in lieu of diminution in the fair value of
restructured accounts classified as standard assets.

CRAR = capital to risk-weighted assets ratio. NPA = non-performing asset.

Source: Handbook of Statistics on Indian Economy, RBI.
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6.5% in September 2015.> These are impressive by standards of comparator economies. While
improved capitalization of public sector banks was initially brought about through infusions
of funds by government to recapitalize these banks, subsequently public sector banks were
allowed to raise funds from the market through equity issuance subject to the maintenance of
51% public ownership (Mohan 2005). Along with divestiture in the public sector banks and
their subsequent listing in stock exchanges, a significant number of private sector banks were
allowed entry; consequently the share of public sector banks continued to decline gradually in
banking business and a private sector bank emerged as the second largest bank in India over
the last 10 years or so. In terms of adoption of technology, the share of electronic payments has
been increasing continuously.

Monetary policy transmission

With the initiation of reforms and the transition to indirect, market-based instruments of mon-
etary policy in the 1990s, the RBI made conscious efforts to develop an efficient, stable, and
liquid money market by creating a favorable policy environment through appropriate institu-
tional changes, instruments, technologies, and market practices. Accordingly, the call money
market was developed into primarily an interbank market. Presently the Indian monetary policy
framework, “aims at setting the policy (repo) rate. . . . (where) repo rate changes transmit
through the money market to alter the interest rates in the financial system.”* Once the repo
rate is announced, the operating framework envisages liquidity management on a day-to-day
basis through appropriate actions, which aim at anchoring the operating target — the weighted
average call rate — around the repo rate. Over the years, depending on the demand manage-
ment imperatives, the RBI has used the repo rate as the key instrument of effective control of
overnight liquidity.

Money market

The money market is a key component of the banking sector and monetary policy in India.
Over the years, the money market has become deep and diverse, with emergence of several
segments like collateralized borrowing and lending obligations (CBLO); it experienced signifi-
cant increase in the level of activity in its various segments.

An important institutional reform was the establishment of the Clearing Corporation of
India Limited (CCIL) as a central counterparty to provide guaranteed clearing and settle-
ment functions for transactions in money, G-Secs, foreign exchange, and derivative markets.
This led to significant improvement in the market efficiency, transparency, liquidity, and risk
management/measurement practices in these markets along with added benefits like reduced
settlement and operational risk, savings on settlement costs. CCIL also provides non-guar-
anteed settlement for rupee interest rate derivatives and cross-currency transactions through
the CLS Bank. Further, new innovative instruments, such as collateralized borrowing and
lending obligations (CBLO; a tripartite repo between any two financial entities along with
CCIL) and market repo were introduced for widening and deepening the money market.
These instruments provided avenues for non-banks to manage their short-term liquidity mis-
matches and facilitated the transformation of the call money market into a pure interbank
market (Mohan 2005). Furthermore, issuance norms and maturity profiles of instruments such
as commercial paper and certificate of deposits have been modified over time to encourage
wider participation.
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Emerging issues

Notwithstanding such trends, the Indian banking sector continued to remain predominantly
public in nature, with the public sector banks still accounting for more than 70% of total
banking sector assets. A recent official report argued for reduction in government sharehold-
ing to below 50% to allow more autonomy to banks as well as to create distance between the
government and governance of banks (RBI 2014). However, during 2014-2015, despite their
substantive share in total assets, public sector banks accounted for only 42% in total profits (RBI
2015), down from 74% in 2003—2004. Are the public sector banks inherently less efficient than
the private banks? Or is their less impressive performance an outcome of an inefficient govern-
ance structure subject to bureaucratic interference? Do Indian banks continue to suffer from the
imperatives of societal concerns and, thus, torn between the dilemmas of efficiency and equity?
The fact that the performance of public sector banks had converged to that of the new private
sector banks by 2008—2009 before deteriorating subsequently poses a further puzzle, and raises
further questions about the determinants of their performance.

The issue of recent deterioration of asset quality in public sector banks has emerged as
the key concern surrounding the banking sector today. Earlier, gross non-performing assets
(GNPAs) of the Indian banking sector, as a percentage of gross advances, had come down from
15% in 1998 to 3.3% in 2009: since then GNPAs have increased steadily to 9.1% by Septem-
ber 2016. Taking a wider definition, the stressed assets (i.e., gross NPA plus restructured stand-
ard assets plus written oft accounts) for the banking system as a whole increased from 9.8% in
2012 to 12.3% in September 2016; stressed assets in public sector banks increased from 11.0%
to 15.8% during the same period (Mundra 2016; RBI 2016).

Financial inclusion

Financial inclusion has been a concern in India since at least the early part of the last century.
The setting up of a postal savings bank, rural and urban cooperative banks, regional rural banks,
and the nationalization of banks were all done at different points in time to promote financial
inclusion. Despite all the decades of social sector banking and success in spreading the bank-
ing network, there has been evidence that poorer sections of the society have not been able
to access financial services adequately from the organized financial system (NABARD 2008).3

India’s approach to financial inclusion has been multi-pronged. One of its major corner-
stones is the presence of stipulations on “priority sector lending” by the commercial banks. For
this purpose, the priority sector includes the following categories, namely, agriculture; micro,
small, and medium-sized enterprises; export credit; education; housing; social infrastructure;
renewable energy; and others (like weaker sections of the community). Indian commercial
banks are required to lend 40% of their credit to the priority sector. Now foreign banks with
20 branches and above also have to achieve the 40% total within a maximum period of five
years over April 2013—March 2018 as per the action plans submitted by them and approved
by RBI. Besides, there are sub-targets within this overall 40% target; illustratively, 18% has
to be disbursed to agriculture while 7.5% has to be disbursed to the small and medium-sized
enterprises. In recent times, introduction of Priority Sector Lending Certificates (PSLCs) have
enabled banks to achieve the priority sector lending target and sub-targets by purchase of these
instruments in the event of shortfall. Further, commercial banks can also invest the amount
of their shortfalls in the Rural Infrastructure Development Fund (RIDF) run by NABARD.
The incidence of farmers’ suicides has also cast doubt about the efficacy of the formal credit
delivery mechanism as well as the limitations of credit disbursals from microfinance institutions
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Table 4.2 Outstanding debt of rural household: institutional versus non-institutional sources (in percentage)

Sources of credit 1951 1961 1971 1981 1991 2002 2012%
Non-institutional 92.8 85.2 70.8 38.7 36.0 42.9 40.2
Landlords 3.5 0.9 8.6 4.0 4.0 1.0
Agricultural moneylenders 25.2 45.9 23.1 8.6 7.1 10.0
Professional moneylenders 46.4 14.9 13.8 8.3 10.5 19.6
Institutional 7.2 14.8 29.2 61.3 64.0 57.1 59.8
of which:
Government 3.7 5.3 6.7 4.0 6.1 2.3
Cooperative societies 3.5 9.1 20.1 28.6 21.6 27.3
Commercial banks NA 0.4 2.2 28.0 33.7 24.5
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Notes: *There are issues relating to comparability of the constituent groups of data collected under the
59th round of the National Sample Survey (NSS) (for 2002) and 70th round of NSS (for 2012). NA = not
available.

Sources: Mohan (2011b) and NSSO (2012).

and self-help groups. The All India Debt and Investment Survey of December 2013 indicated
that during 2012-2013, non-institutional sources (i.e., sources of credit other than government,
banks, insurance companies, pension funds, financial companies, and so on) continued to play
a major role in providing credit to the rural households — about 19% of all rural households
obtained credit from non-institutional sources while for urban households it was about 10% by
non-institutional agencies (Table 4.2).

There are, of course, two ways of interpreting such trends, and it is difficult to decide
whether the glass is half empty or three-quarters full (Mohan 2011b). In fact, the improve-
ment in financial inclusion in the recent past can be associated with the activist stance of the
authorities in ensuring financial inclusion. Some the key measures in this regard include open-
ing of no-frills accounts in commercial banks; introduction of a credit card specifically for the
farmers’ community (Kisan credit card); and engaging business correspondents as intermediaries
for providing financial and banking services. A recent major initiative is the Pradhan Mantri
Jan-Dhan Yojana (Prime Minister’s People Money Scheme). Introduced in August 2014, this
scheme has now become synonymous with a National Mission on Financial Inclusion and has
envisaged universal access to banking facilities with at least one basic banking account for every
household. Apart from accessing basic banking services like credit, insurance, and pension facil-
ity, the beneficiaries get a debit card having inbuilt accident insurance cover of INR 100,000.
By July 2016, over 230 million new bank accounts were opened and INR 400 billion was
deposited under the scheme.®

New developments

There are three recent developments with regard to entry of new private sector banks. First, after
nearly 10 years of no new banking licenses, licenses were granted in 2015 to two existing finan-
cial institutions to become universal commercial banks: IDFC Ltd. (an integrated infrastructure
finance company) and Bandhan Financial Services (a large microfinance organization).” Two
new major types of small and differentiated banks — payments banks and small finance banks —
have also emerged as the newest entrants in the Indian financial sector. While payments banks
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are essentially narrow banks (i.e., without any lending activity), which can raise deposits of up
to INR 100,000 and pay interest on these balances just like a savings bank account does, their
basic business model is geared toward utilizing newer mobile technology and payment gateways
whereby they can enable transfers and remittances through a mobile phone and can issue debit
cards and ATM cards usable on ATM networks of all banks. Ever since August 2015 when the
RBI issued licenses to 11 entities® to establish payments banks, there is speculation whether this
would usher in a new era of Indian banking. At the same time, small finance banks are being
licensed to further financial inclusion primarily through mobilization of savings as well as supply
of credit to small business units (such as small and marginal farmers; micro and small industries;
and other unorganized sector entities) through high technology, low cost operations. Small
finance banks are similar to regular commercial banks except that their scale of services will be
much smaller: 50% of their loans should be of ticket sizes under INR 2.5 million. Small banking
licenses have been issued to 10 entities, most of which are successful microfinance institutions.
The use of new information technology is expected to propel these new banks in their efforts
to enhance financial inclusion.

Many of these developments mark a departure from the past. Unlike the past when only
universal banking licenses were issued, now differentiated banking licenses are also being issued.
Similarly, although there has been a general policy of not issuing bank licenses to non- financial
corporate groups, payments banks licenses were issued to some non-financial corporate groups
as well. The justification is that since payments banks are essentially narrow banks not permitted
to do any lending, the possibility of conflict of interest arising from intra-group lending is not an
issue. Thus, these small but differentiated banks could constitute competitive challenges to the
existing commercial banks in terms of access to financial savings or for lending. However, the
business model of payments banks may face some challenges since their earning opportunities
will be restricted to investments in government securities.

A recent development in this regard has been the announcement of INR 2.11 trillion recap-
italization package for the Indian public sector banks on 24 October 2017. In funding this
plan, while INR 1.35 trillion is expected to come from the issue of recapitalization bonds,
the remaining INR 0.76 trillion will be through budgetary allocation and markets borrowing.
Recapitalization bonds were also used for a similar purpose in the mid-1990s. With the stock-
piling of non-performing assets with the banking sector and a lackluster credit growth, such a
measure for recapitalization has been welcomed by various stakeholders. With the enactment
of the Insolvency and Bankruptcy Code in December 2016, such recapitalization efforts along
with restructuring the Indian public sector banks could bring about the much-needed change
in the Indian financial sector.

At the risk of oversimplification, the following trends in Indian banking can be highlighted.
First, while commercial banks have seen an all-around improvement in key financial indicators,
particularly in areas of capital adequacy, asset quality and earnings, their recent trends raise some
disquieting developments. Second, “the financial results of the co-operative banking structure
however, show some degree of vulnerability, though they may not be systemically very large”
(RBI 2009). Third, the new entrants in the financial sector, namely, payments banks and small
banks, are at this juncture are really unknown unknowns. Finally, while various efforts toward
financial inclusion seemed to have borne fruit, there is still much to achieve.

Finally, no contemporary description of the Indian financial sector is complete without
an account of the recent demonetization process. Since 8 November 2016, the two largest
denomination notes, INR 500 and INR 1,000 (together comprising nearly 86% of currency
outstanding) were “demonetised” with an aim to “curb corruption, counterfeiting, the use
of high denomination notes for terrorist activities, and especially the accumulation of ‘black
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money, generated by income that has not been declared to the tax authorities” (Government
of India 2017). The Reserve Bank of India (RBI), in its Annual Report for 2016-2017 released
on 27 August 2017, revealed that nearly 99% demonetized currency had come back to the
banking system. While the process has clearly led to a short-term adverse impact on the small,
informal, and cash-intensive sectors in the economy, over the medium term the government
expects a cleanup of the system from the menace of black money and/or tax-evaded income. It
is also expected to help in leapfrogging the economy to a new digital era of transactions. Admit-
tedly, in the absence of any firm evidence, it may still be early to pronounce any verdict on the
efficacy (or its lack) of the demonetization process.’

The insurance sector since the 1990s: opening up the doors

As of March 2016, this sector comprised 24 life insurance companies, 28 general insurance
companies, and one national reinsurer. Among the life insurers, the Life Insurance Corporation
(LIC) as the sole public sector company is the predominant player, still accounting for nearly
73% of total premium. Among the nonlife insurers there are six public sector insurers. In addi-
tion to these, there is the sole national reinsurer, General Insurance Corporation of India. Out
of 28 nonlife insurance companies, there are five private sector players dealing exclusively in
health, personal accident, and travel insurance segments.

With about 360 million policies, India’s life insurance sector is perhaps the biggest in the
world in terms of number — reflecting India’s population size. The size of the general insur-
ance business in India was at INR 964 billion in 2015-2016, or about 0.7% of GDP. In 2015,
with a share of 2.2% in the global life insurance business, India has been ranked 10th among
the 88 countries in life insurance business (Swiss Re 2016). In nonlife insurance, while vehicle
insurance accounted for nearly 40% of the gross direct premiums earned in 2015-2016, pen-
etration of health insurance is rather poor. In fact, despite the absolute size of the insurance
sector, penetration in this sector is still too low. While the rate of insurance penetration in the
life segment (measured by the ratio of premiums to GDP) of India increased from 2.2% to in
2002 to 4.6% in 2010, it declined thereafter to reach 2.6% in 2014 (Table 4.3). Industry reports
tended to indicate that with higher inflation and lower disposable incomes, the overall intention
to buy life insurance policies in India has taken a hit (Saraswathy 2015). Interestingly, while
India’s insurance penetration is comparable to China’s 3.2% — similar metrics for the Republic
of Korea (at 11.3%) or Thailand (at 5.8%) are much higher IRDA 2015).

Although the insurance sector initially experienced robust growth (around 31% in new
business premiums) in the decade of 2001-2010 after opening up, there has been a slowdown
subsequently (KPMG 2012). This sluggish growth brings to the fore various challenges in
the Indian insurance business. Though its share in total business has indeed come down, the
insurance sector is still dominated by the public sector. In 2014-2015 the share of LIC in total
premiums was around 73%, in case of nonlife insurance business, the private and public sector
companies have approximately equal share. The share of the life insurance fund as a proportion
of changes in gross financial assets of the household sector has gone up significantly and tended
to hover around 20% in recent years.

The current issues facing Indian insurance are diverse. The key issue is the need for much
greater expansion of insurance services, particularly that of life insurance and health insurance.
Apart from the need for greater spread of social protection, the expansion of insurance funds
is also essential for the development of capital markets, particularly the corporate debt market
which is typically dependent in institutional investors. Other issues include the efficiency and
spread of distributional channels, the level of government control, regulatory constraints, and
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consumer education and protection (IMF 2013). Continuance of archaic agent-based distribu-
tion channels has led to allegations of mis-selling of insurance products as well as low persistency
of insurance policies in India (Government of India 2015). Besides, there is a huge untapped
potential in sectors like health insurance.

Capital market: uneven progress in different segments

Table 4.4 reports the resource mobilization by the commercial sector. Interestingly, Indian
corporates’ recourse to non-bank sources tended to hover between 40% and 55% during the
period 2009-2010 through 2015-2016. Both domestic as well as foreign sources are significant
in the case of non-bank funding sources. However, in terms of resource mobilization, the
Indian capital market has depended heavily on private placement whose costs are found to be
much lower (Table 4.5). As far as price discovery is concerned, the capital market reflects the
operations of market forces; this is reflected in the movement of yield on 10-year benchmark
government security as well as indices in equity market like the NSE Nifty 50 (Figure 4.5).

Bond and/or debt market

The story of the government bond market is intimately interlinked with the evolution of fiscal
policy in India. A system of unbridled deficit financing via fixed coupon ad hoc treasury bill
market has been transformed into a market-driven auction process in electronic platform by
late 1990s. Institutionally, the creation of primary dealers to function as market makers (both in
primary and secondary markets) in the government bond market since 1995 was a major devel-
opment in this sector (Mohan and Ray 2011). With increased volume of transactions, liquidity
in this market has increased as well (Table 4.6).

In contrast, the corporate debt market in India has been far less developed. Much of the
transactions in this market are concentrated in the bonds of blue-chip corporates and the mar-
ket is predominantly a private placement market with limited liquidity (Table 4.7). There are
several reasons for this. First, large corporates often tend to go abroad for their longer-term
borrowing requirements. Second, on the demand side, with the pension and insurance indus-
tries being in their infancy, there is a very limited number of institutional investors with limited
funds. Third, limited availability of other investors also could have influenced the size of the
debt market. While this is in line with international experience, several official committees have
looked into this issue, but in terms of ground reality things have not changed substantially. In
terms of outturn, the market size at around 15% of GDP is much smaller than bank assets (89%
of GDP) and equity markets (80% of GDP).

Equity market

The success story of the Indian equity market has been driven by two major institutions, both
established under government auspicious, namely, Securities and Exchange Board of India
(SEBI) and the National Stock Exchange (NSE). While SEBI, the securities market regulator,
was established in 1988, it was given statutory powers in April 1992 through the SEBI Act,
1992, which set out its basic functions as “to protect the interests of investors in securities and
to promote the development of, and to regulate the securities market and for matters connected
therewith or incidental thereto.” Thus, SEBI is the overall capital market regulator charged
with the orderly functioning of the securities market.
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Table 4.5 Resources mobilized by corporate sector (public, rights, and private placements): monthly aver-
ages (INR billion)

Month Equity Issues Debt Issues Total Resource
Mobilization
Public  Private Total Public  Private Total “+7)
Placements (2 + 3) Placements (5 + 6)
1 2 3 4 5 6 7 8
2010-2011 48.6 46.9 95.4 8.0 182.3 190.3 285.5
2011-2012 10.7 232 33.9 29.6 217.7 247.3 281.4
2012-2013 12.9 52.5 65.3 14.2 301.2 315.3 380.6
2013-2014 11.0 50.1 61.2 35.3 230.3 265.5 326.6
2014-2015 8.2 47.9 55.9 7.9 336.9 344.7 400.6
2015-2016 23.1 63.4 86.7 20.8 379.3 400.1 486.8
(until December 2015)
Source: NSE website.
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Figure 4.5 Yield on 10-year government security and NSE Nifty

Sources: Bloomberg database, NSE website.

Table 4.6 Turnover in government securities market (face value): weekly average (INR billion)

Year Central State Treasury bills RBI

Government — Government

Dated Dated Cash 14-Day 91-Day 182-Day 364-Day

Securities Securities Management bills
20002001 195 1 - 2 3 2 16 6
2001-2002 435 2 - 2 8 1 18 8
2002-2003 496 3 — - 13 - 16 10
2003-2004 597 6 - - 19 - 26 8
2004-2005 340 10 - - 51 - 46 1
20052006 218 7 - - 24 8 41 1
20062007 95 5 - - 13 11 23 1
2007-2008 338 6 - - 20 10 26 4
2008-2009 752 14 — — 43 7 18 22
2009-2010 972 29 - - 105 15 25 20

(Continued)



Table 4.6 (Continued)

Year Central State Treasury bills RBI
Government — Government
Dated Dated Cash 14-Day 91-Day 182-Day 364-Day
Securities Securities Management bills
2010-2011 996 20 38 - 16 21 21
2011-2012 1190 20 23 — 73 20 34 32
2012-2013 2277 46 - - 96 43 80 34
2013-2014 3086 61 126 - 125 61 118 19
20142015 3520 72 28 - 160 56 98 21
2015-2016 3246 123 - - 185 54 88 45

Source: Database on Indian Economy, RBI.

Table 4.7 Turnover in equity market (INR billion)

Year BSE  NSE  Bombay Stock Exchange Limited National Stock Exchange of India Limited
(BSE) (NSE)

Spot  Spot  Index  Index  Stock  Stock  Index Index  Stock — Stock  Interest
Market Market Futures  Options  Futures Options Futures Options Futures Options Rate

Futures
1990-1991 360 _ _ _ _ _ _ _ _ _ —
1991-1992 718 _ _ _ _ _ _ _ _ _ —
1992-1993 457  _ _ _ _ _ _ _ _ _ —
1993-1994 845  _ _ _ _ _ _ _ — — —
1994-1995 677 18 _ _ _ _ _ _ _ _ —
1995-1996 501 673  _ _ _ _ _ _ _ _ —
1996-1997 1,243 2945  _ _ _ _ _ _ _ _ —
1997-1998 2,076 3,702  _ _ _ _ _ _ _ _ _
1998-1999 3,120 4,145  _ _ _ _ _ _ — — -
19992000 6,850 8,391 _ _ _ _ _ _ _ - -
2000-2001 10,000 13,395 17 0 0 0 24 _ _ _ -
2001-2002 3,073 5,132 13 1 5 1 215 38 515 252 -
2002-2003 3,141 6,180 18 0 o 0 440 92 2,865 1,001 -
2003-2004 5,026 10,995 66 0 52 3 5,544 528 13,059 2,172 -
2004-2005 5,187 11,401 136 23 2 0 7,721 1,219 14,840 1,688 -
2005-2006 8,161 15,635 0 0 0 0 15,138 3,385 27,917 1,802 -
2006-2007 9,562 19,453 555 0 35 0 25396 7,919 38,310 1,938 -
2007-2008 15,789 35,510 2,347 0 76 0 38,207 13,621 75,486 3,591 -
2008-2009 11,001 27,520 118 0 0 0 35,701 37,315 34,796 2,292 -
2009-2010 13,788 41,380 1 1 0 0 39,344 80,279 51,952 5,061 -
2010-2011 11,035 35,774 2 0 0 0 43,568 183,654 54,957 10,303 -
20112012 6,670 28,109 1,783 6,183 100 14 35,780 227,200 40,747 9,770 -
20122013 5,488 27,083 1,214 70,275 34 102 25,271 227,816 42,239 20,004 -
2013-2014 5,217 28,085 635 90,552 546 461 30,831 277,673 49,492 24,094 302
2014-2015 8,551 43,258 486 201,292 98 1751 41,072 399,227 82,918 32,825 4,215
2015-2016 7,195 41,153 131 43,863 13 743 45,571 489,519 78,286 34,881 5,264

Notes:

1. BSE: Bombay Stock Exchange Limited; NSE: National Stock Exchange of India Limited.
2. Index futures were introduced in June 2000, index options in June 2001, stock options in July 2001 and
stock futures in November 2001, both in the BSE and NSE, while interest rate futures were introduced
on NSE in June 2003.
3. Notional turnover includes call and put options.
4. The RBI has introduced cash settled interest rate futures on 10-year G-sec on December 5, 2013.

Source: RBI database on the Indian economy.
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Figure 4.6 Market capitalization in equity and wholesale debt market segment in NSE (as percentage of
GDP)

Source: NSE website.

Though the more traditional stock market, the BSE (formerly known as Bombay Stock
Exchange) was established as early as 1875, it was essentially a mutualized exchange and was not
modernized. The NSE was established in 1992 as the first demutualized electronic exchange
in India. Over time, the NSE emerged as a modern electronic trading platform and took new
initiatives to introduce derivative trading in India. Though subsequently, BSE too has modern-
ized, at the current juncture the NSE (and in particular its derivative segment) has the lion’s
share of the equity market turnover (Table 4.7).

The Indian equity market has witnessed significant improvement since the early 1990s; this
is reflected in metrics such as size of the market, liquidity, transparency, stability, and efficiency.
The spread of equity shares in the domestic market is, however, still very low, with com-
pany shareholdings being dominated by owning family shareholders, usually in excess of 50%.
Despite its volatility, India’s market capitalization to GDP ratio stood nearly 70% at the end of
2016 but its share of global market capitalization was only 2.3% at the end of 2015 (Figure 4.6).
Changes in the regulatory and governance framework have brought about significant improve-
ment in investor confidence over time (RBI 2007).

Mutual funds (MFs): the early reformer

A mutual fund is a mechanism for pooling resources by issuing units to investors and then
investing funds in securities, in both equity and debt. The MFs as a group have tended to
play a very important role in the Indian capital market. As of March 2016, there were 44 asset
management companies in the country with assets under management (AUM) of around INR
13.5 trillion (or 10% of GDP), which though high is far below the level deposits of commercial
banks (at about INR 99 trillion or 73% of GDP) (ICRA 2016). In terms of net inflows, the
share of private sector MFs far exceeded that of public sector MFs. While the growth in the
MEF industry has been shared both by debt-oriented schemes as well as equity oriented schemes,
MFs in the recent past have shown a preference for debt oriented schemes. Interestingly, the
share of retail investors (including retail and high-net-worth individuals) of AUM of the MFs
was 48.5% with the rest (51.5%) coming from the institutional investors (includes corporates,
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banks/Fis, and the FlIs)."" In a country where direct investments by households in equity and
debt markets are meager, MFs have a huge potential to grow.

Pension funds: a late entrant

India, like most developing economies, does not have a universal social security system, and
the pension system has largely catered to the organized segment of the labor force and the pub-
lic sector. While until recently public sector/government employees typically had a threefold

structure comprising provident fund, gratuity,"

and pension schemes, the bulk of the private
sector (with the sole exception of the major corporates) had access only to provident funds
(i.e., a defined-contribution, fully funded benefit program providing lump sum benefits at the
time of retirement). The Employees’ Provident Fund is the largest benefit program operating
in India. Reflecting this state of aftairs, the significance of pension funds in the Indian financial
sector has been rather limited. In terms of size, India’s pension funds stood at 0.3% of its GDP,
as against the People’s Republic of China’s 1% or Brazil’s 13% (OECD 2015).

The pension funds sector has, however, undergone significant reforms. In recognition of the
possibility of an unsustainable fiscal burden in the future, the Government of India moved from
a defined-benefit pension system to a defined-contribution pension system, called the “New
Pension System” in January 2004. While the government constituted an interim regulator, the
Interim Pension Fund Regulatory and Development Authority, to regulate the pension sector
in 2003, it finally started functioning as a statutory regulator for the New Pension System in
2014. As of March 2016, there were 8.7 million subscribers with AUM amounting to INR
1.18 trillion. Under the present scheme, a subscriber has the option to select any one of eight
pension funds, which are primarily floated by public sector banks and/or insurance companies.
Considering the fact that India’s population is around 1.25 billion, of which the share of the
elderly (i.e., 60 years and above) is around 10%, pension funds in India have a large potential
both as a social security measure as well as means to providing a depth to the financial markets.
Going forward, pension funds will emerge as sources of funds in infrastructure and other pro-
jects with long gestation period and for providing depth to the equity market.

The external account and India’s financial opening

India has generally incurred a current account deficit that has been financed by foreign direct
and portfolio investment and by various kinds of debt flows including external commercial
borrowing, portfolio flows, and ofticial borrowing. Significant changes have taken place in the
management of the external sector since the early 1990s.

The exchange rate regime moved from a basket-based, pegged exchange rate to a market
determined, but managed, exchange rate in 1993, paving the way for current account con-
vertibility in 1994. In line with the substantial liberalization of capital account transactions
over time, India’s exchange rate arrangement has been classified as “floating” but with a sig-
nificant degree of capital account management (IMF 2014). While the details of such control
are beyond the scope of the present chapter, it needs to be noted that almost all the financial
markets witnessed a significant entry of foreign players but at a varied and calibrated pace while
recognizing a hierarchy in capital flows — and favoring equity flows over debt flows and foreign
direct investment over portfolio investment (Mohan and Kapur 2011). In particular, foreign
players have a greater presence in the equity market than the debt market. This calibrated pace
of capital account convertibility of the Indian authorities has, however, been seen as slow/
conservative in some quarters (Shah and Patnaik 2008).

70



Indian financial sector

Development of the foreign exchange market has been a key ingredient of India’s external
sector. Market participants have been provided with greater flexibility to undertake foreign
exchange operations through simplification of procedures and availability of several new instru-
ments. There has also been significant improvement in market infrastructure in terms of trading
platforms and settlement mechanisms. As a result of various reform measures, turnover in the
foreign exchange market experienced a quantum jump, and the bid-ask spreads have experi-
enced significant declines. Apart from the spot segment, a derivatives segment has also emerged
(Figure 4.7). For example, in beginning of May 2016, the spot as well as swap interbank trans-
action together exceeded USD 8.6 billion. While their presence in different segments of the
financial market has added significant depth, they have also contributed to volatility from time
to time.

Since 1992, foreign portfolio investors (FPIs) in general and foreign institutional investors
(FIIs), in particular, were allowed to invest in both equity and debt instruments.'* Besides,
Indian corporates were allowed to access international capital markets through American
depository receipts, global depository receipts, foreign currency convertible bonds, and
external commercial borrowings. Over the years, while FIIs have emerged as key players in
India’s debt, equity, and forex markets, there has been considerable volatility in these flows
(Table 4.8).

While there is little restriction on foreign direct investment, excepting print, media, and
real estate, there are still some restrictions on FPI. As far as equity is concerned, portfolio
investment has virtually unrestricted access as there are aggregate limits on FPI in sovereign
as well as corporate debt. These limits have been progressively increased over time. In recent
times, Indian authorities have been adopting a policy of channeling FPI into debt instru-
ments of a certain minimum maturity in view of credit and interest rate risks. Besides, the
regulatory regime for external borrowing had the following broad components: (1) restric-
tions on short-term (fewer than three years) borrowing; (2) a loosely monitored overall
aggregate limit on foreign currency liability; (3) a discriminatory regime channeling flow
into the priority sectors and disallowing flow into sensitive sectors such as real estate; and
(4) a cap on the overall cost of borrowing, as a tool to address the adverse selection problem
(Padmanabhan 2015).
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Figure 4.7  Average turnover in foreign exchange market
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Table 4.8 Foreign investment in India

Year Foreign Investment/ Foreign Investment/ Net Investments
Exports (%) GDP (%) by FII (INR Billion)
1992-1993 3.0 0.2 0
1993-1994 18.7 1.5 55
1994-1995 18.3 1.5 48
1995-1996 14.9 1.3 67
1996-1997 18.0 1.6 74
1997-1998 15.1 1.3 59
1998-1999 7.0 0.6 =7
1999-2000 13.8 1.2 98
2000-2001 14.9 1.5 97
2001-2002 18.2 1.7 83
2002-2003 11.2 1.2 27
2003-2004 23.7 2.6 440
2004-2005 18.0 2.1 414
2005-2006 20.3 2.6 487
2006-2007 23.1 3.1 238
2007-2008 37.3 5.0 626
2008-2009 14.8 2.3 —433
2009-2010 35.9 4.8 1149
2010-2011 23.6 35 1108
2011-2012 16.3 2.8 499
2012-2013 17.8 3.0 1406
2013-2014 11.2 1.9 0
2014-2015 24.5 3.8 55
2015-2016 15.5 2.0 48

Source: Database on Indian Economy, RBI.

Non-banking finance companies: checkered trend

Apart from the banks, India has a number of non-banking financial companies (NBFCs). The
fundamental difference between banks and NBFCs in India are three: (1) NBFCs cannot accept
demand deposits; (2) NBFCs do not form part of the payment and settlement system and can-
not issue checks drawn on themselves; and (3) deposit insurance facility is not available to
depositors of NBFCs, unlike in the case of banks. The NBFCs include many diverse types of
financial institutions from housing finance companies to equipment leasing companies.”” The
diversity among the entities of the NBFC sector is also reflected in attributes such as size and the
extent of regulatory oversight. As of March 2016, there were 11,682 NBFCs registered with
the RBI, of which 202 were deposit-accepting NBFCs and 11,480 were non-deposit-accepting
NBFCs, of which 220 were declared as systemically important (i.e., those with an asset size of
INR 1 billion or more)."* The role of NBFCs are seen from two distinct angles: (1) they have
been very useful for sectors/activities that are generally excluded from formal banking activities;
and (2) at some regularity some of the deposit-taking NBFCs have been a source of financial
irregularity in some localized pockets and raised issues of consumer protection.

Presently all deposit-taking NBFCs and systemically important non-deposit-taking NBFCs
are subject to prudential regulations such as capital adequacy requirements and provisioning

norms along with reporting requirements.
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While a number of types of NBFCs exist, which do not come under the ambit of RBI’s
regulatory oversight, the incidence of financial irregularity involving some NBFCs had come
down and had predominantly been confined to the state/district level."” In fact, in the recent
past, after a financial scandal involving an NBFC named Saradha (predominantly active in the
state of West Bengal) surfaced in 2013, there has been further tightening of norms on deposit-
taking NBFCs.

Interestingly, in line with the increasing regulatory control, over the years, while acceptance
of deposits by the NBFCs had come down, there has been a spurt in their other activities. The
ratio of NBFCs’ assets in GDP increased steadily from just 8.4% as on 31 March 2006 to 12.9%
as on 31 March 2015; while the ratio of bank assets increased from 75.4% to 96.4% during the
same period.

Concluding observations

The following broad trends can be highlighted as key features of the Indian financial sector. As
a consequence of successive reforms over the past 25 years, there has been significant progress
in making interest and exchange rates largely market determined, though the exchange rate
regime remains one of managed float, and some interest rates remain administered. Consider-
able competition has been introduced in the banking sector through new private sector banks
but public sector banks continue to have a dominant share in the market. Contractual savings
systems have been improved, but provident and pension funds in India are still in their infancy.
Similarly, despite the introduction of new private sector insurance companies, coverage of
insurance can expand much further, which would also provide greater depth to the financial
markets. The extent of development along all the segments of the financial market has not been
uniform. While the equity market is quite developed, activities in the private debt market are
predominantly confined to private placement form and continue to be limited to the blue-chip
companies. Going forward, the future areas for development in the Indian financial sector
include further reduction of public ownership in banks and insurance companies, expansion
of the contractual savings system through more rapid expansion of the insurance and pension
systems, greater spread of mutual funds, and development of institutional investors. It is only
then that the both the equity and debt markets will display greater breadth as well as depth,
along with greater domestic liquidity.

Notes

1 Recently the Indian postal department has been given a license to open a payments bank.

2 The proportion of aggregate deposits that a bank has to keep in government and other approved
securities.

3 Tier-I leverage ratio is defined as the ratio of Tier-I capital to total assets; total assets include the credit
equivalent of off-balance-sheet items.

4 Repo rate is the fixed interest rate at which the RBI provides short-term (overnight) liquidity to
banks against the collateral of government and other approved securities under the liquidity adjust-
ment facility (LAF); see RBI website, www.rbi.org.in/scripts/FS_Overview.aspx?fn=2752 (accessed
in August 2016).

5 Similar sentiments were echoed in the report of the Committee on Financial Sector Reforms (Gov-
ernment of India, Planning Commission 2009, p. 49), which noted: “Financial sector policies in India
have long been driven by the objective of increasing financial inclusion, but the goal of universal inclu-
sion is still a distant dream”.

6 www.pmjdy.gov.in/ (accessed in August 2016).

7 More recently (on 5 May 2016), deviating from past practice of stop and go licenses, the RBI released
Draft Guidelines for “on tap” Licensing of Universal Banks in the Private Sector.
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8 Three of these entities have already surrendered their licenses as of July 2016.

9 The IMF (2017), in its revised forecast of January 2017 noted, “In India, the growth forecast for the
current (2016-2017) and next fiscal year were trimmed by 1 percentage point and 0.4 percentage
point, respectively, primarily due to the temporary negative consumption shock induced by cash
shortages and payment disruptions associated with the recent currency note withdrawal and exchange
initiative”.

10 The large share of corporate entities in debt mutual funds has perhaps been caused by the prohibition
of interest-bearing bank deposits. Further, interest is not permitted in bank deposits of fewer than
seven days.

11 Gratuity refers to the lump-sum amount payable to the retiring government servant; a minimum of’
five years’ qualifying service and eligibility to receive service gratuity/pension is essential to get this
one-time lump sum benefit.

12 Foreign portfolio investors include asset management companies, pension funds, mutual funds, and
investment trusts as nominee companies, incorporated/institutional portfolio managers or their power
of attorney holders, university funds, endowment foundations, charitable trusts and charitable societies.
The FIIS were allowed to invest in debt instruments subsequently in the financial year 1996-1997.

13 These include (1) asset finance companies (AFCs); (2) loan companies (LCs); (3) investment companies
(ICs); (4) infrastructure finance companies (IFCs); (5) core investment companies (CICs); (6) infra-
structure debt funds (IDF-NBFCs); (7) NBFC-microfinance institutions (NBFC-MFIs); (8) factoring
companies (FCs); (9) mortgage guarantee companies (MGCs); (10) residuary non-banking compa-
nies (RNBCs); (11) housing finance companies; (12) mutual benefit companies; and (13) chit fund
companies.

14 See the RBI “Master Circulars—Miscellaneous Instructions to NBFC- ND-SI” of 1 July 2015; avail-
able at https://rbi.org.in/scripts/BS_ViewMasCirculardetails.aspx?id=9835.

15 A major financial irregularity in this respect involved a leading NBFC conglomerate, Sahara India Pari-
war, which was barred by the Securities Market Regulator, SEBI, in 2010 from raising money from
the public through optionally fully convertible debentures that SEBI deemed illegal. Subsequently, the
CEO of the company was arrested and the Supreme Court of India has directed the company to pay
up INR 240 billion. The case is still sub judice.
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DEVELOPMENT AND
SHORTCOMINGS OF
INDONESIA’'S FINANCIAL
SECTOR

Iwan ]. Azis

Introduction

Nothing is surprising when, after going through a major financial crisis like in 1997, efforts
have been made to strengthen the financial sector. This has always happened in all crisis-
affected countries. Being one of them, Indonesia is no exception. In several areas since the
crisis, the country’s financial sector has made some improvements. Yet a combination of side
eftects of a liberalized system, misguided policy, and failure to diversify especially during the
period of strong growth and ample liquidity still makes the country vulnerable to external
shocks. Boundless complacency prevails due to weaknesses and policy. While the sector has
grown steadily, supported by improvements in the regulatory and supervisory work, short-
comings remain.

In this chapter, the development and the structure of Indonesia’s financial sector are put in
the context of a changing external and domestic environment, from which shortcomings are
identified, and risks and uncertainties are highlighted. It is argued that in a liberalized and open
financial system, where the financial sector is still small and shallow like in Indonesia, vulner-
abilities to external shocks bound to ascend. The sequence of episode is typical: vulnerabilities
preceded by a period of massive capital inflows. This time, the surge of inflows is prompted by
the ultra-easy money policy in developed economies, while the vulnerabilities are reflected in
elevated risks of pro-cyclicality and reversals of capital lows.

Risks in Indonesia are further heightened by the absence of formal financial safety nets
until only recently when a draft law was passed by the parliament. Struggling to safe-
guard financial stability amid growing ineffectiveness of standard monetary policy, policy-
makers and regulators came up with various initiatives and measures, some of which are
controversial.

After discussing the country’s structure of financial sector, followed by issues surrounding
the regulatory and supervisory framework and the financial sector challenges, in the last section
before the summary the chapter focuses on the recent development, externally and domesti-
cally, and presents the resulting risks in conjunction with the changing policy and institutional
arrangements with respect to crisis management.
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Financial structure: banks, non-bank financial
institutions, equity market, bond market

The total assets of Indonesia’s financial sector are around 75% of GDP, relatively smaller com-
pared to the neighboring Association of Southeast Asian Nations (ASEAN) countries. As in
many developing and emerging market economies, the country’s financial sector is dominated
by the banking sector, which constitutes 80% of the entire financial system (Figure 5.1).

Out of 118 commercial banks (11 of which are Islamic banks), more than 40% are state-
owned including regional development banks.! Private commercial banks constitute a roughly
similar share, and the remaining 15% are foreign banks branches and joint ventures.? By the end
of 2015, the total assets of commercial banks are recorded at IDR 6,530 trillion (less than USD
500 billion), with a persistently high concentration where 47% of total assets belongs to the top
five banks: Bank Mandiri, Bank Rakyat Indonesia, Bank Central Asia, Bank Negara Indonesia,
and Bank CIMB Niaga.

Indonesian banks are highly segmented. The formal classification, based on BUKU, is the
following:* BUKU-1 consists of banks with core capital of less than IDR 1 trillion; BUKU-2
between IDR 1 trillion and IDR 5 trillion; BUKU-3 between IDR 5 trillion and IDR 30 tril-
lion; and BUKU-4 with more than IDR 30 trillion.* Those under BUKU-4 can have a wider
range of business activities and are allowed to enter into domestic or offshore equity investment
with ownership not more than 35%.

The average capital adequacy ratio (CAR) of the banking system is around 20% (some 90%
of available capital is tier 1 category), where foreign banks have the highest ratio. Although
return on assets (ROA) is still above the average in emerging markets with around 2.7%, banks’
net interest margin (NIM) is notoriously high. At 5.3%, it is the highest among ASEAN-6.°
Table 5.1 displays data per December 2015 of CAR, ROA, NIM, and other indicators for dif-
ferent categories of banks. A high NIM captures the spread between the interest earned on the

= Banks = Insurance = Finance companies Pension funds = Others

Figure 5.1  Structure of financial system, 2016
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Table 5.1 Set of indicators for different categories of banks (as of December 2015)

Conventional ~ Forex Non-Forex BPD Mixed Foreign
Banks
ROA % 2.3 1.8 1.6 2.4 1.0 1.7
Total Asset IDR billion 6,129,357 2,363,516 193,149 475,696 313,570 473,336
NPL % 2.5
CAR % 21.3 18.1 21.2 20.6 20.4 46.5
LDR % 92.1 86.9 86.0 92.2 132.8 131.5
NIM % 5.4 4.9 5.1 6.7 3.4 3.6
BOPO % 81.5 84.8 86.8 79.6 87.5 92.7
Deposit/ % 46.0 52.5 84.8 36.4 58.7 31.7
DPK
Number of 118 39 27 26 12 10
banks

Notes: CAR = capital adequacy ratio. LDR = loan-to-deposit ratio. NIM = net interest margin.
NPL = non-performing loan. ROA = return on assets.

Source: Compiled by author.

bank’s assets and the interest costs on its liabilities; it is supposed to reflect the asset and liability
management. However, NIM in Indonesia is more numerator driven. That is, the persistently
high NIM is driven more by the high lending rates.

Also, NIM should not be confused with profitability as banks earn significant income from
fees and service charges, none of which are affected by interest margins. Banks’ profitability
remains good although it has started to decline. A sizeable untapped market and growing num-
ber of middle class continue to make the appetite of foreign investors to either acquire banks
or set up operations in Indonesia strong.” With the commencement of ASEAN Economic
Community last year, and the issuance of ASEAN Banking Integration Framework as part of
ASEAN Framework Agreement on Services, the opportunity for ASEAN banks to operate
in Indonesia is bigger. Realizing the absence of a level playing field and different sizes among
banks in ASEAN — the 10 largest belong to Singapore, Malaysia, and Thailand — and consider-
ing the current level of Indonesian banks’ efficiency, there is a fear of competition asymmetry.
This explains why at this stage the Indonesian authorities are still reluctant to allow neighboring
banks to come with the strength and speed they wish.®

High interest rates translate into bond yields. The Indonesian bond market is largely sov-
ereign and in local currency, as the corporate bond market is still in its infancy. Per Decem-
ber 2015, the outstanding value is recorded at IDR 1,650 trillion or USD 126 billion with the
following breakdown: IDR 1,410 trillion government bond and IDR 249 trillion corporate
bond (Table 5.2). The bond market is relatively young as it began to grow only since the issu-
ance of recapitalization bond following the 1997 Asian financial crisis (AFC). Several banks
receiving such bonds during the crisis, some of them are now foreign owned, continue to hold
them, generating interest incomes until today.’

The largest holders of bond are banks. Bond holding by corporates (mostly banks) is four
times larger than the amount of bonds outstanding. This has an important implication on the
link between monetary policy and financial stability. Any changes in yield — hence price of
bond — driven by changes in the interest rates would have repercussions on bank’s balance
sheet (Azis and Shin 2015). Particularly in a high interest rate environment like Indonesia, a
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Table 5.2 Assets of non-bank financial institutions (as of December 2015)

Total

Insurance (IDR billion) 803,715
Gross premium of insurance (IDR billion) 261,087
Pension fund (IDR billion) 206,593
Financing companies (multi finance, venture capital, infrastructure financing companies, 10,576

SOE financing)
Others (Indonesia Eximbank, SOE pawnshop, guarantee institutions (IDR billion) 138,652
Capital Market (as of December 2015)
Number of companies listed 521
Market capitalization (IDR billion) 4,796,800
NAV mutual funds (IDR billion) 268,447
Outstanding of local currency bonds

— Government bonds (IDR billion) 1,410,000

— Corporate bonds (IDR billion) 249,000
Issuance of local currency bonds

— Government bonds (IDR billion) 311,790

— Corporate bonds (IDR billion) 62,420
Daily trading (IDR billion) 5,768

Source: Compiled by author.

rate increase may harm the quality of banks’ balance sheets and hence financial stability. The
situation when net foreign capital inflows turned to net foreign capital outflows in 2015 pro-
vides an illustration of this vulnerability (for the turnaround of capital flows, see Azis 2016).
Despite the fact that movements of capital have been driven more by the push/supply factors
(external), less to do with domestic interest rates, Bank Indonesia (BI) was adamant to keep
the outdated thinking of setting high interest rates believing that it could deter outflows. On
the one hand, the policy was ineftective; on the other hand, keeping high interest rates caused
banks’ net worth to deteriorate through falling bond prices.!” Smaller banks were particularly
affected.

Offering highest yields in ASEAN-6, the market has attracted foreign investors especially
during the period of ultra-easy money policy including the quantitative easing in advanced
economies after the 2008 global financial crisis. Almost 40% of local currency bond in Indo-
nesia is foreign-owned. As this happens while market is shallow and not liquid, any shock
that may change investors’ perception could easily rattle the market. The episode of taper
tantrum in summer 2013 provides a clear example. Compared to the bond market in, say,
Malaysia, where foreign ownership is also relatively high but domestic investors’ base is large,
Indonesia’s bond market is more vulnerable to market volatility due to investors’ change in
perception.

The equity market is also less developed than in other major ASEAN countries. The num-
ber of companies listed has not changed much over the years; per December 2015 only 521
companies are listed, with market capitalization around IDR 4,800 trillion or USD 370 billion,
less than 50% of the country’s GDP. The concentration ratio is high: 50 companies constitute
almost three-quarters of total market capitalization. In the case of mutual fund, the net asset
value is only less than IDR 270 trillion, albeit growing. The share of foreign ownership, around
60%, is even higher than in the bond market, and it is more volatile.
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The asset size of non-bank financial institutions (NBFIs) is recorded at IDR 1,160 trillion (USD
89 billion), where insurance companies and pension fund dominate (around 87%). The remaining
NBFI assets belong to financing companies such as multi-finance, venture capital, infrastructure
financing companies, pawnshops, Export-Import or Exim Bank, and so forth (see again Table 5.2).

Regulatory and supervisory framework

Fragmented regulatory structure and framework not all in line with international best practices
are among the most notable features of Indonesia’s financial regulatory and supervision. In such
circumstances, a lack of diversity in capital market is expected.

The absence of formal policy about future direction and strategy of the country’s banking
sector makes it unclear as to what direction the banking industry would take in the long term.
Only when such a policy is in place a proper regulatory and supervision can be designed. This
prompted the authority to launch the Indonesian Banking Architecture (Arsitektur Perbankan
Indonesia, or API)." Since then, some improvements have subsequently been made particu-
larly in areas related to the specific strategies for development of rural banks, SMEs including
micro enterprises, and in institutional strengthening of rural banks (Bank Perkreditan Rakyat,
or BPR) and Shariah banks.'”? The authority sought to build constructive cooperation with
the relevant stakeholders in the API programs to generate a sound, strong, and efficient bank-
ing industry to secure financial system stability. Obviously, this can be achieved only when
backed by a strong regulatory and supervisory work, on which a major institutional change has
occurred in Indonesia (Financial Stability Board 2014).

Until 2012-2013, BI was responsible for regulating and supervising banks, while the Capital
Market and Financial Institution Supervisory Board (Badan Pengawas Pasar Model or Bape-
pam-LK) was responsible for non-bank financial institutions and the capital market. Issued in
2011, Law 21 stipulates that the regulatory and supervisory work for the entire financial sector,
not just banks, will be transferred to the financial service authority OJK (Otoritas Jasa Keuangan
2016). For non-bank financial institutions and capital market, the actual transfer began at the
end of 2012, and for banks at the end of 2013." BI will retain regulatory responsibilities for
macroprudential policies. An important reason behind the move was the growing public dis-
satisfaction with BI's handling of the AFC and the subsequent corruption scandals.

But questions have been raised as to whether OJK will be better prepared to deal with finan-
cial crises and be independent from political and other pressures. Another yet more fundamental
question is whether separating monetary policy from bank supervision is the optimal and appro-
priate strategy for Indonesia, especially since there is no global consensus on the optimality of
such a strategy.

Nonetheless, the decision has been made. In practice, the transfer of responsibility was not
easy; the process has been far from smooth. Lack of accurate data and information about the
operations of non-banks and capital market, and uncertainties surrounding the status of staffs
responsible for bank regulation and supervision, add to the difficulties. By the end of 2015,
some BI staffs who were lent to OJK opted to return to BI. This poses a challenge for OJK to
conduct the work more optimally, considering this happens in the midst of growing economic
uncertainty. One could only envisage what would have happened if the country’s financial
sector was hit by a major external shock at the time. Fortunately, that did not happen, and the
growth performance of the Indonesian economy was still relatively strong, although a large part
of it was due to the primary sector boom driven by the People’s Republic of China’s (PRC)
strong demand. That favorable condition ended in late 2014 when commodity prices continued
to fall, the PRC’s boom ceased, and capital flows began to reverse (Azis 2016).
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Like in many other emerging markets, the focus of the regulatory and supervisory work
has been to maintain financial stability, at least on paper, while at the same time insuring that
the financial sector is supportive to economic growth. The latter becomes more urgent in the
current environment of growth slowdown. In this context, the policy to put a cap on deposit
rates by the OJK cannot reflect better the overlap and confusion over the regulatory-cum-
supervisory action and monetary policy.

Easing monetary policy in a slowing-growth environment is expected. This would have
reflected in a fall of interest rates. However, while BI began to lower the rates only since early
2016, the effects on deposit and lending rates have been limited."* OJK tried its own approach
to change that by introducing deposit rate caps effective 1 October 2014. The regulation is
aimed at alleviating the competition among large banks for term deposits and bring down lend-
ing rates.

It is true that in a highly segmented market only a small number of big banks (BUKU-4
category) dominate and become the real movers of the rates. But putting a cap on interest rates
could limit banks’ ability to adjust to liquidity shocks via interest rate flexibility and reduce
bank’s ability to mobilize not only large deposits but also small ones. One possible outcome is
that banks will resort to keeping more liquidity rather than extending credits. Such a measure
also encroaches on BI’s policy signals and operations that could distort policy transmissions. The
line separating supervisory and regulatory work from monetary policy is blurred. Many wonder
whether it represents controls on interest rates since the deposit rates offered are not allowed
to go beyond a level that satisfies a pre-determined spread around the BI rate." Is the country’s
financial system resorting to financial repression?

Still on the effort to stimulate growth, BI introduced reserve requirement averaging to
reduce the need for banks to hold high precautionary reserves. This policy is expected to ease
the liquidity constraint and deepen the money market. Indeed, the money market in Indonesia
is shallow and needs a further boost. In this context, OJK launched the Global Master Repur-
chase Agreement to help develop the collateralized interbank market.

BI also took another move on its policy rate by replacing the BI Rate with the seven-day
(Reverse) Repo Rate eftective on 19 August 2016. In the announcement, improving the effec-
tiveness of monetary policy transmission was cited as the primary goal of the change. It is also
expected — along with other measures — that it will help support financial market deepening as it
will encourage transactions and develop interbank rate structure for 3—12 months. It is unclear,
however, how the seven-day repo rate will have any meaningful difference with the previous
BI rate in terms of its effectiveness to lower the lending rates, especially that more fundamental
reasons for the ineffectiveness have not changed.

On capital market, the Indonesian Capital Market Law was promulgated in 1995, before
the AFC." The regulation made no provision for safe havens, implying no exemption and
different treatment for sophisticated investors. It was not until 1997 that a set of new rules
was introduced, allowing foreign companies considering dual listing or an initial public
offering to issue Indonesian depository receipts. One of the biggest regulatory challenges
at the moment concerns the possibility that foreign companies will be allowed to be listed
on the Jakarta stock exchange. Such development is increasingly inevitable as the ASEAN
Economic Community has officially commenced, yet there is no specific regulation to sup-
port it so far.

Now that OJK has been designated as the sole institution in charge of bank and non-bank
supervision, a consolidated framework for risk-based supervision of banks and non-banks is
needed. More importantly, it is imperative for OJK to have the appropriate capacity to imple-
ment the consolidated system.
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Challenges

Indonesia’s financial sector faces fundamental and contemporary challenges. The fundamental
ones are generally linked to the underdeveloped stage and shallowness of the sector. Not only
the size is small — barely higher than the size of the country’s economy — but the dependence on
the banking sector is also the highest among the ASEAN-6 countries. Decades of open capital
account make such conditions vulnerable to the volatility of capital flows, and clear and robust
crisis management protocols were not in place until recently.

In the banking sector, the high cost of intermediation indicated by a low penetration ratio
and inefficiency continue to shape the country’s capacity to finance investment and consump-
tion. Sources of funds are predominantly short term (more than 90% having one-month matu-
rity), and about half of them are traditional current and savings accounts. The banking system is
highly segmented, and the dominant source of banks’ funding comes from the deposits of large
corporations. Banks of BUKU-4 category alone absorb 60% of the entire banks’ current and
saving accounts. Small banks, on the contrary, have to rely on higher-cost funding. The inter-
bank and money markets are not functioning optimally, and the policy rate set by the central
bank (BI rate) has been also getting less and less effective in influencing the market interest rates.

Another fundamental challenge related to the segmentation is with regards to state-owned
and regional development banks that control around half of the entire banking market. Unlike
domestic private banks, these banks receive favorable treatments from the government, such as
giving them exclusive rights to deposit financial resources from the central/regional govern-
ment’s institutions. This makes their NIM higher than that of other banks. For domestic private
banks, conglomeration is growing and becoming more difficult to monitor. One of the major
challenges is for the regulators to put a restriction on the practice of financing own affiliated
companies. Such a practice is common particularly among big companies belong to the same
people or group who also own the banks.

Still another serious challenge concerns financial inclusion. Only slightly more than one
third of Indonesia’s population 15 years and older has a financial institution account; this is
lower than the average proportion in lower-middle-income countries. Of that category, among
the poorest 40%, only 22% have an account. For those living in rural areas, the number is less
than 30%. What about access to loans? More than 40% of borrowers get the loans from friends
and family. Also, in the current age of technology, where the mobile phone has a great potential
to reach low-income people in need for financial access, including those in remote areas, the
actual number of adults having mobile accounts is only 0.4%, markedly lower than the average
number in lower-middle-income countries (2.5%).

Creating innovative programs and putting in place a more supportive regulation to increase
the number of population with financial access, especially among the poor, continues to be
among the biggest challenges the financial authority must deal with. A low level of financial
literacy and weak consumer protection make such a challenge more daunting.

A further concern is the tiny proportion of population (less than 0.4%) that has access to the
capital market. As a result, while a booming capital market may help boost the financing for
the national economy,!” the distribution of benefits is likely skewed. This could exacerbate the
already worsening income and wealth distribution.

Contemporary challenges also abound. Increased capital inflows following the ultra-easy
money policy in advanced economies since the mid-2000s, coupled with excess savings since
the AFC, have provided ample liquidity (Azis and Shin 2014; Azis 2014a). Yet this did not
translate into a robust growth in productive sector. The actual spending on infrastructure, for
example, remains low. At first, the inflows were largely channeled through the banking system
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(bank-led flows). Banks’ external debt soared during the period, causing their balance sheet
to expand. Then, as the US quantitative easing policy began in 2009, a new round of massive
inflows took place. This time, however, a large amount went to the capital market (debt-led
flows) searching for higher yields (Azis 2016). As a result, the proportion of foreign ownership
in the capital market surged, reaching around 60% in the equity market and nearly 40% in the
bond market.'

As discussed in Azis and Yarcia (2015), those massive inflows changed the behaviors of
agents. A more risk-taking behavior was clearly detected as most of the excess liquidity was
invested not in the businesses or real sector activities but instead in financial assets. As expected,
the latter grew more rapidly than the real sector of the economy (financialization). This suggests
that there remain problems in the overall investment climate, while yields and returns from
investing in financial assets are lucrative and easier to earn. The long-term growth capacity of
the economy declines, and employment elasticity falls as a result. It also exacerbates the income
inequality since only the high-income and urban-based households are involved in the financial
sector. Indeed, without appropriate compensating measures, financial liberalization and free
flows of capital in many emerging markets tend to worsen the income inequality (Azis 2015;
Naceur and Zhang 2016).

A combination of shallow financial market and open capital account exposes the economy
to volatile capital flows, elevating the risks of financial instability. Bank-led flows increase the
risk of pro-cyclicality, and debt-led flows make the system vulnerable to flows reversals. The
taper tantrum episode of 2013 demonstrates how financial market could easily turn volatile
when investors’ perception changed and capital flows reversed. A more recent round of vola-
tility that began in 2015 occurred because financial conditions were tightening, as shown by
a sharp decline of credit growth. At the same time, the economic growth has been slowing.
Heightened competition for funding in the midst of economic slowdown put more strains on
the financial sector.

Another serious challenge is the increase of non-performing loans (NPLs). The uptrend
began in early 2014 as many companies struggled to repay debts. One estimate suggests that
Indonesia’s NPLs could reach 3%—4% in 2016 — a steep increase considering it was only 1.8% in
2013. The expected NPLs for SMEs and for mining-related activities could be as high as 8% —
the highest level since the 2008 global financial crisis.!” This forced banks to increase bad loan
provisions. The risk of deteriorating credit quality and margin pressure is likely to heighten,
given the weak economic environment.?’

Segmentation also implies different challenges for different category of banks. Local, state-
owned, and Shariah banks clearly face a margin pressure. This is not so much the case for
foreign banks. The latter are more concerned with issues like uncertainty related to the use
of IT data, banking rules, on-shoring requirements, complex and more demanding domestic
and international compliance regime. These factors could affect their ability to leverage global
operating models.

Given the current slowdown in the economy and uncertainty in global conditions, the most
real and immediate challenge for Indonesia’s banking sector is to reduce the cost of funds on the
one hand and to develop new revenue sources on the other hand.?' This has to be done while
banks must also meet the regulatory compliance framework in line with Basel III (requiring a
stronger capital surcharge). They also have to comply with the recent rule that puts a limit (a
cap) on the deposit rate. Such a rule was issued by the financial service authority OJK because,
as discussed in the preceding section, beginning in 2014 the responsibility for regulating and
supervising banks was transferred from the central bank to OJK.
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Policy and crisis management

When the prospect of world economy is uncertain, the growth slowdown in the PRC feeds
back negatively to other countries and the global growth, the quandary for an emerging market
like Indonesia is multitude.

Having relied too much on the PRC’s demand for primary commodities, especially coal and
palm oil, the impact of a slower PRC expansion has been significant. After years of enjoying a
double-digit improvement in the terms of trade spurred by a strong demand and high price of
commodities, the trend began to reverse in 2011. The terms of trade have declined by around
8% since then (IMF 2015). For an economy like Indonesia, where major commodities consti-
tute half of all merchandise exports and where the share of commodities sector is around 10%
of GDP, the impact of the turnaround is quite severe. Growth is slowing, risks in financial sec-
tor are rising, and firms having a large borrowing in foreign currencies are under severe stress.

It is estimated that the country’s GDP growth has been about one percentage point lower
because of the 8% decline in commodity terms of trade. Through the reduction of imports and
by considering the inter-industry linkages, the current account balance improves. On the other
hand, a combination of lower oil prices that cut government revenues through a profit-sharing
arrangement, spending for subsidies that remain substantial albeit declining, and purchases of
other energy sources, has raised the fiscal deficit and narrow the country’s fiscal space.

Equally important to understand is the effect of falling prices of commodities on the rev-
enues and profits of producers and exporters. Through multiplier effects, domestic demand
and incomes are affected. Declining incentives to invest in commodity sector or the related
activities also cause a contraction. A shift of resources including labor and capital (credits) from
primary good tradables to non-primary good tradables is an inevitable outcome. In the process,
lenders to commodity-related activities have to bear significant losses. Most loans become NPL
or special mention loans (SML) as a growing number of companies have to struggle with debt
repayment. The problem of high leverage is further exacerbated by the decline of profitability.
A slowdown in the overall economic growth puts further pressures on NPL and SML. It also
causes lending growth to fall and asset quality to deteriorate.

In response to slower economic growth, Bl loosened the monetary policy and relaxed some
of its macroprudential policies. It reduced the interest rates and cut the rupiah primary reserve
requirement to enable banks to have additional liquidity, lowering the cost of loanable funds.
But given weak demand for credit, it is doubtful that the measure could boost lending and
growth. To help banks manage liquidity risk, liquidity coverage ratio requirements have been
adopted, as well as the requirement for counter-cyclical capital buffer. From the OJK side, a set
of measures are also taken, one of which is specifically intended to facilitate loan restructuring
for banks that have a relatively strong risk management capacity.

Even with all those measures, however, systemic financial stability risks remain high. Part of
the reason is because risks in corporate sector are also increasing. Another reason is the uncer-
tainty over the procedure and legal framework of the financial safety net system.

Many corporates, especially those aftfected by commodity price falls and a weak rupiah, are
facing growing risks of refinancing or default; the latter could create negative spillovers to the
banking system and damage confidence.”? Another concern is increased conglomeration as
discussed earlier. The practice of lending to own affiliated companies is common. If left unat-
tended, it could make the risk not only increasing but also systemic. A severe stress is also felt by
corporates with high foreign currency leverage. Debt rollover is unavoidable for some of them.
Including foreign exchange debt to banks, foreign currency debt was recorded at 20% of GDP
in 2016, twice the level in 2010.
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For the policy-makers and regulators, managing such difficult conditions is far from easy
since the domestic and external environments are no longer benign. To the extent safeguard-
ing the domestic financial stability is the only choice, efforts in this direction should include
strengthening the facility for hedging of the foreign exchange debt, requiring foreign exchange
hedging by corporates, and limiting external borrowing to only firms with a strong balance
sheet or investment grade firms. Improvements in corporate resolution framework and bank-
ruptcy regime are also urgently needed. The oligopolistic market and large connected con-
glomerates in Indonesia pose systemic risks that could be dealt only with a strong resolution and
bankruptcy framework.

Nonetheless, in a bank-dependent economy like Indonesia, vulnerabilities in the banking
sector are more important to watch. They are more likely to elevate risks of systemic financial
stability. The central bank’s lender of last resort function is important in this regard. In a normal
condition, the facility related to such a function is available to illiquid but solvent banks able
to provide liquid, high-value collateral. In a crisis situation, however, the primary considera-
tion is the potential for systemic impact in addition to solvency and bank’s ability to provide
collateral.”

Yet, a broader framework that includes the deposit insurance scheme, crisis resolution, and
the emergency financial facility is more needed. Together with the directives for crisis preven-
tion, such a framework can hold the key to the country’s Financial System Safety Net (FSSN).
In 2017, a Draft Law of FSSN has been passed by the parliament.* It specifies the following
tasks and responsibilities of the relevant institutions involved in the operation of the Safety Net:
the Ministry of Finance is responsible for drafting legislation for the financial sector and provid-
ing funds for crisis resolution, BI is responsible for safeguarding monetary stability, maintaining
a sound banking system and ensuring a secure and robust operation of the payment system, and
the Indonesian Deposit Insurance Corporation is responsible for guaranteeing bank customer
deposits and resolution of problem banks.

Realizing the seriousness of the risk of moral hazard from adopting a government blanket
guarantee despite its merit for restoring public confidence in the banking sector during a cri-
sis, the new FSSN Draft Law does not allow such a scheme. Instead, the Indonesian Deposit
Insurance Corporation (Lembaga Penjamin Simpanan or LPS) is expected to be in charge of
handling the systematically important banks when they are in trouble. This is on top of the LPS
basic responsibility to guarantee bank customer deposits. In executing the rescue task, the first
step would be to use a private sector-based solution such as selling the bank to other investors
or asking bank owners to provide additional capital and so forth. Only if that early step fails
to work will the LPS take over the bank. To ensure the effectiveness of crisis resolution, each
relevant institution is assigned clear lines of responsibility and accountability, and to avoid high
social and economic costs, the new Draft Law prohibits the use of public money (no more
bailout approach).

Now that the FSSN Draft Law has been passed, the subsequent revisions of the laws of BI,
LPS, and OJK have to be well coordinated to ensure an overall consistency of the legal frame-
work to the new institutional arrangements. More importantly, since LPS is now given a larger
task and responsibility in crisis resolution, it is imperative to strengthen its capacity by granting
additional instruments and tools, and greater room for raising more funds.

Summary and final remarks

Indonesia’s financial sector is typical of that of many lower-middle-income countries. While
it has grown steadily and made improvements in some areas, especially after the 1997 crisis,
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the sector remains small, bank-dependent, having limited inclusion, and highly concentrated.
Almost half of banks’ total assets belongs to the top five banks, and three quarters of capital
market capitalization is owned by less than 10% of all listed companies. The segmented banking
sector combined with small and shallow capital market makes the cost of intermediation high,
and interbank market and money market not functioning optimally. The regulatory structure
and framework are fragmented, not all in line with international best practices. A lot in the
supervisory work still needs to be improved.

Banks’ excessive reliance on short-term sources of funding and the illiquidity of capital
markets lead to high interest rates, NIM, and bond yields; in all three, Indonesia has the highest
among major ASEAN countries. Small market coupled with a large ownership of yield-driven
foreign investors poses a challenge to financial stability. A minor perturbation that sparks capital
outflows could easily rattle the market. Bank-led inflows expose the system to pro-cyclicality
risks, and debt-led inflows makes the system vulnerable to flows reversals.

As capital inflows surged since the mid-2000s, vulnerability increased. The subsequent lack
of prudent behavior among agents elevated the risks. Another challenge pertains to the conse-
quences of growing conglomeration where lending to own affiliated companies is a common
practice. The resulting risk is not only high but also systemic.

The effectiveness of standard monetary policy is limited because of increased financializa-
tion driven by ample liquidity from massive capital inflows on the one hand, and high cost of
domestic borrowing on the other. As corporates face increased risks of refinancing and default,
the difficulty spillovers to the banking system. A close interlink between banks and capital
markets (e.g., banks being the largest holders of bonds) also makes the policy choices more
complex. It intensifies the trade-oft between achieving the conventional growth-price stability
and newly added financial stability. This suggests the need for a more effective macroprudential
policy to complement the standard macro policy.

Against such a backdrop, recent slowdowns in the economy and elevated risks of financial
instability pose a difficult challenge to policy-makers and regulators. Since efforts to ease mon-
etary conditions by using standard monetary policy have failed to translate into lower lending
rates, authorities attempt to take a rather drastic — yet controversial — measure: BI abandons
completely the policy rate (Bl-rate) and replaces it with seven-day repo rate, OJK imposes
a cap on deposit rates, risking a return to financial repression. Before the slowdown, when
capital inflows were still large, financial stability got the upper hand. As growth is slowing, the
pendulum is swinging back to growth-price stability. The recent loosening of macropruden-
tial policy — along with the monetary ease — is a poster-child of the shift. This could be risky
because the ingredients of financial instability still remain, if not amplified; low measured-risks
can abruptly turn into high real risks.

Amid heightened uncertainty and elevated risks, for eight years since the onset of the global
financial crisis there was no formal procedure and protocols with a strong legal support for crisis
resolution. Effective financial safety nets were essentially absent. Only in 2016 the FSSN Draft
Law has been passed by the parliament, albeit still prompting questions regarding some of the
points (e.g., making LPS almost single-handedly deal with troubled banks, vagueness in BI role
as the lender of last resort, and prohibiting the use of public money for rescue operations). Also,
a new set of legal and institutional adjustments still need to follow the Draft Law.

Curiously, even during that period of uncertainty the government proceeded with a major
institutional shift that led to the establishment of OJK. It could be no other than by sheer luck
Indonesia did not experience a major shock triggering a crisis at the time. Given the heightened
uncertainties and risks, financial authorities would be wise not to push the luck too far.
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Notes

The ongoing plan is to consolidate through M&A to reduce the number of banks to 60-70 within the
next 10 to 15 years. The intended classification is international, national, and specialized or rural banks.
Foreign and joint-venture banks focus more on corporate and commercial-loan segments which they
are more knowledgeable about and able to leverage on the networks of their principals.

The classification was made by Bank Indonesia through Regulation No. 14/26/PBI/2012 on Business
Activities and Office Networks Based on Bank Core Capital, entered into force on 2 January 2013.
It regulates the permitted business activities, obligations for the amount of credit a bank must grant
as productive financing, and establishment/expansion of branch oftice networks — all based on the
amount of Core Capital. BUKU stands for Bank Umumberdasarkan Kegiatan Usaha or Commercial
Bank Based on Business Activities).

The classification is part of the Indonesian Banking Architecture or API (Arsitektur Perbankan Indo-
nesia) launched in early 2004 as one of the key programs for promoting national economic recovery.

At the time of writing, the NIM of one of the state-owned banks, Bank Rakyat Indonesia (BRI),
reaches even more than 8%.

Early this year, the Financial Services Authority (OJK) announced its plan to push state-owned banks’
NIM to 3%—4% in a bid to lower the lending rates.

For example, banks from the People’s Republic of China and the Republic of Korea are currently
screening for targets to gain a foothold in Indonesia, especially for BUKU-1 category that requires
more limited capital for expansion and limited banking activity that can perform. Some Japanese banks
are also eying at the opportunity.

Also, the implementation of services liberalization under AFAS is scheduled to come into eftect only
in 2020.

Some of them are foreign-owned because after taken over by the government through a specially set-
up agency called IBRA banks were subsequently sold to the market.

In the past, BI’s high interest rates policy also posed problems as foreign and domestic institutions,
including local governments, tended to hold the BI certificate (SBI) rather than to invest in the real
sector. The burden on BI’s liability associated with SBI also increased

The launching was in early 2004. API provides the outline of the direction and structure of the bank-
ing industry for the next 5 to 10 years, aiming at building a sound, strong, and efticient banking indus-
try in order to create financial system stability for promotion of national economic growth. Note also
that setting a long-term direction and development strategy for the banking industry has now become
a global trend.

Shariah banks are banks managed according to Islamic Shariah law where the collection of interest is
prohibited, and charging fees for provided services as well as profit sharing replace charging interest on
loaned capital.

In the process, BI handed over “Book of Bank Indonesia Function Implementation Report in the
Sector of Regulation, Licensing and Supervision of Banks” as an overview of how BI implements the
function and supervision duties of banks before the transfer took place.

After resisting interest rates reduction despite the supply-driven nature of capital flows and no signs of
serious inflation, beginning this year BI started to lower the rates. At the time of writing, three rate
cuts in a row has been made. Hoping that the move will translate into lower deposit and lending rates,
BI also set an upper limit for deposit rates at 50 basis points above BI rate, and set prime lending rates
as reference for interest rates on loans. The intended results, however, failed to materialize.

Deposit rates offered on deposits up to IDR 2 billion were capped at the maximum LPS-guaranteed
rate, and on deposits above IDR 2 billion were capped at certain bps above the BI rate, where the
assigned bps depends on the category of banks (based on BUKU).

The law does not allow foreign firms to be listed in the country’s bourse; cross-border offerings are
also prohibited.

The development of capital market, at least in the case of government bond, proves also beneficial
for financial safety nets. During the 2008 global financial crisis, for example, a significant portion of
the fiscal stimulus conducted by the government was funded through government bond (for detailed
discussions on this, see Azis 2014b).

These figures are far higher than before the crisis, especially that the bond market was virtually non-
existent before the AFC.
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19 Like in most countries, SMEs are most vulnerable to economic slowdown. Note also that BI requires
banks operating in Indonesia to direct at least 20% of their credit portfolio to SMEs by 2018.

20 So far the strategy to ease margin pressure adopted by some banks, especially Shariah and state-owned
banks, has been to increase fee-based products and to focus on SMEs and higher yield products.

21 Another immediate yet perennial challenge often voiced by banks is in human resources. Finding peo-
ple who meet stringent banking requirements is getting more difficult, and the turnover is high (could
reach as high as 15%). On the opportunity side, financing infrastructure and maritime development
currently being prioritized by the government is expected to be the “new” revenue sources (based on
“Indonesian Banking Survey 2015” conducted by PwC Indonesia).

22 Note, however, that many corporates in Indonesia tend to rely on internal cash flows rather than
external financing.

23 Before the passage of the new FSSN Draft Law, to resolve liquidity difficulties with systemic impact
the emergency financing facility would have been funded by the government through the state budget
under the BI Law (Act No. 23 of 1999, amended by Act No. 3 of 2004). The implementing regula-
tions governing the lender of last resort function are Regulation of the Minister of Finance No. 136/
PMK.05/2005 dated 30 December 2005 and BI Regulation No. 8/1/2006 dated 3 January 2006. In
the new FSSN law, however, no public money can be used. Such a drastic reversal is the result of
a bargain in order to get impunity coverage where officials involved in the rescue effort will not be
prosecuted.

24 In 2008, the parliament rejected a proposed financial stability law that contained provisions for a crisis
management framework, including emergency lending. This has left a vacuum of decision-making
framework and procedures to deal with a systemic crisis, especially that the subsequent presidential
decree providing the crisis management framework has lapsed. The new Draft Law, approved early
this year, specifies the following components of the FSSN: (1) effective bank regulation and supervi-
sion; (2) lender of last resort; (3) adequate deposit insurance scheme; and (4) eftective mechanism for
resolution of crisis.
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JAPAN’S FINANCIAL SYSTEM
AND ITS CHALLENGES

Naoyuki Yoshino, Shinichi Nakabayashi, and Peter ]. Morgan

Introduction

This chapter discusses post-war economic development of Japan’s financial system and the
current status of Japanese financial sector issues. Japan has one of the world’s most developed
and largest financial systems. It served the needs of Japan’s economy during the high-growth
period of the 1960s and 1970s very well, but has struggled to adapt fully to the era of slow
growth following the bursting of the financial bubble in 1989. Compared with other advanced
economies, the banking sector is still relatively large, with an excessive number of differentiated
institutions. Start-up companies and small and medium-sized enterprises still find it difficult to
obtain finance. Key challenges include the need to respond to innovative financial technology
(“fintech”) and to encourage households to invest in riskier assets.

The next section provides an overview of the Japan’s financial sector. Later sections describe
the private banking sector; the government financial institutions, which play a decreasing but
still major role in the economy; the insurance sector; the stock market; the bond market; and
regulation of the financial sector. The final section concludes and describes some remaining
challenges.

Overview of Japan’s financial sector

Before the bursting of the “bubble economy” at the end of the 1980s, the financial system,
along with Japanese management system and employment practices, was considered a key factor
behind the country’s rapid economic rise. Principal features of that system were (1) high levels
of household saving; (2) market segmentation in financial system by function, maturity, region,
and source of funding; (3) the predominance of indirect finance and the “main bank” system;
and (4) a wide range of government-guided mechanisms to allocate savings and investment
and provide stability to Japan’s “convoy” system, including direct control over 30% of savings
deposits through the postal savings system, regulatory controls, non-market-determined interest
rates (by the Ministry of Finance), branch licensing (by the Ministry of Finance), administrative
guidance (by various ministries), window guidance (by the Bank of Japan), and, until 1980,
restrictions on capital inflows and outflows.
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The development and subsequent bursting of the financial and real estate bubble in the
1980s was a defining event for the subsequent development of Japan’s financial system. In
1985, the yen’s strong rise following the Plaza Accord forced Japan to increase imports in
order to reduce its balance of payments surplus. In response, the Bank of Japan eased mon-
etary policy dramatically, leading to the rapid rise of Japanese stock and real estate prices that
came to be known as the bubble economy. In this setting, private banks used land as col-
lateral. Inflated land prices raised collateral values and loans increased to the real estate sector,
construction companies, and non-bank finance companies. Large corporations were increas-
ingly tapping the capital market and overseas markets, which caused commercial banks, long-
term credit banks, and trust banks to lose valued customers. At the same time, they were
competing on the basis of size in order to continue collecting deposits. In response to these
pressures, their lending exposure to real estate and construction companies and non-banks
grew rapidly.

Tight monetary policy and credit regulation were introduced in 1989. The discount rate
went up to 6% in 1990 from 2.5% in 1988. The amount of loans from banks to real estate,
construction, and non-bank finance companies were restricted. This triggered the collapse of
the bubble, which set the stage for a long period of weak growth and gradual restructuring of
the financial sector in Japan.

Table 6.1 shows the relative size of the major types of markets in Japan since 2001, includ-
ing stocks and bonds (direct finance) and bank loans (indirect finance). The total outstanding
amount of stocks, bonds, and loans in 2017 reached JPY 2,426 trillion, or 443.9% of GDP —
one of the highest levels for advanced economies, and, relative to GDP, an increase of 60%
since 2001. The level of loans has been relatively stable, while the size of the stock market
fluctuated dramatically as a result of the global financial crisis, and the outstanding amount of
bonds doubled over the period, mainly reflecting big increases in issuance of Japanese govern-
ment bonds (JGBs).

A survey of changes that have occurred in the amount of funds raised from external sources
as a percentage of the outstanding balance of financial debts shows that bank borrowings have
tended to decrease since the 1980s. In the 2000s, funds raised through the issue of securities
have outpaced those obtained through bank borrowings, suggesting that the weight of cor-
porate financing structure has shifted from indirect to direct financing. This tendency to raise
funds from external sources is due to the fact that following the liberalization and internation-
alization of the financial markets since the 1980s, businesses have actively sought to raise funds
by selling new shares and bonds on the market. Although at one point the proportion of loan

Table 6.1 Size of loans and capital markets in Japan

2001 2005 2010 2017

JPY trillion % GDP  JPY trillion % GDP  JPY trillion ~ %GDP  JPY trillion % GDP

Stocks 296.8 56.7 539.7 103.0 310.5 62.0 701.0 128.3
Bonds 570.1 109.0 804.7 153.5 894.9 178.9 1,126.5 206.1
Loans 574.0 109.8 497.6 94.9 508.3 101.6 598.5 109.5

Total 1,440.9 275.5 1,842.0 351.4 1,713.7 3425 2,426.0 443.9

Note: Loans include those from domestically licensed banks, foreign banks, shinkin banks, and other finan-
cial institutions.

Sources: Japan Exchange Group, Japan Securities Dealers Association, Bank of Japan.
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financing rose after the financial crisis of 2008 curtailed the functioning of the capital market,
funds raised through the issue of securities have considerably outpaced those obtained through
borrowings after the hike in stock prices at the end of 2012. With the growth of emerging
markets and the liberalization and abolition of regulations on the issue of debt securities, not
only large corporations but also small to-medium-sized companies have come to obtain financ-
ing through the capital market. Consequently, financing through the issue of securities is also
expected to retain its predominance going forward.

Financial institutions in Japan

Table 6.2 shows the development of total assets of major Japanese financial institutions. Despite
the stagnation of Japan’s nominal GDP during the period, the ratio of financial institution
assets to Japan has increased significantly, reaching about 500% of GDP in 2016. Banks make
up about 40% of total assets, but other credit institutions for small businesses and agriculture,
forestry, and fisheries also contribute a sizeable share. The size of public financial institutions has
shrunk significantly due to various reforms, but still is significant.

Table 6.3 shows the number of banks, amount of capital and the number of branches by the
type of financial institutions in Japan. The Japanese banking financial system was segregated in
terms of which sectors served large companies and small and medium-sized enterprises (SMEs).
For example, city banks are providing nationwide loans to mainly large corporations, while
regional banks are providing loans to SMEs in each region. Regarding the number of branch
offices, agricultural cooperatives and fishery cooperatives and shinkin credit banks have many
branch offices. However, the fact that Japan’s widely dispersed 24,167 post offices function as
collection points for its saving system equals the total number of the branches of regional banks,
shinkin banks and agriculture cooperatives, showing how the wide-based infrastructure of post
offices reaches out to rural areas as well.

Table 6.2 Total assets of major Japanese financial institutions

2001 2010 2016

JPY trillion % GDP JPY trillion % GDP JPY trillion % GDP

Banks 756.3 144.6 821.2 164.1 1075.3 199.7
City Banks 371.3 71.0 419.4 83.8 538.1 99.9
Regional Banks I 204.6 39.1 240.1 48.0 311.8 57.9
Regional Banks II 63.3 121 63.0 12.6 74.5 13.8
Foreign Banks 52.6 10.1 325 6.5 50.4 9.4
Trust Banks 64.5 12.3 66.2 13.2 100.4 18.6

Financial Institutions for Small Business  185.1 35.4 411.4 82.2 466.0 86.5

Financial Institutions for Agriculture, 188.0 36.0 227.5 45.5 287.3 52.6
Forestry, and Fishery

Life Insurance 184.9 35.3 318.3 63.6 375.7 69.8

Nonlife Insurance 30.3 5.8 29.7 5.9 31.3 6.0

Public Financial Institutions 634.2 121.3 288.6 57.7 252.1 46.1

Japan Post Bank 299.6 57.3 194.7 38.9 209.6 38.3

Total 2278.4 435.6 22914 457.9  2697.3 499.1

Sources: Data for Japan Post Bank from its annual reports and Bank of Japan before 2006, Bank of Japan,
CEIC databank.
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Table 6.3 Capital and branch networks and of Japanese financial institutions

Type of Institution Number of Firms Capital Stock Number of
(as of September 2017) (JPY billion) Branches

City Banks 5 5,237 2,835
Regional Banks 64 2,595 7,488
Regional Banks II 41 875 3,049
Foreign Banks in Japan 55 NA NA
Trust Banks 4 949 273

Financial Institutions for Small Business
Shinkin Banks 264 814 7,370
Credit Cooperatives 150 439 1,679
Labor Credit Association 13 29 639

Financial Institutions for Agriculture, Forestry,
and Fishery

Agriculture Cooperatives 652 NA 8,010
Life Insurance Companies 41 NA NA
Nonlife Insurance Companies 26 NA NA
Securities Finance Companies 264 NA NA
Government Financial Institutions 5 7,100 305
Japan Post Bank 1 3,500 24,167

NA = not available.

Sources: Financial Services Agency (FSA) and Japan Financial News (number of banks), Japan Post Bank
Annual Report 2017, Japan Banks Association (capital stock and number of branches).

Composition of Japanese household saving

Households have a range of options when saving. Money can be deposited in a bank or other
types of savings institutions or invested in the capital or other markets. Figure 6.1 shows a
three-country distribution of financial products held by households. The five types of financial
products are (1) cash and deposits, (2) insurance and pensions, (3) securities (excluding stocks),
(4) stocks and mutual funds, and (5) others. Japanese still prefer to keep 52% of their savings in
the form of cash, time, and savings deposits (at banks and post offices), which is high compared
to other countries, such as the US (14%) and Germany (39%). One possible explanation for
Japanese preference for time and savings deposits is that banks, and in particular post offices,
have vast branch networks and Japanese value this convenience factor.

Since Japanese banks were obligated, until the year 2001, to guarantee 100% return of princi-
pal on such deposits, banks bear all risk associated with the reinvestment of deposits. To accom-
modate more risk-sharing, a wider range of investment opportunities, including investment
trusts and various securities-related products should be made available to Japanese households.

Household savings flow directly or indirectly to all of the nine segments of the Japanese
financial industry: (1) commercial banks; (2) long-term financial institutions; (3) financial insti-
tutions for small businesses; (4) financial institutions for agriculture, forestry and fishery; (5)
insurance companies and other intermediaries; (6) securities firms and money market dealers;
(7) public banks; (8) public corporations; and (9) other public bodies.

As mentioned earlier, compared to other industrialized countries, there is a high degree of
financial intermediation in Japan. The massive amount of household saving that has flowed
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Figure 6.1 International comparison of distribution of personal financial assets, 2016 (percentage of total
personal assets)

Source: OECD (2018).

into Japan’s banks has been an important source of banks’ power over corporate borrowers.
Securities markets were relatively underdeveloped and corporations had little recourse from
financial intermediation until the 1980s. Large amounts of household saving also flowed to
the post office. Since postal savings were channeled into the Ministry of Finance’s Trust Fund
Bureau, and then into various government-related financial institutions, the government has
had significant influence over how a large share of Japan’s household savings have been used.

However, a stronger direct link has been forged between households and the securities
market with the introduction of such systems as the defined-contribution pension plan in 2001
and the Nippon Individual Saving Account, a small amount investment tax exemption scheme
introduced in January 2014. In addition, a broader range of investment trusts and exchange-
traded funds, among other factors, are widening options for household investment in financial
assets. Going forward, this sector will call for an improvement in the quality of retail sales opera-
tions and the greater dissemination and understanding of financial knowledge among Japanese
households.

Banking sector

Commercial banks

Private commercial banks can be divided into several categories, based on such factors as their
business function or historical background (Table 6.2). The distinction between city banks,
regional banks, and member banks of the Second Association of Regional Banks (regional
banks II) is not a legal one, but is a customary classification for the purposes of administration
and statistics. City banks are large in size, with headquarters in major cities and branches in
Tokyo, Osaka, other major cities, and their immediate suburbs. Regional banks are usually
based in the principal city of a prefecture and they conduct the majority of their operations
within that prefecture and have strong ties with local enterprises and local governments. Like
regional banks, regional banks II serve smaller companies and individuals within their immedi-
ate geographical regions. As shown in Table 6.3, city banks have 2,835 branches, regional banks
7,488 branches, and regional banks II have 3,049 branches.
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From 1999, non-financial institutions began to enter the banking business by establishing
new types of banks such as banks specializing in settlements or internet banks, categorized
under “other banks.” The entry of non-financial institutions into the banking business led to
an amendment to the Banking Act concerning regulation of bank shareholders in April 2002:
shareholders of more than 5% of a bank’s total shares must file with the Financial Services
Agency (FSA), and those seeking to hold 20% or more require FSA permission to acquire the
shares and are subject to FSA inspection (Japan Bankers Association 2018).

Postal savings

With 24,167 branches and JPY 210 trillion (USD 1.84 trillion) in total assets in 2017 (equal to
about 39% of Japan’s GDP and making the Japan Post Bank the 13th largest bank in the world;
Relbanks 2018). Its vast network provides it with significant advantage, in terms of conveni-
ence, vis-a-vis other deposit-taking institutions in Japan.

Ministry of Finance (MoF) branch office guidelines strictly regulated the number of bank
branches during the 1960s and 1970s. Since postal offices (and agricultural cooperatives) were
regulated by the Ministry of Posts and Telecommunications, rather than MoF, post offices were
not subject to MoF constraints on number of branches.

The success of the postal savings system can be attributed to several factors. First, there is
the accessibility of locations. The number of post oftices far outstrips the number of private
bank offices. Second, post offices are very easy to visit. If agricultural farmers or small business
employees want to use ordinary banks, it is often joked that they need to wear good clothes
and good shoes. However, post office can be accessed in their daily clothes and shoes. Close-
ness, convenience, and friendliness are the reasons why the post office had attracted many
people. Third, there is affordable transaction cost. Postal savings had been operated under the
government. Therefore, there was strong trust by many individuals especially in rural regions.
Japan has a deposit insurance system which covers both private banks and the postal savings
bank. However, during the financial crisis period, many people shifted their deposits from pri-
vate banks to postal savings due to an image that postal savings are under the government and
strongly protected.

In addition to convenience, another factor contributing to the popularity of postal savings is
that postal savings offer guaranteed, fixed-rate interest on 10-year savings that can be withdrawn
any time after six months. In the past, in an environment of falling interest rates, the popularity
of postal savings increased since it was the only institution permitted to offer fixed, long-term
returns. City and regional banks were not permitted until recently to ofter long rates because
that would have put them in direct competition with the long-term credit banks, which rely
heavily on long-term debentures for financing. With nearly all rates now being market deter-
mined, competition among different types of financial institutions is becoming more and more
a function of rates of return, particularly in large cities.

Cost efficiency of postal savings relative to private bank industries is another reason why the
Japan Post Bank has been so successful. First, it has economies of scale due to the large number
of branch offices in Japan. Second, the post office has economy of scope. Post oftices handle
three businesses: mail services, postal savings, and postal life insurance.

In view of its large size, the Japan Post Bank was viewed as an unfair source of competition
by private banks. This led to its privatization (along with the rest of the Japan Post group). In
2003, the Japan Post was established, replacing the previous Postal Services Agency, and, in
2007, the Japan Post Group was established, including Japan Post Holdings Co., Ltd.; Japan
Post Service Co., Ltd.; Japan Post Network Co., Ltd.; Japan Post Bank Co., Ltd.; and Japan
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Post Insurance Co., Ltd. In 2015, Japan Post Holdings Co., Ltd. listed on the First Section
of the Tokyo Stock Exchange; Japan Post Bank Co., Ltd. listed on the First Section of the
Tokyo Stock Exchange; and Japan Post Insurance Co., Ltd. listed on the First Section of the
Tokyo Stock Exchange (Japan Post 2018). The initial public offering in 2015 raised about JPY
1.43 trillion, which included shares in Japan Post’s banking and insurance units.

Non-bank depositary institutions

As shown in Tables 6.1 and 6.2, Japan has a large number of non-bank depositary institutions aimed
at providing credit to small businesses and farmers, including shinkin banks, credit cooperatives,
labor credit associations, agricultural cooperatives, forestry cooperatives, and fishery cooperatives.
These institutions typically serve very local areas. Shinkin banks are cooperative regional financial
institutions serving SMEs and local residents. Anyone who lives, works, or has an office in the
region served by the bank can become a member, although companies with over 300 employees
are prohibited from membership. They serve some of the same functions as credit unions but can
accept deposit from non-members (inside and outside their area) without limitation and make
loans to members that “outgrow” their qualifications (NASB 2017). The national-level financial
institution for agricultural, fishery, and forestry cooperatives in Japan is the Norinchukin Bank,
one of the world’s largest financial institutions, ranked 28th in 2017 (Relbanks 2018).

Government-related financial institutions

There are two types of government-related financial institutions: those that receive funds from
the private sector and those that lend to it. The only government financial institution that
receives deposits from the private sector is the Japan Post Bank. Eleven government institutions
lend to the private sector: two banks and nine special-purpose government finance corpora-
tions. The two banks are Development Bank of Japan (DB]), founded in April 1951, and the
Export-Import Bank of Japan (EXIM Bank), founded in December 1950. Japan’s nine finance
corporations, fully capitalized by the government, are People’s Finance Corporation; Housing
Loan Corporation; Agriculture, Forestry, and Fisheries Corporation; Small Business Finance
Corporation (SBFC); Hokkaido and Tohoku Development Corporation; Japan Finance Cor-
poration for Municipal Enterprises; Small Business Credit Corporation; Environmental Sanita-
tion Business Finance Corporation; and Okinawa Development Finance Corporation.

The two banks are funded primarily by government borrowing and overseas bond issues.
DBJ proceeds were primarily for economic development and domestic infrastructure invest-
ment, but more recently have been available for environmental improvement and reconstruc-
tion following natural disasters such as earthquakes. EXIM Bank proceeds are used to finance
private sector exports, imports, and foreign direct investment. In addition to lending, both DBJ
and EXIM Bank provide loan guarantees.

The finance corporations are funded principally by the Trust Fund Bureau (TEB) of the
Ministry of Finance, with other sources of finance being bond issuance and funding from the
General Account and other special accounts of the Japanese government. The high portion of
Japan’s massive savings that flow into the post office, as well as premiums received by postal life
insurance, are entrusted to the TFB. The TFB then allocates these funds to government banks,
and various public corporations and public enterprises. Some of the funds are used for purchase
of Japanese government bonds or municipal bonds as portfolio asset investments. This system of
government collection and allocation of funds is referred to as the Fiscal Investment and Loan
Program (FILP).
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Fiscal Investment and Loan Program (FILP)

During Japan’s high growth period (1955-1973), the growth rate averaged about 10% per
annum. As a result of such rapid growth, large corporations and small businesses faced a
shortage of investment funds. Japan’s capital markets (the stock and bond markets) were
underdeveloped so businesses were dependent on loans from private and government banks.
Long-term credit banks, trust banks, and government banks provided long-term finance.
The government banks were particularly essential for long-term lending in the absence of
a mature capital market in Japan. Among the sectors that benefited most from government
loans were the sea transport, shipbuilding, electric power sectors, and machinery industries
(Ogura and Yoshino 1988). In the late 1950s and early 1960s, most FILP funds flowed to
the Electric Power Development Resources Corporation, JDB, the old Japan National Rail-
way Corporation, SBFC, or the EXIM Bank. Over 20% of FILP loans were to industry and
technology. After the first oil crisis of 1974, the share of FILP funds allocated to housing
increased very rapidly.

The postal savings system and the Fiscal Investment and Loan
Program in the Japanese financial system

Figure 6.2 illustrates how postal savings had been utilized. In the Japanese case, the top line
applies to the traditional Japanese use of postal savings. In Japan, postal savings and public pen-
sion funds are deposited into the FILP program of the Ministry of Finance. The Ministry of
Finance allocated these funds through government banks for lending to SMEs, infrastructure,
and housing (Cargill and Yoshino 2003). The second type is postal savings to be put into private
financial institutions and private financial institutions make loans by use of their own deposits
and postal savings. Another way to utilize the postal savings is to make them only be invested
into government bonds, which will be called core bank. The third type of postal savings is the
post office directly making loans to SMEs or housing, showing the post banks in the sense that
the post office became an ordinary bank.

Postal Savings

. Government Banks Loan to
Pension Funds

SME Infrastructure

Ministry of Finance

Private Bank
Private Insurance

Postal Savings
Postal Insurance
24,700
Easy Access

Private Financial Products

Government Bond
Increase Domestic Holdings

Government
Expenditures

Postal Savings - —> SME Loans

Figure 6.2 Use of postal savings
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The Fiscal Investment and Loan Program and Japan’s industrial policy

Table 6.4 shows the amount of Japanese disbursement of subsidies and the share allocated to
various sectors from 1955 to 2017. Japan has introduced industrial policy where sea transport,
coal mining, electric power, shipbuilding, and coal mining were strongly supported by the
government. Table 6.4 reveals that agriculture, forestry, and fisheries accounted for over 80%
of total subsidies. Of the subsidies provided to non-agricultural industries, the subsidies often
directed to weak sectors or declining sectors such as small business, textile, and coal mining.
On the other hand, the high technology sector only received a very small number of subsidies,
reached a peak of 3.6% in 1974, and declined again to slightly over 1%.

However, government loans are not always welcomed by the private sector. Especially,
there is a case of crowding out. The best case of government bank is government bank becomes
leading financial institutions, which is called “cow bell effect.” Government banks such as
development banks and SME banks had lent money to the private sector. Then private banks
joined to lend money together with government banks. In other words, government banks
became a leader of the direction of loans. In these cases, supply curve shift to the right when
government started to lend money. However, a crowding-out case can be observed. For exam-
ple, if housing loans were too much supplied by the government, private banks cannot lend
money to the housing sector. This is the case where government loans to the housing sector
crowds out the private loans. It is important that the government loans should not crowd out
private loans. Moreover, they should induce private bank loans that could be win-win for both
government and private banking industries.

In fact, the earlier FILP system was ended in 2001 and the government banks no longer
receive money from the Post Office. Instead, the Post Office invests its money in govern-
ment bonds and capital markets. The government banks started to receive money from MoF,
which issues fiscal investment loan bonds (FILP-bond) to finance their loans. FILP bonds are
regarded as government bonds and have the same interest rate as other central government

Table 6.4 Sectoral disbursement of subsidies from the FILP, 19552017 (JPY billion)

Year  Sea Transport Coal Mining Small Businesses, Agriculture, High Technology — Total
Textiles, etc. Forestry and Subsidies
Fisheries

1955 3.5 5.0% 0.0 0.0% 05 0.7% 65.7 935% 0.5 0.7% 70.3

1960 1.7 1.8% 5.8 6.0% 26 27% 86.1 89.0% 0.5 0.5% 96.7
1965 10.1 4.1%  20.1 8.1% 21.8 8.8% 190.1 77.0% 0.8 0.3% 246.9
1970 15.4 2.3% 78.8 11.8% 51.6  7.8% 510.7 76.8% 7.7 1.2% 665.2
1975 15.0 1.1% 61.1 45% 1294  9.6% 1,102.3 81.5% 43.3 32% 1,352.2
1980 9.5 0.3% 48.8 1.7% 243.7  87% 2,473.8 88.0% 34.6 1.2% 2,811.8
Year  Social Security Education and Public Projects Agriculture Other Total
Science Subsidies

1990  6,356.4 42.3% 3,436.6 22.9% 2,132.5 142% 1,269.2 8.4% 1,833.5 12.2% 15,028.2
2000 9,513.6 46.0% 4,082.1 19.7% 4,243.5 20.5% 1,655.2 8.0% 1,202.5 5.8% 20,696.9
2010 14,863.1 55.6% 5,374.1 20.1% 3,221.7 12.1% 1,265.1 4.7% 1,985.9 7.4% 26,709.9
2017 19,4313 63.2% 5,105.1 16.6% 2,998.7 9.8% 1,084.1 3.5% 2,103.7 6.8% 30,722.9

Sources: Ogura and Yoshino (2004), Yoshino (forthcoming).
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debts obligations. Loans to SMEs and agricultural loans had been consolidated in the Japan
Finance Corporation. The DBJ is under the process of privatization. The Housing Loan Cor-
poration has stopped making housing loans and instead began to sell secondary private banks’
housing loans to the financial market. Thus, they became a guarantor of housing loans and are
not providing direct housing finance anymore.

Insurance sector

Life insurance

Japan’s life insurance business is well developed, and in terms of premium payments it ranks
second in size after the US as of 2016 (Insurance Information Institute 2018). The number of
policies in force for individual insurance was 160.11 million, and the amount of policies in force
was JPY 858,604 billion. Of the total amount of policies in force for individual insurance, term
insurance ranked top (JPY 252,132 billion, 29.4% of the total), followed by whole life insur-
ance (JPY 167,174 billion, 19.5%), whole life insurance with term rider (JPY 136,835 billion,
15.9%), whole life insurance with variable accumulation rate (JPY 80,667 billion, 9.4%), and
endowment insurance (JPY 43,630 billion, 5.1%). Gross annual premium income has trended
upward in recent years due to increase in single-premium insurance policies. Gross premium
income by type of business had the following results: individual insurance (JPY 25,607 bil-
lion), individual annuity insurance (JPY 4,729 billion), group insurance (JPY 1,124 billion),
and group annuity insurance (JPY 4,562 billion; Japan Life Insurance Association 2018). As
of March 2016, there were 41 member companies of the Life Insurance Association of Japan,
including the Japan Post Insurance Co. Ltd. Total assets of Japan Post Insurance were JPY
80.3 trillion as of March 2017 (Japan Post Group 2017), making it the sixth largest insurance
company in the world as well as the largest life insurance company in Japan. In the early 20th
century, private banks and private insurance companies were reluctant to make contracts with
agricultural farmers and small businesses. Therefore, the post office insurance was established
in 1916 to provide life insurance to those people who were excluded from private life insur-
ance. However, it turned out that farmers and SME employees were not much different from
employees in large companies and government employees, so private life insurance companies
started to provide insurance contracts to farmers and small business workers as well. However,
the postal life insurance was popular because the reliability of postal offices was well established
in Japan. Post office masters were very much respected in the region and there was a relation-
ship of trust between them and the people.

Nonlife insurance

Japan’s nonlife insurance sector is also well developed, ranking fourth in size globally after the
US, the People’s Republic of China, and Germany in terms of size of gross premiums. As of
October 2017, a total of 52 general insurance companies were operating in Japan; a total of 30
companies were licensed as domestic insurers, including seven foreign capital domestic insurers,
while 22 companies were licensed as foreign insurers. The total of direct premiums, including
the savings portion thereof, written in fiscal 2016 was JPY 9,010.1 billion. The total of net
premiums written was JPY 8,243.9 billion. By category, the largest net premiums are generated
in automobile insurance, followed by fire, miscellaneous casualty, and personal accident (GIAJ
2018).
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Stock market

Stock trading has a long history in Japan, as floor trading began at the Tokyo Stock Exchange
and the Osaka Stock Exchange in June 1878. The stock trading floors were closed in April 1999
as trading switched to electronic means in order to accelerate the speed and reduce the cost
of transactions by member securities companies and seek further efficiency in the Tokyo mar-
ket. In January 2013, Japan Exchange Group was established, combining all the major stock
exchanges and related entities in Japan into one entity, including the Tokyo Stock Exchange,
Inc. (TSE) and Osaka Exchange, Inc. (OSE), as well as Japan Exchange Regulation and Japan
Securities Clearing Corporation. In July 2013, the cash equity market of the OSE was inte-
grated into the TSE, the self-regulatory operations of OSE were integrated into TSE regu-
lations, and the derivatives clearing operations of the OSE were integrated into the Japan
Securities Clearing Corporation. There are also small exchanges in Nagoya, Fukuoka, and Sap-
poro, but their combined trading volume amounts to only 0.1% of total stock trading in Japan
(Japan Exchange Group 2018).

Japan’s stock exchanges rank among the world’s largest. By equity market capitalization, as
of April 2017, Japan’s market ranked fourth globally at USD 4.485 trillion, after the New York
Stock Exchange, the NASDAQ, and the London Stock Exchange (Statista 2018). Major stock
exchanges include the TSE First and Second Sections, JASDAQ' and Mothers (for start-up
companies). Table 6.5 shows the major statistics for these exchanges.

New developments on corporate governance

The importance of corporate governance is strongly recognized particularly by developed
countries in Europe and the US. Basic views on corporate governance are reflected in various
principles compiled while securing the effectiveness based on securities exchange regulations,
laws on companies and other relevant rules. New measures on corporate governance have also
been implemented in Japan.

In June 2013, the Cabinet approved and announced the Japan Revitalization Strategy (revised
in 2014). The revised strategy strongly proposed the need to strengthen corporate governance
to increase mid-long profitability and productivity of Japanese companies and to pass the fruits
of such increase on to the people widely. In response to this proposal, the Council of Experts

Table 6.5 Major statistics of Japanese equities markets (2017)

Market Trading Volume Trading Value Market Capitalization Number of
(billion shares) (JPY trillion) (JPY trillion) Listed Companies
TSE First Section 490.4 683.2 674.2 2,062
TSE Second Section 46.4 12.7 10.1 517
Mothers 19.2 27.4 5.3 247
JASDAQ Standard 28.4 16.0 11.0 707
JASDAQ Growth 3.4 1.9 0.4 41
Total* 587.7 741.3 701.0 3,596

JASDAQ = Japanese Association of Securities Dealers Automated Quotation, TSE = Tokyo Stock
Exchange.
*Including others.

Source: Japan Exchange Group (2018).
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formed jointly by the Financial Services Agency and the TSE released the exposure draft for
the Japan’s Corporate Governance Code in December 2014 and called for public comments.
Following this draft, the TSE formulated its Corporate Governance Code and began imple-
menting the code in June 2015. This TSE code is based on the existing rules and guidelines
of the bourse as well as on the 2004 version of the OECD Principles of Corporate Govern-
ance. Meanwhile, following the announcement of the Japanese Revitalization Strategy (2013
version), the Council of Experts established within the Financial Services Agency released the
Japanese Version of the Stewardship Code as a code of conduct for institutional investors, and
efforts for implementation are underway. It is anticipated that the TSE Code together with the
Stewardship Code will drive eftective promotion of corporate governance in Japan.

The OECD Principles of Corporate Governance, originally formulated in 1999, went
through revisions in 2004 and were released as the updated G20/OECD Principles of Cor-
porate Governance in September 2015. The updated principles reflect enhancements made to
the 2014 version of principles and newly include the following key elements: (1) the role of
stock markets in supporting good corporate governance, (2) the use of information technol-
ogy at shareholder meetings, (3) proxy advisors, analysts, brokers, rating agencies and others
that provide analysis or advice relevant to decisions by investors or disclose and minimize con-
flicts of interest that might compromise the integrity of their analysis or advice, (4) stakehold-
ers’ access to information, and (5) disclosure of non-financial information. Points of particular
attention in the updated principles include the importance of the role of a “Say-on-Pay” system
where shareholders convey their opinions on remuneration of board members and the efforts to
strengthen functions of the board of directors through (1) having the board apply high ethical
standards and (2) regular board evaluations supported by external facilitators as the Responsibili-
ties of the Board. These elements will likely influence future revisions to the TSE Code.

Bond market

Japan’s bond market also ranks among the world’s largest, thanks mainly to prolific bond issu-
ance by the Japanese government. Bonds are classified into the categories listed in Table 6.6.

Table 6.6 Types of Japanese bonds

1. Japanese government bonds: including JGBs, Treasury bills (T-bills), and financing bills (FBs)
2. Local governments bonds (prefectures, municipalities [cities, towns, and villages])
3. Government agency bonds
a. Japanese government-guaranteed bond
b. Fiscal Investment and Loan Program (FILP)-agency bond
c. Government-affiliated corporation bonds
4. Local public corporation bonds

wul

. Local governments agency bond
6. Corporate bonds

a. Straight corporate bonds

b. Asset-backed corporate bonds

c. Convertible bonds
7. Bank debentures
8. Non-resident bonds (foreign bonds)
a. Yen-denominated foreign bonds
b. Asset-backed foreign bonds

Source: Japan Securities Dealers Association.
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Public oftering of corporate bonds, asset-backed bonds and non-resident bonds (as classified
earlier) are subject to disclosure requirements under the Financial Instruments and Exchange
Act (FIEA). All other bonds are exempt from FIEA disclosure requirements (ASEAN+3 2016).
Figure 6.3 shows that the growth of JGBs has dwarfed all other categories, as their outstand-
ing amount has more than tripled since 1998, while the levels of other categories bonds have
largely been stable.

Government bond market

Both the bond dependency ratio (the share of bond issuance, including refinancing, in total
government funding) and the balance of outstanding government debt securities remained at a
low level until the first half of the 1970s. However, as tax revenues had leveled oft due to an
economic slowdown that began in the second half of the 1970s, the government had no choice
but to issue a large amount of government bonds, and their outstanding balance had increased
sharply to JPY 71 trillion at the end of fiscal 1980. As a result, government debt securities had
come to carry an increasing weight in the securities market, and the influence of government
fiscal policies on the securities market had taken on a growing importance. With a view to
improving the market’s financial condition, the government adopted a fiscal restructuring pol-
icy since 1981. Helped by economic recovery, the government had succeeded in lowering the
dependency on deficit financing and in curbing increases in the balance of outstanding public
securities in the second half of the 1980s. Since the 1990s, however, the bond dependency ratio
has risen sharply due to a contraction of tax revenues caused by a prolonged recession and the
implementation of a series of fiscal stimulus packages. As a result, the bond dependency ratio
remained high at 36%, and the balance of outstanding government debt securities reached about
JPY 944 trillion at the end of 2016.

The ownership of JGBs by private financial institutions, including postal savings (Japan
Post Bank) and postal insurance (Japan Post Insurance), has been declining since fiscal 2012.
This change is primarily due to the bold quantitative and qualitative monetary easing measures
introduced by the Bank of Japan in April 2013. Meanwhile, the Bank of Japan considerably
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increased its percentage of ownership, which exceeded 40% as of September 2017, and has
become the highest investor. Public pension funds that used to be stable investors premising
their investments on long-term ownership are gradually lowering their percentage of invest-
ment in domestic bonds given that the Government Pension Investment Fund made a major
change to its distribution of investment assets in October 2014. As a result, the percentage held
by public pension funds dropped as low as 4.3% by September 2017 (MoF 2017). The upward
trend in percentage ownership of Japanese households that existed since the introduction of
JGBs (10-year, variable rate) for individuals in 2002 turned downward after fiscal 2008 due to
lower interest rates and other factors. On the contrary, overseas investors continue to maintain
a relatively high percentage, 11%, even today after a period of growth in demand for JGBs as
safe assets in the light of the sovereign debt crisis in Europe occurred in 2010.

Corporate bond market

The issuance of corporate bonds had long been subject to strict regulation. However, the
Commercial Code was amended in 1993 to drastically change the system, and the regulations
on the issuance of corporate bonds have been substantially eased. In the case of public offer-
ing of corporate bonds, the issuing corporation (issuer) first appoints a lead manager and other
underwriters that together constitute an underwriting syndicate, a commissioned company for
bondholders or a fiscal agent, and providers of other relevant services and at the same time
applies for a credit rating (ASEAN+3 2016).

In contrast to the steady rise of JGBs, the level of corporate bond issuance (including bank
debentures) has stagnated, and the outstanding balance has been flat at around JPY 70 trillion
in 2015-2017 following a long decline since the collapse of the bubble. This mainly reflected
declines in bank debentures due to restructuring by banks. The level of straight bonds has been
roughly flat at around JPY 60 trillion since 2009, reflecting limited demand for capital investment
due to slow growth of the economy, while the level of convertible bonds and asset-backed bonds
has been much smaller, about JPY 500 billion and JPY 300 billion, respectively, since 2017.

Regulation

Japan’s Financial Services Agency (FSA) is the main regulatory agency for the financial sec-
tor. Its three major objectives are: establishment of stable financial system; protection of users
and improvement of use convenience; and establishment of fair and transparent markets (JESA
2018). The FSA is responsible for protecting deposit insurance holders, insurance policyhold-
ers, and securities investors. It is also charged with ensuring smooth operation of the financial
system, including inspection and supervision of private financial institutions, including banks,
insurance companies and exchanges, and surveillance of securities transactions. Other responsi-
bilities include establishment of rules for trading in markets; establishment of business account-
ing standards and other rules for corporate finance; supervision of certified public accounts and
auditing firms; participation in international fora to set international standards for the financial
sector; and surveillance of compliance with rules in financial markets.

The FSA was established as an agency under the Prime Minister’s Office in June 1998.
Until 1998, regulation of the financial sector was housed primarily in the Banking Bureau, the
Securities Bureau, and the Securities and Exchange Surveillance Commission of the Ministry
of Finance. However, as a result of the experience of the bubble burst and the ensuing long
period of restructuring, it became increasingly recognized that such an arrangement had too
many conflicts of interest, and that an independent regulatory agency was needed.
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The Bank of Japan (BoJ) also has responsibility for supervising banks. Article 1 of the Bank
of Japan Act states that, along with achieving price stability, another purpose of the Bo]J is to
contribute to financial system stability by ensuring smooth settlement of funds. Financial sys-
tem stability refers to a situation in which people can lend/borrow or accept/pay money with
confidence. A key premise is that financial institutions appropriately manage the risks related
to these functions and soundly conduct their business. If financial system stability were to show
signs of instability, downside pressure from the financial sector on economic activity might
intensify, and an adverse feedback loop between financial and economic activity could emerge.
Moreover, the transmission mechanism of monetary policy might be impaired. In this context,
financial system stability is also important from the perspective of ensuring price stability (Bank
of Japan 2018).

To monitor them, the BoJ conducts on-site examinations by visiting the offices of financial
institutions that hold current accounts at the Bank. Also, the BoJ conducts offsite monitoring
by analyzing various documents on financial institutions’ business activities and by interviewing
their executives and staff members. The BoJ can also advise financial institutions to improve
their business activities if necessary (Bank of Japan 2018).

If the possibility of systemic risk arising increases despite the Bo]’s efforts to identify risks
and encourage improvement in financial institutions’ business activities from both micropru-
dential and macroprudential perspectives, the BoJ, when necessary, exercises its function as
the lender of last resort. If a temporary liquidity shortage at a financial institution results in
payment difficulties, the Bank may provisionally provide it with necessary funds. Moreover,
the BoJ sometimes has taken extraordinary measures such as purchasing stocks from financial
institutions when it was judged necessary to ensure the stability of the financial system (Bank
of Japan 2018).

Conclusion

Japan’s financial sector has gradually emerged from the trials of the bubble-burst period and the
“lost decade,” and is generally healthy from a balance sheet perspective. This was demonstrated
by the lack of any domestic crisis resulting from the global financial crisis of 2007-2009. It
also has a highly developed and sophisticated financial infrastructure. However, profitability is
generally low, and growth prospects in the domestic market remain very subdued, primarily
due to the aging and outright decline of the population, which is expected to continue for the
foreseeable future. Returns on assets, especially bonds, have fallen to very low and even nega-
tive rates, hardly an attractive picture for investors. Japanese financial institutions need to look
abroad for higher sources of growth. At the same time, they continue to have high cost bases,
and these are under increasing threat from new developments in financial technology (fintech).

As noted earlier, a large share of Japan’s household assets is tied up in low-risk, principal-
guaranteed deposits. This constrains an adequate supply of risk-taking capital in the Japanese
economy. A larger share of household asset portfolios needs to be allocated to investment trusts
and securities investment. One way to accomplish this would be to allow the postal savings
and agricultural cooperatives to sell a full range of financial products. The extensive network
of the postal system would then provide convenient access to a variety of competing financial
products, including those offered by various private financial institutions.

Also, new financial products such as trust funds and investment trusts should be expanded.
These products carry risks, which can be transferred to individuals rather than keeping them
in private banks. Much more competition among financial products will create many more
channels for financial intermediaries. In order to create much more competition in the financial
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products, various financial products were allowed to be sold through nationwide post offices
and agricultural cooperatives and so forth.

Japanese financial institutions, including banks and insurance companies typically invested
large shares of their portfolio in JGBs. However, as mentioned earlier, the supply of JGBs has
diminished markedly due to the Bank of Japan’ large-scale purchases of them as part of its quan-
titative easing program. Also, following the introduction of the Bank of Japan’s negative interest
rate policy, Japanese government bonds in 2016 up to 18 years maturity had negative interest
rates, which made it difficult for financial institutions, including Japan Post Bank and Japan Post
Insurance, and their holdings have gradually declined, to invest in government bonds. This
has mainly been offset by increased investment in foreign securities. However, this introduces
greater foreign exchange risk into the portfolios of Japanese institutional investors, an issue of
particular concern for insurers and pension funds whose liabilities are basically in yen terms.

Looking toward the future, Japanese banks are facing challenging and difficulties in a chang-
ing environment. Development of the fintech companies had started companies’ transactions
by electronic methods which will reduce transactions’ accounts traditional banks. Major invest-
ment of government bonds will not achieve a high rate of return for Japanese financial insti-
tutions. Competition will become more severe. Large nationwide branch networks will face
challenges too. Most financial transactions will be made by mobile phones and internet in the
near future, which will make it costly to maintain large branch office networks.

Note

1 Short for “Japanese Association of Securities Dealers Automated Quotation” System.
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BANKING AND FINANCE IN
THE REPUBLIC OF KOREA

Kiseok Hong and Jong-Wha Lee

Introduction

The financial sector of the Republic of Korea has continued strong growth over the past dec-
ades. The Republic of Korea’s financial sector contributed to the country’s rapid economic
growth by successfully mobilizing domestic resources and channeling them to productive activ-
ities. Also, there has been continuous progress toward marketization and liberalization. Despite
the significant improvements, when it was hit by two major financial crises in 1997-1998 and
2008, the Republic of Korea’s financial system showed significant weaknesses and susceptibility
to external shocks.

Opver the past decades, the government implemented various restructuring and reform meas-
ures to remove the structural weaknesses in the financial sector and improve financial policy and
regulatory frameworks. As a result, market participants have developed a heightened apprecia-
tion of financial risks and greater emphasis on the efficiency of resource allocation. However,
gains of structural reforms have not yet been fully materialized, and there are new shocks and
challenges arising to deal with. This chapter reviews the development of the Republic of
Korea’s financial sector, assesses the structural changes since the 1997—1998 crisis, and examines
the major challenges ahead.

Structure and development of the financial sector

Overview

The financial sector of the Republic of Korea has continually expanded in size while simul-
taneously going through important compositional changes. In accordance with the trend of
financial deepening, the total assets of the financial sector have grown faster than GDP. As
Table 7.1 shows, the ratio of aggregate financial sector assets to GDP increased from 212% in
2006 to 292% in 2015, which is higher than the average of other East Asian and Southeast Asian
economies. Another clear pattern in the Republic of Korea’s financial sector development is
the diminishing share of banks. Although it was still the most important source of funding for
corporations and households, the banking sector accounted for only 58.1% of total financial
sector assets in 2015, substantially lower than 72.5% in 2006. The flip side of this was strong
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Table 7.1 Total assets of the Republic of Korea’s financial institutions

2006 2010 2015

KRIV trillion % KRV trillion % KRV trillion %

Banks
Domestic banks 1,394.2 68.0 1,840.8 61.9 2,398.8 52.7
Foreign bank branches 92.0 45 1616 54 2471 5.4
Non-bank Depository Institutions
Mutual savings bank 50.8 2.5 86.8 2.9 40.2 0.9
Credit unions 26.3 1.3 47.8 1.6 63.0 1.4
Mutual banking entities 330.8 7.3
Merchant banking corporations 1.2 0.1 1.8 0.1 1.2 0.0
Other Financial Institutions
Financing companies 67.8 3.3 1208 4.1 189.8 4.2
Life insurance 265.8 13.0 4085 13.7  691.0 15.2
Nonlife insurance 55.8 2.7 99.0 3.3 2124 4.7
Securities companies 92.9 4.5 199.8 6.7  366.3 8.1
Futures companies 1.3 0.1 1.8 0.1 3.4 0.1
Asset management companies 2.1 0.1 3.7 0.1 5.0 0.1
Total 2,050.1 100 2,972.3 100 4,549.0 100
% of GDP 212 235 292

Source: Financial Supervisory Service (http://fisis.fss.or.kr/fss/fsi).

growth of the non-banking sector including insurance companies and asset management com-
panies. The Republic of Korea has one of the highest insurance penetration rates, exceeded
only by three economies (Taipei,China; Hong Kong, China; and South Africa), and ranks 8th
in terms of the total premium volume (Swiss Re 2015). An aging population and lack of public
safety net may be responsible for this. The expansion of asset management companies can be
associated with the rapid growth of the mutual funds market. According to a recent report by
Investment Company Institute (2016), net assets of all mutual funds in the Republic of Korea
were USD 343.3 billion at end-2015, the 13th largest in the world. Also, the Republic of Korea
has the second largest number of mutual funds in operation, after Luxembourg. However, the
high number of mutual funds in the Republic of Korea partly reflects over-flourishing of minor
funds which may hamper efficiency in asset management.

The patterns in Table 7.1 suggest that direct financial markets are becoming increasingly
important in the Republic of Korea. Table 7.2 shows the development of direct financial
markets in detail. In the money market, commercial paper and repurchase agreements (RP)
account for the largest share, with their collective value growing by more than 200% between
2000 and 2014. Also, RPs play a key role in the monetary policy as the Bank of Korea uses RP
transactions (mostly with seven-day maturities) in steering the overnight call rate — used in the
adjustment of temporary surpluses or shortages of funds by financial institutions — around the
target policy rate. Short-term government securities with maturity less than one year are not
available in the Republic of Korea. In the capital market, market capitalization of listed stocks
has more than sextupled since 2000, with the ratio of total market cap to GDP reaching 90%
in 2014. The bond market exhibits a similar pattern. The stock market return, as measured by
annual percentage changes in the Korea Composite Stock Price Index (KOSPI), was 8.3% on
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Table 7.2 The Republic of Korea’s capital market

2000 2010 2014

KRIWV trillion % KRIWV trillion % KRV trillion %

Money Market' 138.8 100 267.6 100 338.9 100
Call 16.1 11.6 22.5 8.4 17.9 5.3
RP 26.1 18.8 769 28.7 104.0 30.7
CP 44.7 322 80.9 30.2 119.4 35.2
CD 14.2 102 445 16.6 20.1 5.9
Cover bills 11.2 8.1 1.6 0.6 1.3 0.4
Monetary stabilization 26.5 19.1 41.1 15.4 55.2 16.3
bonds (short-term)

Asset backed short-term bond 21.0 6.2

KRW trillion KRW trillion KRW trillion

Capital Market 614.2 2,352.0 2,791.5

Stocks? 217.1 1,236.8 1,335.3

Bonds! 398.2 1,074.1 1,401.0

CP = commercial papers, CD = certificate of deposit, RP = repurchase agreement.
Notes: 'period end balance, *market capitalization.

Source: Bank of Korea, Korea Exchange.

average during the 2000-2015 period. Foreign ownership of stocks and bonds has been stable
around the average of 32% and 6.5%, respectively, since 2010 (Financial Supervisory Service,
various years).

However, the development of capital markets did not directly translate into corresponding
changes in corporate financing. As can be seen in Figure 7.1, the ratio of direct financing (bonds
and equities) to indirect financing (loans) for non-financial corporations has been roughly stable
since 2003. Also, the ratio is far lower than that of more advanced economies. This suggest
that, while large corporations may be turning to direct financing through bonds and stocks, the
overall corporate sector is still largely dependent on loans from banks and non-bank financial
institutions. This pattern is not fully consistent with the view that banks and capital markets
provide different financial services and that the relative importance of banks and capital markets
naturally changes as economies develop (Demirgiic-Kunt, Feyen, and Levine 2013). Banks are
believed to be more effective in financing standardized and lower-risk projects, while capital
markets have comparative advantages in financing higher-risk, longer-run projects. As a result,
banks can play a greater role in the early stage of economic development but the role of capital
markets becomes more important as economies mature. In the Republic of Korea, the evidence
is rather weak, with the share of banks remaining relatively stable in corporate finance.

The source-of-funds data reveal that the expansion of the capital market can be attributed
mostly to the development of the government sector. The rapid expansion of government debt
directly contributed to the growth of the Republic of Korea’s bond market. Government debt
increased persistently since the Asian financial crisis, from 12% of GDP in 1997 to 36% of GDP
in 2015. The trend was initiated by government-led structural reforms during the Asian crisis
under which public funds were raised and injected into troubled financial institutions. In sub-
sequent years, other factors — such as construction of large-scale social overhead capital (SOC)
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Figure 7.1 The development of the capital market

Notes: Direct/Indirect: the ratio of direct financing (bonds and equities) to indirect financing (loans) for non-
financial corporations.

Government/Private: the ratio of government bonds to corporate bonds.
Government/Private (New Series): a new series of the ratio government bonds to corporate bonds.

Source: Bank of Korea, Flow of Funds.

projects and public rental housing units, regional development policies, and the expansionary
fiscal stance' following the 2008 global crisis — contributed to the trend of government debt
expansion. As the growth of government bonds exceeded that of corporate bonds, the propor-
tion of government bonds in total outstanding bond issued increased continuously from 13% in
2004 to about 20% in 2013.

Along with the trend of financial deepening, loans to the household sector have also
expanded. While the net financial asset position (i.e., a sum of cash, deposits, and financial
security holdings minus gross debt) of the household sector as a whole remained stable and
even increasing as a percentage of GDP, household borrowings have increased rather sharply
since 2008, causing concerns about possible defaults and forced deleveraging by households.
Opver a longer term, however, the ratio of total household loans to total corporate loans has
been roughly stable.

Structural changes since the 1997-1998 crisis

Prior to the 1997-1998 crisis, there has been a large increase in foreign capital inflows following
financial liberalization and deregulations. Between 1994 and 1996, net foreign capital inflows
amounted to USD 52.3 billion, more than three times the total net inflows for the 1990—-1993
period. The interest differentials between the Republic of Korea and the rest of the world and
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between short-term and long-term borrowings, combined with partial and unbalanced deregu-
lations and the lack of market principles, caused a surge in dollar-denominated short-term
liabilities especially among non-bank institutions. Most of the increased credit was channeled
to finance long-term investment by domestic corporations, generating severe currency and
maturity mismatches.

After the 1997-1998 crisis, the government implemented various restructuring measures
including financial sector reform plans. It continued the efforts to remove structural weaknesses
in the financial sector and improve macroeconomic and financial policy frameworks (Lee and
Rhee 2007). Financial sector reforms started with an injection of public capital and purchase of
non-performing loans for financial institutions. When possible, the government sold troubled
financial institutions to foreign investors. Once the economy recovered from the crisis and the
financial sector stabilized, gradual privatization of banks and redemption of public funds were
pursued. In the process of privatization, government shares of financial institutions were sold to
the private sector including foreign investors.

One of the most notable changes in the financial system that took place through the structural
reform was financial consolidation and conglomeration (Hahm 2008). During the drastic restruc-
turing of the financial sector that required public funds of approximately 30% of the Republic
of Korea’s GDP in 2000, the government promoted purchases and assumptions and mergers and
acquisitions among financial institutions to reduce the total number of financial institutions to
1,315 by the end of 2006, from 2,103 prior to the crisis. In particular, weaker banks with a capital
adequacy ratio below the 8% threshold were acquired by healthier banks, and healthier banks
were encouraged to form financial holding companies together with non-bank financial institu-
tions.” As a result, the number of commercial banks dropped from 26 at the end of 1997 to 14 in
2005, and four major banks — Woori, KB Kookmin, Shinhan, and Hana — became a subsidiary of
their respective holding companies by 2008.> Confirming the trend of market concentration, the
Herfindahl-Hirshman index (He HI), calculated from deposit market shares of individual banks,
increased from 772 in 1999 to 1,158 in 2014 (Suh 2016). The increased market concentration,
however, may not necessarily imply that the banking industry became less competitive.*

Consolidation and conglomeration in the banking sector was followed by immediate
improvement in profitability and financial soundness of banking institutions (Figure 7.2). How-
ever, the improvement may have been caused by short-term impacts of public fund injection
and temporary cost cuts through rationalization of branches and employees, rather than by
economies of scale and/or scope that the structural reform was aiming for. As will be discussed
in the next section, the profitability of the Republic of Korea’s banking sector still remains
low by international standards. Also, as mentioned earlier, the share of the banking sector in
corporate financing has been stagnant. Large corporations with high credit shifted to internal
financing and capital markets, generating limited demand for bank loans. At the same time,
banks, which have grown more risk averse since the 1998 crisis, have increased their collateral-
ized loans to the household sector instead of providing unsecured loans to small and medium-
sized enterprises (SMEs). This is consistent with the existing evidence on how banks shift their
portfolios in response to capital constraints and enforcement of supervisory regulations (Peek
and Rosengren 1995). It also suggests that the Republic of Korea’s banking sector has yet to
develop more eftective credit risk evaluation skills and diversified business models.

In order to support SME lending, the government has been providing loan guarantees. As
of 2014, the Republic of Korea’s government-guaranteed loans for SMEs as a proportion of
GDP was 4.1%, the third highest among 26 OECD member countries, next to Greece (9.2%)
and Japan (5.7%) (OECD 2016). Also, the interest rate spread between SMEs and large firms
dropped from 79 basis points in 2008 to 18 basis points in 2014 with almost automatic rollovers,
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Figure 7.2 Return on asset (ROA) of the banking sector (in percentage)

Notes: Banks include both commercial banks and special banks. Special banks refer to state-run banks such as Indus-
trial Bank of Korea, Korea Development Bank, National Federation of Fisheries Cooperatives, and NongHyup
Bank.

Source: Financial Supervisory Service (http://fisis.fss.or.kr/fss/fsi).

probably “because of the government’s advice” (OECD 2016). Despite these government poli-
cies, however, the share of SME lending in total bank loans gradually decreased from a peak of
91.4% in 2006 to 77.3% in 2015 (Bank of Korea, various years). This confirms the view that
capital constraints and strengthened supervisory regulations that followed the crisis made banks
prefer large firms and households over SMEs.

Another notable development in the Republic of Korea’s financial sector after the 1998
crisis was the establishment of a newly integrated financial regulatory framework. In particular,
four previously separate supervisory agencies were consolidated into the Financial Supervisory
Service (ESS) in order to provide supervision of the whole financial sector in close cooperation
with its decision-making body, the Financial Supervisory Commission (FSC). The Republic of
Korea’s supervisory authorities have implemented various microprudential regulation measures,
including forward-looking criteria and the Basel capital adequacy ratio, and requirements on
the deposit and/or loan ratio and the liquid asset and/or liquid debt ratio.

In many economies hit by the financial crisis, the lack of system-wide macroprudential
oversight allowed systemic failures to occur in the financial system. Within the existing regula-
tory framework, which emphasizes microprudential supervision over individual institutions and
specific financial instruments, the authorities were unable to identify the buildup of systematic
risks and revealed its incompetence in introducing effective regulation for increasingly inter-
dependent financial institutions and markets. Another major weakness in the regulatory and
supervisory structure was its inability in tackling the innate procyclicality of financial systems.
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Building up an adequate framework of macroprudential oversight can counter the procyclical
effects of prudential regulations.

Even before the 2008 global financial crisis, the Republic of Korea had strong regulations
on residential mortgage lending by introducing conservative loan-to-value (LTV) and debt-to-
income (DTI) ratio requirements. The LTV ratio was introduced in 2002, responding to sharp
increases in housing prices, and then complemented by the DTTI ratio requirement in 2005.
Since then, the authority repeatedly tightened and loosened the regulation depending on the
economic circumstances.

Since the onset of the global financial crisis, authorities have introduced a number of macro-
prudential policies to mitigate procyclicality of the banking sector, to identify the buildup of
systemic risks, and to monitor liquidity and foreign exchange vulnerabilities of the banking
system. The policies include a series of measures such as a ceiling on the banks’ loan-to-deposit
ratio in 2009, a regulation on banks’ foreign exchange derivatives positions in 2010, and a
macroprudential stability levy (a levy on non-core foreign currency liabilities held by domestic
and foreign banks) in 2011. These measures contributed to improving financial sector resilience
and systemic stability (Bruno and Shin 2014; IMF 2014).

Macroprudential policies in the Republic of Korea have been conducted mainly at the dis-
cretion of the relevant financial authorities, while being coordinated through a range of inter-
agency meetings. During the crisis, the agencies gathered in formal and informal inter-agency
meetings to assess systemic risk and discuss policy measures at various levels. On July 2012,
a Macroeconomic and Finance Meeting at the deputy level was set up by involving the five
major agencies — the Ministry of Strategy and Finance (MOSF), Bank of Korea (BOK), Korea
Deposit Insurance Corporation (KDIC), FSC, and FSS. The MOSF is in charge of developing
and integrating economic and fiscal policies, and of making decisions in the other agencies as
the financial regulator. In addition to its price stability mandate, the BOK is responsible to “pay
attention to financial stability in carrying out its monetary and credit policies.”® The KDIC
contributes to the protection of depositors and the maintenance of the stability of the financial
system. The five agencies have cross representation at key decision-making levels (IMF 2015a).

To further enhance financial stability, the government tried to set up the improved and
effective crisis management and resolution mechanism. In accordance with the relevant laws
and enforcement decrees, the five financial authorities together play a comprehensive role to
identify, monitor, and tackle threats to financial stability in the event of a financial crisis (IMF
2015a). The FSC is in charge of financial sector and supervisory policies, including early inter-
vention and resolution of troubled financial institutions. The FSS is an integrated supervisor
for all supervised financial entities and operates under the guidance of the FSC. The FSC and
KDIC are assigned to serve as the resolution authorities for distressed financial institutions, with
the FSC acting as the lead authority. The BOK is responsible to support a financial safety net
by its comprehensive liquidity facilities including emergency liquidity assistance. The KDIC
provides a deposit insurance scheme that protects depositors in the banking and non-banking
sectors, up to KR'W 50 million per depositor in each covered financial institution.

Major challenges and issues

Coping with volatile capital flows

The Republic of Korea’s financial sector has been closely linked to global financial markets,
remaining highly exposed to volatile cross-border capital flows. It was in 1997 and 1998 when
Korea was hit by the Asian financial crisis triggered by a huge, sudden reversal of short-term
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capital flows. The balance sheets of financial institutions in the Republic of Korea deteriorated.
Banks suffered from double mismatch problems — currency and maturity mismatches.

The Republic of Korea showed a speedy recovery from the crisis with swift macroeconomic
adjustment and structural reforms. Despite significant progress in strengthening financial resil-
ience and soundness, however, the economy experienced another significant financial distress
in the year of 2008 when the global financial crisis prompted a large outflow of foreign capital
(Figure 7.3). The intensified global liquidity shortage disrupted the cross-border funding from
global banks and international money markets. The sudden reversal of short-term foreign cur-
rency borrowings caused significant instability in the financial sector. As shown in Figure 7.4,
during the fourth quarter of 2008 after the failure of Lehman Brothers, the short-term liabilities
of the banking sector fell by over USD 50 billion.

Relatively high volatility of capital lows partially resulted from the activities of foreign bank
branches in the Republic of Korea that accounted for about 40% of the banking sector’s for-
eign debt in 2008, of which relatively little was balanced by foreign assets (Tsutsumi, Jones, and
Cargill 2010). The gross liabilities of domestic branches of foreign banks fell sharply, reflecting
financial and economic troubles in their home countries.

The authorities’ timely and comprehensive responses helped the financial sector restore
its stability quickly in early 2009 (Tsutsumi, Jones, and Cargill 2010; IMF 2014). The Bank
of Korea, rapidly shifting its stance to expansionary monetary policy, cut the policy inter-
est rate six times from 5.25% in October 2008 to 2% in February 2009 and provided KR'W
28 trillion (2.7% of GDP) in order to alleviate the credit crunch. The government and public
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Figure 7.3  The Republic of Korea’s capital account, 20052015 (quarterly, USD billion)

Source: Compiled from Bank of Korea.
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Source: Compiled from Bank of Korea.

organizations together created a KRW 10 trillion Bond Market Stabilization Fund to pro-
vide additional liquidity to the market. The government strengthened financial institutions
by injecting capital into banks through a KRW 20 trillion Bank Recapitalization Fund. The
government also established a KRW 40 trillion Corporate Restructuring Fund to address the
bad asset problem in financial institutions.

The government promised USD 100 billion payment guarantee in banks’ short-term liabili-
ties in October 2008. The Bank of Korea actively sought for currency swap deals. It signed a
USD 30 billion currency swap agreement with the US Federal Reserve in October 2008, and
expanded the volume of the bilateral KRW-JPY swap arrangement with the Bank of Japan
from the equivalent of USD 3 billion to USD 20 billion.

Thanks to the efforts made by the authorities as well as the global liquidity injection by
central banks in major advanced economies, the financial markets showed a quick recovery in
net capital inflows. However, volatile capital flows have frequently destabilized the Republic of
Korea’s financial markets (Figure 7.3). Amid the reversal of the Fed’s monetary policy with the
tapering of the long-term securities purchases and the increase in interest rate, the Republic of
Korea’s currency value and asset prices substantially dropped due to the capital outflows.

As a consequence of the government’s continuous efforts to eliminate the economy’s financial
vulnerabilities, the financial system became more transparent and resilient, which would help
maintain foreign confidence and better respond to external shocks. In fact, the financial sector has
been less affected by financial turmoil than other emerging markets over the recent years (IMF
2015b). However, as an export-oriented economy with an open capital account and non-reserve
currency, the country still remains vulnerable to broad contagion from global financial market
turbulence. Volatile capital flows are one of the major challenges the economy continues to face.

114



Banking and finance in the ROK

How to improve profitability of banks?

The financial sector restructuring efforts led by the government after the 1997-1998 crisis
caused remarkable improvement in capital adequacy and profitability of financial institutions
and contributed to the economy’s quick recovery from the crisis. With a debt guarantee by the
government, the KAMCO (Korea Asset Management Corporation) and the KDIC were able
to raise an adequate amount of public funds that was subsequently used for equity participa-
tion, non-performing loan purchases, and deposit payofts. As a result, the Basel capital ratio of
commercial banks increased from 8.2% in 1998 to 12% in 2005 and the return on assets (ROA)
increased from —3.3% to 1.23% during the same period. However, while capital adequacy
continued to improve subsequently, profitability of banks deteriorated after reaching a peak in
2005 (Figure 7.2). The ROA of banks was 0.38% in 2013, substantially lower than the world
average of 1.28% (The Banker 2014).

The recent downward trend in bank profitability suggests that the improvement in ROA
that immediately followed the financial restructuring was of temporary nature. As mentioned
earlier, larger and fewer banks created through financial restructuring did exhibit an improve-
ment in profitability, at least for the first few years. This is consistent with the common percep-
tion that market concentration and profitability are positively correlated (Gilbert 1984; Berger
et al. 2004). Banks in a concentrated market may achieve high profitability for two reasons:
first, the increased market power enables banks to extract non-competitive rents; second, only
those banks with superior efficiency can increase their relative market shares, leading to higher
market concentration and an improvement in overall market efficiency. However, the profit
increase of banks did not last long. Under the new oligopolistic market structure, banks tried to
maintain or increase their market share by competitively expanding their assets. The banks’ race
for size generated increased competition for deposits and a greater reliance on wholesale fund-
ing, which in turn implied higher funding costs. At the same time, interest rates remained low
worldwide, reducing the net interest margin for banks from 2.81% in 2005 to 1.54% in 2015.

While the decreasing net interest margin was not confined to the Republic of Korea, it was
particularly consequential for banks whose main revenue source had been interest income. The
Republic of Korea’s banks still generate about 90% of total revenue from retail banking and
have very limited non-interest-income business. For US banks, the share of interest income
in total revenue is about two-thirds. It appears that, despite the financial consolidation and
conglomeration in the banking sector, economies of scope or financial synergies have not yet
materialized. At the same time, financial deregulation and the development of new financial
technology (fintech) are causing competition from non-bank institutions. In attempts to cope
with these problems and improve profitability, banks are searching to develop more diversified
business models and increase the share of non-interest income. The government also has been
encouraging banks to further diversify the revenue sources and to explore global markets.

It is not clear how profitability of the Republic of Korea’s banks will evolve in the future.
According to exiting studies, the effect of market concentration on the profitability of banks
is ambiguous, both theoretically and empirically. For example, the X-inefficiency hypothesis
argues that high concentration may reduce incentives to minimize costs, thereby causing ineffi-
ciencies in production that may offset efficiency gains from economies of scale. Among empiri-
cal studies on the Republic of Korea’s banking sector, Park (2011) finds that consolidation of
banks resulted in an increase in X-inefticiency along with other measures of inefficiency but
no clear benefits from economies of scale or economies of scope. Also, to the extent that the
risk-return trade-off holds, the relationship between market concentration and the risk-taking
behavior of banks may have important implications regarding profitability. Previous studies
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provide conflicting results on this as well (see, for example, Beck, Demirguc-Kunt, and Levine
2006; Boyd and De Nicolo 2005).

In the Republic of Korea, regardless of increased market concentration, bank loans to large
corporations and households grew more rapidly than loans to SMEs, suggesting that banks have
become more cautious after going through the two financial crises in 1998 and 2008. The
increasing weight on low-risk loans has been another contributing factor to the low profitability.

To summarize, financial consolidation and conglomeration in the Republic of Korea has
not yet resulted in a sustainable increase in bank profitability. In order to achieve an uptrend
and stability in profit margins, banks will have to develop better risk evaluation methods, to
diversify revenue sources, and to reduce dependence on the domestic market.

Household and corporate debt

Household debt has been increasing steadily in the Republic of Korea since the 2000s. The
Republic of Korea’s household debt to GDP ratio was about 85% in 2015, substantially higher
than its 2002 value of 65% and the OECD average of 75%. The expansion of household debt
caused growing concerns that it can potentially weaken financial sector stability and become a
drag on domestic consumption. In fact, several survey results show that financial market par-
ticipants regard the surge in household debt as one of the greatest systemic risks to the Republic
of Korea’s financial sector.

An increase in household debt may arise for two reasons: asset acquisition (or debt repay-
ment) and consumption smoothing. For households, the primary reason for debt financing
has been acquisition of assets such as houses and other real estates. According to the Survey
of Household Finances and Living Conditions data for 2010 through 2015, people responded
that about one-third of their debt holding was caused for asset acquisition purpose. Another
one-third of household debt corresponded to homeowners” holding of rental deposit. Under
the Republic of Korea’s unique rental system called Jeonse, the tenant pays the landlord a large
fixed-sum deposit, amounting to 50%—90% of the house purchase price, instead of monthly
rent. Due to its large magnitude, Jeonse deposits account for a major portion of household
debt.® Since Jeonse is essentially a housing repo contract where the landlord borrows from
the tenant putting up the house as collateral, the homeowner’s holding of Jeonse deposit can
also be regarded as a mode of debt financing for asset acquisition (Kim and Shin 2013). Of the
remaining portion of household debt, about 20% was for business financing and about 15% for
consumption financing.

Various factors contributed to the high and increasing household borrowings for asset acqui-
sition. First, the traditionally high housing price generated proportionately large demand for
mortgage loans. Second, the record low interest rates combined with more risk-conscious
lending practices by financial institutions expanded the market for collateralized loans. Third,
as the accessibility of households to the formal financial sector increased, landlords switched
from the direct financing through the Jeonse system to the indirect financing through financial
intermediaries. Since the official aggregate measures of household debt does not include Jeonse
deposits, the replacement of Jeonse deposits with bank loans contributed to an increase in the
aggregate household debt measure.

Considering the composition of household debt in the Republic of Korea, the likelihood of
mass bankruptcy in the household sector appears to be low. Most household debt has an offset-
ting asset, and the financial supervisory authority has been actively using prudence measures
such as LTV and DTTI regulations since 2006. As a result, the household debt delinquency rate
has remained low since the 2000s and even decreased recently from 1.1% in 2005 to 0.5% in
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2015, suggesting that financial soundness of households is still in place. Also, most stress tests on
household debt report that, even under pessimistic scenarios, the overall debt delinquency ratio
will increase only marginally and have limited impacts on the balance sheet of first-tier financial
institutions. It is noted, however, that the subset of households who have borrowings from the
second-tier financial market has higher DTI and LTV ratios and thus is more susceptible to
negative shocks, such as an increase in the interest rate and a fall in the property price.

A similar statement can be made about corporate debt. Although the overall balance sheet of
the corporate sector does not pose immediate systemic risks, there exist troubled firms in certain
industries — including steel, shipbuilding, and shipping — that have been particularly susceptible
to the global economic crisis and thus are in great need of restructuring.

Since the 1997-1998 Asian crisis, corporate leverage in the Republic of Korea has contin-
ued to decrease. The debt and/or equity ratio, which was 3.41 on average during 1999-2004,
declined to 2.75 in 2008, and to 1.37 in 2014. The rapid deleveraging, initially imposed by
the government for corporate restructuring, was further strengthened by changed attitudes
of corporations and financial institutions toward risk. As investment decisions started to be
made with a heightened appreciation of risk, the investment rate decreased and firms became
less dependent on external debt financing. This, combined with accommodative interest rate
policy, contributed to improving financial health of corporations as measured by the interest
coverage ratio.

However, aggregate measures do not provide a full account of corporate debt issues. There
are concerns that a relatively large portion of corporate debt is concentrated in firms with high
leverage and low profitability. For example, IMF (2015b) points out that almost 20% of corpo-
rate debt is owed by firms with negative profits and 20% by firms with the interest rate coverage
ratio below one. Also, as Figure 7.5 shows, the NPL ratio of domestic banks, measured by the
proportion of “substandard-or-below” loans, has been gradually increasing since 2006.” The
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Figure 7.5 The proportion of non-performing (substandard-or-below) loans of domestic banks (in percentage)

Source: Financial Supervisory Service (http://fisis.fss.or.kr/fss/fsi).

117


http://fisis.fss.or.kr/fss/fsi

Kiseok Hong and Jong-Wha Lee

increase in the NPL ratio was more pronounced for the specialized policy banks including the
Korea Development Bank and Korea EXIM Bank.

These features suggest that the credit allocation practice of financial institutions in the
Republic of Korea still needs improvement. In particular, inefficiencies inherent in state-run
policy banks need to be adequately addressed.

Public pension funds and demographic changes

The Republic of Korea has the world’s most rapidly aging population. The proportion of
elderly people aged 65 or above is forecast to reach over 37% by 2050 (Korea Statistical Infor-
mation Service 2012). The rapid trend of population aging will have fundamental structural
impacts on all of the economy including the financial sector.

According to the life-cycle variation in consumption and saving, there will be massive accu-
mulation of assets by the working-age population for the next few decades. A prominent exam-
ple is the expansion of pension funds including the National Pension Fund. The Republic of
Korea’s National Pension Fund managing assets of KR'W 533 trillion as of end-May 2016 or
34% of GDP, the third largest of its kind in the world, is expected to continue to expand for
the next decade.® The widening of the gap between supply and demand for capital will cause a
decreasing trend in the rate of return. These changes imply that there will be increasing demand
for efficient asset management and supporting financial infrastructure.

The management of the National Pension Fund so far has been marked by low risk exposure
and a high weight to domestic assets. As a result, the rate of return on the National Pension
Fund has been relatively low compared to other major funds (KDI 2015). Also, because of
the dominant size of the National Pension Fund market, various issues of market power and
illiquidity may arise with respect to the Fund’s transactions in the domestic market. In order
to reduce these problems and to achieve more efficient asset management, pension funds will
have to develop measures for enhanced global diversification and better governance structure.

Improving corporate governance of the financial sector

To develop a robust financial system and increase the competitiveness of the financial sector,
the Republic of Korea should tackle poor governance of financial institutions. Since the Asian
financial crisis in 1997-1998, the government introduced a series of reforms in the financial
sector, notably the introduction of outside directors and audit committees. With the slow pace
of progress, the financial sector has faced criticism for insufticient checks and balances of outside
directors and disproportionately strong control of managers.

In the aftermath of the crisis, there were concerns that information asymmetries and mis-
aligned incentives in the financial markets caused short-sightedness and excessive risk-taking
behaviors of management and employees in the financial firms. At the same time, there were
strong demands for reinforcing the internal risk management by reforming compensation
schemes, for increasing the role of the board of directors in risk oversight, and for changing
procedures to evaluate credit and trading decisions.

The weakness in the succession of the chief executive officer (CEO) was also pointed out as
a problem. The Republic of Korea’s financial holding companies and banks had higher uncer-
tainties in the CEO turnover process, compared to global financial companies, which increased
management instability and thereby reduced corporate value.

The FSC issued a model corporate governance code for financial companies in Decem-
ber 2014. The Law on Corporate Governance passed the National Assembly in 2015 and was
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enacted in August 2016. The new law is expected to enhance transparency and soundness in
corporate governance rules and strengthen internal control and risk management (Lee, S 2015).
It explicitly states the roles and authorities of the board of directors, increasing independence of
outside directors. It improves independence of the chief risk officer and the chief compliance
officer from the CEO, and changes compensation schemes to reduce excessive risk-taking.
The law requires the board to establish an internal regulation on the CEO succession plan.
Financial companies and institutions are required to disclose their internal rules and practices on
corporate governance. Effective implementation of the law is expected to significantly enhance
corporate governance of the financial sector.

Balancing between innovation and regulation

Financial innovation, like many other modern technologies, comes with benefits and risks. In
theory, financial innovation improves allocative efficiency of financial resources, mitigates risks
and hence ultimately enhances economic growth and welfare. However, the global financial
crisis has highlighted the dangers of unrestrained financial innovation. Modern, sophisticated
finance has become complex, obscure, and excessively leveraged. As such, in regard to financial
innovation, the ways to improve transparency and to set up the right incentives system must be
addressed. How to stimulate and effectively manage innovation without stifling it is one of the
key challenges that the policy-makers need to deal with.

Recently financial technology, or “fintech,” has been a buzzword not just in the Republic
of Korea but worldwide. This unprecedented financial innovation including digital payment
and money transfer services, crowdfunding, and automated wealth management, is considered
to disrupt the traditional banking system. However, in the Republic of Korea, the development
of the fintech sector has been slow. Only a few new fintech firms have been successful so far,
while traditional financial companies continue to be the dominant providers in online financial
services. The development of the fintech sector was slow mainly due to the government regu-
lation on financial sectors such as separation of industrial and financial capital, pre-registering
requirements, and compulsory authentication requirements in online purchases.

The government has recently embarked on a series of policies to nurture the fintech industry.
However, it faces a challenge of creating a favorable environment with relaxed regulations for
fintech start-ups, while at the same time reinforcing adequate standards on security and protec-
tion for consumers in the sector (Lee, Y 2015). The financial regulatory structure must continue
to upgrade the institutional capacity and policies to keep in step with rapid financial innovation.

Notes

1 While the consolidated budget balance of the central government has recorded a surplus in most years,
the operational balance (defined as the consolidated budget balance minus social security balance plus
redemption of public funds and perceived as a better indicator of fiscal soundness) has been persistently
negative.

2 By Fair Trade Act and Financial Holding Company Act, chaebols (Republic of Korea’s non-financial
conglomerates) are limited in owning shares of banks. In the non-banking sector, however, chaebols
own an increasingly large number of financial companies.

3 Woori Financial Group, established in 2001 as the first financial holding company in Republic of
Korea, was later merged into Woori Bank in 2014.

4 Suh (2016) finds that the Panzar and Rosse H-statistic, a measure of industry competition, has been
strictly positive since 1999 with the average of 0.6 and even increased after the 2008 global financial
crisis.

5 Article 1 of the Bank of Korea Act.
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6 However, Jeonse deposit is not included in official aggregate measures of household debt.

7 According to the Financial Supervisory Service, the NPL ratio of Republic of Korea banks, 1.71% as of
2015, was higher than the comparable ratio of US (1.59%) and Japan (1.53%).

8 National Pension Service Investment Management (http://fund.nps.or.kr/jsppage/fund/fund_main_e jsp).
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3

FINANCIAL SYSTEM
IN MALAYSIA

Sukudhew Singh

Introduction

In the aftermath of the Asian financial crisis, it became apparent to policy-makers in Malaysia
that the concentration of financing in the banking system and the fragmented nature of the
financial system were a major source of vulnerability to the economy. With rising international
economic and financial integration, that vulnerability was likely to get larger as the economy
experienced more frequent external shocks. Policy-makers acted preemptively and initiated
steps to undertake a consolidation and deepening of the financial system, even as they progres-
sively undertook financial liberalization and increased the overall level of competition in the
financial system. This chapter describes the results of those efforts. It looks at the overall struc-
ture of the financial system, the institutional and legal framework, the governance and oversight
of financial stability, as well as some of the policy issues and dilemmas faced by policy-makers
today.

Structure of the Malaysian financial system

The Malaysian financial sector has changed significantly over the past two decades. Malaysia
today is home to a modern, sound, progressive, and inclusive financial system that is well
connected regionally and globally. The financial sector caters for a full range of products and
services delivered seamlessly through a dual financial system comprising both conventional and
Islamic finance. As at end-2015, the size of the financial system stood at MYR 4.6 trillion (or
400% of GDP), from MYR 1.2 trillion (351% of GDP) in 2000."

The recent evolution of Malaysia’s financial sector is a result of holistic and planned reforms
undertaken since the Asian financial crisis. A series of 10-year development master plans have
reshaped the Malaysian financial landscape in terms of its institutions, markets, systems, infra-

2

structure, and regulatory and supervisory frameworks (Figures 8.1 and 8.2)
The role of financial institutions
The Malaysian financial sector is well developed and diversified, with a wide range of domestic

and foreign financial institutions (Table 8.1). The banking system comprises commercial banks,
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1997 2010

Pre-Asian Financial Crisis
Key Achievements

* Consolidation & rationalization of the banking
industry

« Diversified financial sector with a deep & liquid
debt securities market

» Strengthened corporate governance & risk
management practices

e Strategic alliances with foreign institutions

e Efficient delivery channels for financial products
and services

* Robust surveillance, regulatory & supervisory
framework

e Comprehensive consumer protection framework

 International Islamic financial hub

e Enhanced access to financing especially for
SMEs and micro-enterprises

» Greater market orientation

» Strengthened financial & economic linkages

* Fragmented banking system with
77 domestic banking institutions

e Under-developed bond market

* Over-reliance by corporations on
financing from the banking system

* Prescriptive rules-based regulation
and supervision

o Limited prominence of Islamic
finance

* Rigid pricing mechanisms

* Gaps in access to financing

Figure 8.1 Evolution of the Malaysian financial sector under the financial sector masterplan 2001-2010
(FSMP)

Source: Compiled by author.

Islamic banks, and investment banks, and has total assets of approximately MYR 2.4 trillion or
over 200% of GDP as at the end of 2015 (Figure 8.3a). Commercial banks are the most promi-
nent providers of funds, performing a broad spectrum of banking activities including acceptance
of deposits, giving loans, and providing payment and remittance services. Islamic banks conduct
a similar range of banking activities based on Shariah principles.* Meanwhile, investment banks
are primarily involved in capital market activities such as dealing in securities and corporate
advisory services. Malaysia’s banking system now consists of 27 commercial banks (8 domestic
and 19 foreign), 16 Islamic banks, and 11 investment banks. Collectively, the banking system
has a total of MYR 1.4 trillion in outstanding financing, equivalent to over 120% of GDP.

The role of the banking system is complemented by development financial institutions
(DFIs) (Figure 8.3c). These are specialized financial institutions established by the government
to serve the specific financial needs of targeted strategic sectors, which may involve projects that
carry higher credit or market risk and have long gestation periods. The presence of DFIs have
served to promote greater financial inclusion and the development of strategic sectors including
agriculture, small and medium-sized enterprises (SMEs), infrastructure, maritime, and export-
oriented sectors, as well as capital-intensive and high-technology industries.

The insurance sector offers a variety of life, nonlife, family takaful and general takaful prod-
ucts (Figure 8.3b).* Currently, there are 32 insurance companies (12 domestic and 20 foreign),
11 takaful operators, seven reinsurers, and four refakaful operators present in Malaysia, perform-
ing an important role in meeting the protection and savings needs of Malaysian businesses and
households. While the insurance penetration rate has risen significantly over the past decade
to 54.9% in 2015 (2004: 42.6%), certain protection gaps still remain, with reforms currently
underway in the life insurance sectors aimed at achieving the national target of a 75% penetra-
tion rate.
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Banking Non-Bank Financial Money & Derivatives Labuan
system Intermediaries Foreign Market International
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Commercial pension funds Market futures and
banks ) Financial
Insurance companies FBM KLCI* Centre
Islamic Takaful operators Capital Market futures
banks ) Equity market Payment &
Development finance KLIBOR® Settl
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institutions Bond market
banks [
Building society o Public debt Payment system
Others securities operators
o Private debt .
o Payment instrument
« Fund management securities issuers
companies
« Cagamas Berhad Securities clearing
o Credit Guarantee system
COI’pO.ratIlOr‘l . Funds clearing system
* Danajamin Nasional
Berhad Cheque clearing system
* Cooperatives
« Housing credit Derivatives clearing
institutions system

e Pilgrim fund board

Figure 8.2 Components of the Malaysian financial system

Jotes: '"FTSE Bursa Malaysia Kuala Lumpur Composite Index, *Kuala Lumpur Interbank Offered Rate, *Malaysian
Government Securities.

Source: Compiled by author.

Table 8.1 Structure of financial stability oversight in Malaysia

REGULATORY RESPONSIBILITIES
AUTHORITIES
SAFETY and SOUNDNESS CONSUMER PROTECTION AND
o Safety and soundness of financial institutions MARKET CONDUCT
* Ourderly functioning of financial markets e Protection of rights and interests of financial
o Stable and efficient financial market consumers
infrastructure o Fair, responsible, and professional market conduct
Bank Negara * Regulation and supervision of: * Promotion of:
Malaysia — Banking, insurance, and takaful sector — Fair and equitable market practices
— Development financial institutions (DFIs) ~ — Financial capability of consumers
— Money and foreign exchange markets ¢ Supervision and enforcement of market
— Payment systems conduct practices of financial service
— Money changing, remittances, providers

wholesale currency business
* Surveillance of systemic non-bank financial
entities outside its regulatory reach

(Continued)
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Table 8.1 (Continued)

REGULATORY RESPONSIBILITIES
AUTHORITIES
Securities * Oversight of capital market * Investor protection in the capital and

Comimission
Malaysia (SC)

Malaysian Deposit
Insurance
Corporation
(PIDM)

Government
ministries and
other enforcement
agencies

intermediaries, e.g., fund management
companies, broker-dealers

* Regulation of all matters relating to
securities and derivatives

* Monitoring and mitigation of systemic
risk in the capital market

* Supervision and surveillance of
exchange holding companies, exchanges,
clearing houses, and central depositories

* Resolution authority for member
institutions, i.e., commercial and Islamic
banks, insurers, and takaful operators

Cooperatives Commission Malaysia
* Regulation of credit cooperatives
Ministry of Finance

* Oversight of public pension funds,
Pilgrim Fund Board, other DFIs, social
security organizations

Ministry of Housing and Local
Government

¢ Licensing of moneylenders and
pawnbrokers

derivatives markets

¢ Promotion and maintenance of the
integrity of all licensees in the securities
and derivatives industries

* Protection against loss of deposits or
takaful/insurance benefits for which a
member institution is liable

* Administration of Deposit Insurance
System (DIS) and Takaful and Insurance
Benefits Protection System (TIPS)

Malaysia Competition Commission
(MyCC)

* Ensuring competition in the financial
sector

Ministry of Education

¢ Integration of financial education into
school curricula

Law enforcement agencies

» Combating financial scams, banking
fraud, money laundering, and terrorism

Ministry of Domestic Trade, financing

Cooperatives and Consumerism

» Oversight of hire purchase activities
governed by the Hire Purchase Act 1967

Source: Compiled by author.

Bank Negara Malaysia (BNM) regulates and supervises all banking and insurance institu-
tions (including Islamic banks and takaful operators) under the Central Bank of Malaysia
Act 2009, the Financial Services Act 2013 and the Islamic Financial Services Act 2013.
It also has regulatory and supervisory oversight over the DFIs under the Development
Financial Institutions Act 2002, while investment banks are co-regulated with the Securi-
ties Commission Malaysia. Oversight of other capital market intermediaries such as fund
management companies (Figure 8.3d) and brokerage houses are undertaken by the Securi-
ties Commission Malaysia. For governance of offshore financial activities in Labuan Inter-
national Business and Financial Centre which are carried out in non-ringgit currencies, the
Labuan Financial Services Authority supervises offshore banking, insurance, trusts, and fund

management.”
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Figure 8.3  Financial institutions

The role of capital markets

Since the Asian financial crisis, Malaysia’s capital markets have evolved to become an important
source of financing to the Malaysian economy. The Malaysian debt securities market has grown
in breadth and depth over the recent decade, enabling both the public and private sectors to
raise funds efficiently, while also acting as a conduit for diversifying risks within the financial sys-
tem. Total outstanding debt securities in the market amounted to MYR 1.13 trillion as at end-
2015, or around 101.6% of GDP (Figure 8.4a). This development has not only led to the bond
market functioning as an important alternative avenue for fund-raising, but has also paved the
way for innovation and product development to support hedging and securitization activities.
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Figure 8.4  Financial markets

The vibrancy of the debt securities market in Malaysia is largely due to the presence of
numerous active market players — interbank players and wholesale participants (corporates,
institutional investors, insurance companies, and foreign investors). Various enhancements
have also been made in developing the supporting infrastructure, which has served to facilitate
fund-raising activities by corporates. These measures include improving the transmission of
information and price discovery process through the Electronic Trading Platform under Bursa
Malaysia, as well as enhancements to the Fully Automated System for Tendering (FAST) for
tendering of both government and corporate bonds on the platform.

Supporting the country’s government debt securities market is a system of principal dealers
(for conventional and Islamic markets) and Islamic principal dealers (solely for Islamic market)
that serve as primary bidders for Malaysian Government Securities, Government Investment
Issues, Malaysian Treasury Bills, and other Real Time Electronics Transfer of Funds and Securi-
ties (RENTAS) securities specified by BNM.® Their role is crucial in supporting the market-
making activities for these securities, as well as stimulating the development and growth of

trading in the secondary market.
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Another defining element of Malaysia’s capital market is the sukuk market for Islamic securi-
ties.” Malaysia is host to the largest sukuk market globally, with total outstanding sukuks of MYR
644.4 billion as at end-2015, representing 54% of sukuks outstanding globally. In line with its
growing prominence, the share of sukuk has also increased from 25% of the total debt securi-
ties market in 2001 to 54.8% as at end-2015. More importantly, the development of the debt
securities and sukuk markets has enabled Malaysia to finance infrastructure projects critical to
the long-term growth of the economy, such as the issuance of the MYR 30.6 billion sukuk by
the highway operator PLUS in 2012 for the development of Malaysia’s highways.

Malaysia’s equity market is similarly well developed. Market capitalization expanded at a
compounded annual rate of 9.3% from MYR 695 billion in 2005 to MYR 1.7 trillion in 2015,
equivalent to around 147% of GDP (Figure 8.4b). The stock exchange, Bursa Malaysia, now
has around 900 companies listed on its two boards — the Main Market and the ACE market,
which caters for newer and smaller listings. As at end-2015, the net asset value of Malaysia’s
unit trust industry stood at MYR 347 billion, one of the largest in the ASEAN region. With
the progressive deepening of the capital market, it is expected to provide an increasing share of
the financing needs of the Malaysian economy.

Complementing debt and equity markets are the Malaysian foreign exchange, money and
derivatives markets, which provide investors with important avenues for the exchange of cur-
rency and management of risks (Figures 8.4d, 8.4e, and 8.4f). The transition toward a flexible
exchange rate regime in 2005 and subsequent efforts to liberalize the Malaysian markets have
contributed toward the development of a wide variety of foreign exchange and derivative
instruments, in turn improving the efficiency of the financial intermediation process. This has
translated to greater ease of doing business in Malaysia as well as enhanced flexibility for foreign
investors intending to invest in Malaysia. Turnover in the foreign exchange market was USD
3.25 trillion in 2015 (Figure 8.4c), while derivatives turnover amounted to USD 1.25 trillion.

Supporting financial system infrastructure

Supporting financial infrastructure has been an essential part of Malaysia’s financial development
efforts and today forms the bedrock of a modern and progressive financial sector. It has ensured
that all viable economic participants continue to have access to financial services. Figure 8.5
depicts the infrastructure and institutions that have been established over the years with man-
dates to address gaps in financial intermediation activities and support the fund-raising capacity
of the financial system.

Ensuring an adequate supply of trained financial professionals

Even after ensuring that the financial system has adequate depth and diversity, and that the
financial institutions are financially sound, there is still an additional component in ensuring
that the financial system is able to serve the needs of the Malaysian economy in a globalized
environment. That critical ingredient is the talent pool within the financial system. While there
is some reliance on international talent, the most reliable and sustainable source of talent is
domestic, and it is in developing this source that policy-makers have devoted immense effort
and resources.

The intervention of policy-makers was necessary because while individual financial insti-
tutions looked at their own talent needs, there was no one else looking at the overall talent
needs of the industry. With a limited talent pool, staft pinching is likely to be as important
a talent enhancement strategy as talent development. The intervention of policy-makers
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Figure 8.5 Supporting infrastructure to promote effective and sustainable financial intermediation

Source: Compiled by author with information from BNM sources.

is even more necessary in areas that require anticipation of the future talent needs of the

industry. One such area is Islamic finance. Therefore, there were strong incentives for the

regulators and policy-makers to take a leadership role in a collaborative industry-driven effort

to develop talent and create the infrastructure to train finance professionals. The outcome of

these efforts in terms of the components of the talent development and training infrastructure

is depicted in Figure 8.6.

The comprehensive talent development infrastructure is intended to serve the distinct talent

needs of financial services professionals at each of the stage of their career, ranging from entry
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Figure 8.6 ~Comprehensive institutional framework on talent development

Note: FSTC (Financial Services Talent Council): recommends strategies to develop, attract, retain, and deploy
domestic and international talent to meet the demand; FSPB (Financial Services Professional Board): develops and
advocates voluntary professional and ethical standards for the financial sector; FAA (Finance Accreditation Agency):
responsible for quality assurance of learning initiatives, including program, individual and institutional accredita-
tion; AIF (Asian Institute of Finance): enhances human capital development and talent management in the financial
sector; AICB (Asian Institute of Chartered Bankers): professional education body for the Malaysian banking and
financial services industry; MII (The Malaysian Insurance Institute): professional body and education institution for
the Malaysian insurance and takaful industry; SIDC (Securities Industry Development Corporation): provides capital
markets education, training, and information for ASEAN; IBFIM: Islamic finance training and reference center for
industry and academia; Iclif (The Iclif Leadership and Governance Centre): provides training for senior management
in strategic management and leadership; fstep (Financial Sector Talent Enrichment Programme): provides training
for top graduates to acquire a foundation in the financial services industry; INCEIF (International Centre for Educa-
tion in Islamic Finance): builds Islamic finance talent and skills by offering both graduate and professional programs.

Source: Compiled with information from the BNM’s Financial Stability and Payment Systems Report 2014.
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positions to senior management and board levels (Figure 8.6). These include, among others, the
Financial Sector Talent Enrichment Programme for entry-level graduates, the Asian Institute of
Finance for professional training and skills development, the ICLIF Leadership and Governance
Centre for senior management and board of directors and the International Centre for Educa-
tion in Islamic Finance. These dedicated agencies are further complemented by higher-level
bodies such as the Financial Services Professional Board, which develops voluntary professional
standards, and the Financial Services Talent Council, which oversees the overall strategic direc-
tion of talent development within the financial sector.

Institutional and legal framework governing the financial system

The Malaysian financial system is governed by a number of important legislations to ensure that
it is well regulated, safe, and stable. These are summarized in Table 8.2.

One of the key legislative changes was the enactment of the Central Bank of Malaysia Act
2009 (CBA), which replaced the previous Central Bank of Malaysia Act of 1958, and provides
greater clarity to the Bank’s mandates for promoting monetary stability and financial stability.
With respect to the financial stability mandate, the CBA clearly sets out the Bank’s primary
functions, namely to (1) regulate and supervise financial institutions under the Bank’s purview,
(2) provide oversight over the money and foreign exchange markets, (3) exercise oversight over
payment systems, and (4) develop a sound, progressive and inclusive financial system.

It is upon these primary functions codified in CBA that the regulatory laws administered by
the Bank are founded. The Financial Services Act 2013 (FSA) and the Islamic Financial Services
Act 2013 (IFSA) provide the Bank with the requisite powers to effectively perform its regula-
tory and supervisory roles. Integrating six now repealed statutes,® the FSA and IFSA provide
a more cohesive and integrated legal framework that delivers a consistent and comprehensive
treatment across similar risks regardless of origin, thus limiting prospects of regulatory gaps or
arbitrage. Broadly, they reflect the Bank’s increased emphasis on early intervention to address
emerging risks in the financial system, and a more risk-focused and integrated approach to the
regulation and supervision of financial institutions.

The Development Financial Institutions Act 2002 entrusts the regulation and supervision of
six major development financial institutions (DFIs) to the Bank to ensure that their develop-
ment mandates can be achieved in a financially sustainable manner, while contributing to the
stability and development of the financial system.

Opver the past two decades, global efforts to combat money laundering and terrorism financ-
ing have intensified in response to new political realities and increasingly sophisticated money
laundering techniques. The Anti-Money Laundering, Anti-Terrorism Financing and Proceeds
of Unlawful Activities Act 2001 (AMLATFPUAA) provides a comprehensive framework to
counter money laundering, thus preserving the integrity of the financial system. The AMLATF-
PUAA also supports more effective collaboration between the Bank, financial institutions and
law enforcement agencies in the areas of crime prevention and national security. Recogniz-
ing that certain sectors, such as money-changing and remittance services, can be particularly
vulnerable to the flow of illicit funds, the Money Services Business Act 2011 and supporting
regulatory and supervisory frameworks have been put in place to strengthen the Central Bank’s
oversight of these activities.

Taken together, the legislative framework for financial stability serve to promote greater
resilience and efficiency of the financial sector, strengthen the regulatory and supervisory
regime, provide greater protection for consumers, and preserve a high level of confidence in
the financial system.
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Collaboration to better manage risks to financial stability

Although the central bank regulates financial institutions that collectively account for two-
thirds of assets of the financial system, it is not the only regulator of the financial system. As
Table 8.3 highlights, there are a number of other regulatory agency looking after different parts
of the financial system.

When several agencies have a role in financial regulation, coordination becomes necessary
to avoid regulatory arbitrage and to ensure that no risks and vulnerabilities are left undetected.
Coordination is also necessary to ensure that policies achieve their intended outcomes and that
risks do not migrate to different parts of the financial system.

The collaboration and coordination mechanisms among the three major financial regulators —
that is, the bank, Securities Commission (SC), and PIDM — are codified by way of memoran-
dums of understanding (MoUs). The MoU between the bank and SC sets out the roles and
responsibilities of both parties and clarifies cooperation arrangements in various areas, including:

e Management of financial stability threats and systemic risk in the capital market;

*  Development of and changes to legislation and policies;

*  Access to and exchange of information; and

*  Examination, regulation, and supervision of entities under joint regulatory purview.

Coordination between the bank and SC is further strengthened with the recent develop-
ment of the BNM-SC Operational Framework for Financial Crisis Management and Reso-
lution. The Framework sets out the operational guidance for inter-agency coordination in
dealing with a financial crisis situation that has implications on the stability of the financial
system and capital markets, with the aim of ensuring a high degree of preparedness in man-
aging, containing and resolving a system-wide crisis in a cohesive, effective, and efficient
manner.

Similarly, BNM and PIDM have entered into a Strategic Alliance Agreement since 2006
to enhance the ability of BNM and PIDM to carry out their respective mandates. Some of the
core areas of collaboration include (1) information-sharing protocols for risk assessment and
monitoring; and (2) coordination arrangements for supervisory intervention and failure resolu-
tion (e.g., early intervention triggers, non-viability triggers, and operational protocols).

For market conduct oversight activities, the Bank mainly coordinates with SC and the
Malaysia Competition Commission (MyCC). The Technical Working Group on Financial
Services, which comprises the Bank, MyCC and SC, was established in 2013 to support the
respective authorities in dealing with competition issues in the financial sector and harmoniz-
ing current industry practices with competition principles. In combating financial scams and
banking fraud, the bank works closely with numerous enforcement agencies and government
ministries including, but not limited to, the Ministry of Domestic Trade, Cooperatives, and
Consumerism, Companies Commission of Malaysia, the Inland Revenue Board, and the Royal
Malaysian Police. With regards to financial education, the bank actively collaborates with the
Ministry of Education to integrate financial education into school curricula.

On a global scale, regulators and supervisors are increasingly placing greater focus on devel-
oping and operationalizing effective cooperation and coordination arrangements across borders.
The expansion in the cross-border activities of financial groups and capital mobility across
borders adds an international dimension to the management of systemic risks. Effective cross-
border cooperation among supervisors is therefore crucial to facilitate sound implementation of
regulatory frameworks within borders as well as support the consolidated supervision of large
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financial groups. In good times, ongoing communication among regulatory agencies will help
identify and address regulatory inconsistencies across jurisdictions, deter potentially destabilizing
risk-taking, and lay the groundwork for enhanced cooperation during crises. In stressed times,
strong cross-border relationships help minimize cross-border disruptions and reduce the likeli-
hood of inefticient, fragmented policy responses.

As the home supervisor to several banking groups with notable regional presence, the Bank
regularly engages with host regulators on the development and performance of the banks abroad
through established supervisory colleges and bilateral meetings. The Bank takes a two-tiered
approach to membership in colleges, taking into consideration the materiality of the operations
to the group and its systemic importance in the host countries. The continued strengthening
of such home-host engagements and consolidated supervision enable the early identification of
vulnerabilities at the entity and group level, and facilitate timely supervisory responses.

The intensification of trade and financial linkages in the Asia-Pacific region has also accentu-
ated the need for collective efforts to safeguard monetary and financial stability. Cross-border
cooperation with regards to regional surveillance and crisis management is supported by the
Executives” Meeting of East Asia-Pacific Central Banks (EMEAP) through the Monetary and
Financial Stability Committee, Working Group on Banking Supervision, Working Group on
Financial Markets and Working Group on Payment Systems. Recognizing that member coun-
tries have a common interest and joint responsibility in managing the cross-border implica-
tions of different types of crises, the EMEAP Regional Crisis Management and Resolution
Framework was put in place in 2014. This framework aims to facilitate integrated surveillance
and support cohesive crisis responses among authorities to manage the cross-border effects of
economic crises, financial market disruptions, and distressed systemic financial institutions. This
framework complements existing cross-border cooperation arrangements to safeguard regional
stability and support national crisis management frameworks and resolution regimes.

Policy interactions and policy governance within the central bank

Given its multiple mandates and its wide-ranging responsibilities for the stability of the financial
system, it is very important for the central bank to ensure that it has a robust framework for con-
sidering policies and making decision. BNM has had a monetary policy committee since 2002.
Considerations that favor decision-making by committee for monetary policy are increasingly
also relevant to decision-making on financial stability. In particular, with a globally integrated
financial system that has grown significantly in size, financial stability issues tend to be multi-
faceted and require broad-based expertise and perspectives to support sound judgments and
decisions. Such committees provide an avenue for rigorous debate on macroprudential policies
which often entail managing multidimensional interactions with other policies (monetary, fis-
cal, and regulatory) and finding the appropriate policy mix to mitigate systemic risks. Whether
the committees are internal or external, the quality of the financial stability decisions would
depend critically on the strength and robustness of the processes (including analytical frame-
works and supporting structures) within the lead macroprudential authority that provides sup-
port to these committees.

Within the bank, the Financial Stability Committee (FSC) is the high-level decision-making
committee responsible for safeguarding financial system stability (Figure 8.7). Chaired by the
governor of the bank, its members comprise high-level executives from various policy sectors
and departments within the bank, such as financial regulation, supervision and development,
consumer and market conduct, payment systems, economics, monetary policy, and treasury
operations. The FSC meets at least four times a year to discuss and deliberate on emerging issues
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Figure 8.7 Key decision-making committees for financial stability policies in Bank Negara Malaysia

Source: Compiled by author.

and areas of vulnerability that may pose risks to financial stability. Synthesizing information
from various functional areas across the Bank, the FSC deliberates and decides on the appro-
priate use of financial stability policy instruments, be they macro- or microprudential policies.

The dual objectives of monetary and financial stability typically raise concerns about the
increased scope for policy conflicts. In general, central banks practice some degree of separation
between members of the monetary policy and financial stability committees. This is intended,
for example, to reduce potential conflicts that can arise when concerns over the viability of
individual financial institutions may influence monetary policy decisions. While this remains a
legitimate concern, it is also important to recognize that financial stability responses (both of a
microprudential and macroprudential nature) and monetary policy can also play an important
complementary role in preventing the build-up of systemic risks within the financial system.

Recognizing these challenges, the central bank established the Joint Policy Committee to
deliberate and decide on macroprudential policies that have wider implications on the real
economy. Comprising members from the FSC and Monetary Policy Committee, the JPC
seeks to address the common concerns confronting both financial stability and monetary stabil-
ity. Since its inception, the JPC has deliberated on a number of issues, including those related
to the sustainability of household indebtedness and developments in the property sector. This
has resulted in several targeted macroprudential and microprudential measures to ensure that
household debt remains within prudent levels and that the property market is not affected by
excessive speculation.
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The enhanced oversight function and powers to address financial stability concerns in CBA
are complemented by a strengthened framework for governance, transparency, and account-
ability. Under the circumstances where any of the financial stability powers are invoked on
institutions that are beyond the regulatory reach of the Bank or where it involves public funds
or impinge on personal rights, the Act provides that such decisions are taken by the FSEC. In
essence, the FSEC decides on proposals relating to the (1) issuance of orders to entities which
are not regulated by the Bank to undertake measures to avert and reduce risks to financial stabil-
ity; (2) extension of liquidity assistance to entities that are not regulated by the Bank or to over-
seas subsidiaries or branches of Malaysian financial institutions; (3) provision of capital support;
and (4) issuance of an order for compulsory transfers. The FSEC comprises the governor, one
deputy governor, and three to five other members to be appointed by the minister on the rec-
ommendation of the Board of Directors, based on their professional expertise and experience:

e The secretary-general of Treasury to provide views on the implication of any proposal on
the government’s fiscal position;

e The chief executive officer of PIDM for the knowledge and experience in dealing with
resolution of Fls and financial sector risks;

e The chairman of the Securities Commission of Malaysia for its role in identifying and
addressing systemic risks in the capital markets;

e Private sector experts who are knowledgeable in financial industry issues, typically drawn
from a mix of legal, accounting, and financial services or markets background and experi-
ence; and

*  Heads of other relevant authorities, for situations when the FSEC deliberates on measures
affecting persons/entities under their direct purview.

The composition of FSEC is designed to reinforce the element of independent external
oversight and enhance the efficacy of decision-making. The clear majority of non-executives
in the composition is intended to ensure the robustness of discussions and the independence of
decision-making in extending financial support or imposing certain financial stability measures.
Representation from the various agencies is intended to facilitate thorough policy consideration
and effective inter-agency coordination, especially with regards to entities beyond the Bank’s
regulatory purview.

Policy issues and challenges

The development of the Malaysian financial system has also brought a number of policy issues
and challenges to the forefront. Four of these issues are briefly highlighted here. These include
the role of a deeper financial system in managing external volatility, promoting consumer pro-
tection in the face of increased complexity of financial products, making the financial system
inclusive to ensure that it benefits all sectors of society, and balancing the availability of financ-
ing against the accumulation of excessive debt by society.

Greater openness and rising integration result in greater susceptibility
to global financial cycles through shifts in capital flows

Rising financial integration has resulted in the increased presence of foreign investors in Malay-
sia’s financial system. Greater liberalization of the financial system during the mid-2000s, cou-
pled with strong economic growth, attracted sizeable cross-border capital inflows into the
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domestic financial system, in particular into the domestic capital markets, across the different
asset classes (Figure 8.8).

However, the openness to foreign portfolio flows means that Malaysia is increasingly influ-
enced by global financial cycles through shifts in cross-border flows. As noted recently by
Cerutti, Claessens, and Puy (2015), apart from domestic pull factors, cross-border flows since
2009 largely reflect global push factors from years of low interest rates and abundant liquidity
from advanced economies. For Malaysia, the bulk of inflows were channeled into the bond
market, notably into Malaysian Government Securities (MGS) and BNM bills (Figure 8.9).

However, the heightened uncertainty in the global financial markets since September 2014
has led to significant capital outflows from EMEs, including Malaysia, which led to larger
co-movements between global and domestic asset prices. This is reflected by a more positive
relationship between the returns in global financial markets (proxied by daily returns in Dow
Jones) and domestic equity market (daily returns in KLCI) over the past decade. This is consist-
ent with Ananchotikul and Zhang (2014) which notes that as the degree of financial integration
rises, domestic asset prices are likely to become more susceptible to global risk aversion shocks,
leading to stronger spillovers, particularly to the domestic equity market.’

However, the volatility in the domestic financial markets has been partly mitigated by the
presence of a diverse base of large institutional investors, which includes pension funds, banks,
and insurance companies. These large institutional investors have played a stabilizing role in
containing the excessive movements in asset prices, especially in bond markets during both
periods of large inflows and outflows (Figure 8.10). In recent times, non-resident flows in the
MGS market have mostly been facilitated by banks, rather than non-bank institutional investors
such as pension funds. This is due to the fact that these non-bank domestic institutional inves-
tors have a long-term investment strategy to buy and hold such financial assets, which limits
their ability to actively play an offsetting role in the MGS market.

One additional point is that while deeper financial markets may help to mitigate the impact
of these flows on domestic financial markets, the larger inflows and outflows can cause large
swings in the exchange rate. If this is uncomfortable for the economy, then the central bank
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Figure 8.8  Growing presence of foreign investors across asset classes

Source: Compiled by author with data from Bank Negara Malaysia and Bursa Malaysia.
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Figure 8.9 MGS received the largest inflows and the trend continued during the period of capital reversal
while the outflows contained to BNM bills

Source: Compiled by author with data from BNM.
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Figure 8.10 Rapid asset growth enables domestic institutional investors to play stabilizing role

Source: Compiled by author with data from BNM.

will have to have large foreign exchange reserves buffers to support its intervention operations —
that, or adopt more aggressive measures to dissuade the flows from coming in. With globalized
financial markets, the benefits of having deeper and more open financial markets can be less
clear-cut when the rest of the economy matters, especially in small economies.

With greater liberalization, resident outflows have also increased. Notably, Malaysian banks
and corporations have expanded their regional presence through establishing subsidiaries in
neighboring countries. These flows were partly facilitated by a key liberalization measure in
2005 which allowed residents to freely invest abroad with their own foreign currency funds.
Further liberalization of foreign exchange administration rules in 2009 coincided with the
expanded investment mandates of Malaysia’s domestic institutional investors that created
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Figure 8.11  Overseas expansion by residents has led to greater two-way flows

Source: Compiled by author with data from the Balance of Payments Statistics, Department of Statistics Malaysia.

incentives to diversify assets across borders to increase potential returns. The role of resident
external investment flows can be helpful or unhelpful depending on the situation, especially in
terms of their role in mitigating non-resident flows. During times of large non-resident inflows,
the resident outflows helped to reduce the pressure on the exchange rate and facilitated orderly
market conditions (Figure 8.11). However, given that resident flows have generally been nega-
tive, they can be unhelpful when the country is facing non-resident outflows and lead to addi-
tional pressure on the exchange rate and foreign exchange reserves of the country.

Promoting financial consumer empowerment and protection

The increasing complexity in financial products and services underscores the importance of
equipping financial consumers with the necessary knowledge and skills to make informed
financial decisions. Financially competent consumers are not only able to protect themselves
against unfair market practices, but would also promote greater competition and innovation in
the financial system. Financial education also plays an important role in the prevention of over-
indebtedness both by increasing an individual’s ability to understand his contractual obligations
and by helping raise awareness about the effects that consumption patterns and lifestyles have
on individual finances.

To inculcate good financial management skills among young Malaysians, the Central Bank
collaborates with the Ministry of Education to strengthen the knowledge and skills of teach-
ers and lecturers to effectively deliver financial education to students of all ages. The focus for
adult financial education is directed at educating young adults and low-income households
given their propensity to borrow and their relatively lower financial bufters. The Bank has put
in place the POWER! program, which covers debt management, building wealth, and prepar-
ing households for unexpected events to address specific concerns associated with these target
groups.

Similarly, the Securities Commission investor education program seeks to strengthen the
capabilities of investors by equipping them with the requisite skills, knowledge, and tools
to exercise good judgment in making investment decisions. The SC launched InvestSmart,
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a comprehensive investment literacy initiative in 2014 to provide investors with investment
information presented in an easily understood format, leveraging on new technology and mul-
timedia platforms to supplement existing investor education channels. By leveraging on digital
and social media, InvestSmart provides reliable and independent information and investment
tools to the public.

Malaysia fosters an integrated and collaborative approach to financial education, which ena-
ble the Bank, the SC, the Malaysia Deposit Insurance Corporation, AKPK, and the Employees
Provident Fund to coordinate strategies and action plans, including research initiatives and
national outreach programs.

The Bank has undertaken considerable effort to put in place a coherent financial consumer
protection framework to foster fair and responsible business conduct by financial institutions as
well as to protect the rights and interests of consumers of financial services and products. This
includes enforcing key business conduct requirements that focus on achieving fair treatment of’
consumers, which include requiring meaningful product disclosure, assessments on suitability
of financial products and services, provision of proper advice, responsible lending practices, fair
debt collection practices, equitable banking charges, and protection of customer information.
The Securities Commission also has similar standards of conduct for intermediaries in the capital
market to guard against practices such as market manipulation and insider trading that could
undermine the integrity of the market.

Given the important role of financial services professionals in dealing with consumers, inves-
tors, financial markets and the greater economy, a strong culture of ethical conduct in the
financial industry is central to its long-term sustainability. Based on a shared vision for high
standards of ethics and professionalism within the financial services industry, the SC and the
Bank have established the Financial Services Professional Board (FSPB). As an industry-led
standard-setting body, the FSPB focuses on developing practical and applicable standards of
professionalism and ethics for the industry and its workforce.

Promoting financial inclusion for sustainable growth

In looking at the role of the financial system in the economy, it was clear that a sophisticated
financial system by itself would not necessarily serve the needs of all sectors of society. Con-
sequently, the need to realign policy priorities toward ensuring that the Malaysian financial
system 1is able to serve all segments of society by providing access to quality and affordable
financial products. Figure 8.12 summarizes the key objectives and strategies of the financial
inclusion framework. Various initiatives have been undertaken to increase access. In particular,
the design of dedicated products such as the Skim Pembiayaan Mikro (Micro Financing Scheme),
microinsurance/microtakaful and microsavings products, have been successful in extending the
benefits of finance toward the targeted and unserved segments. The percentage of adults with
deposit accounts in 2015 stood at over 90%, while 99% of Malaysians now enjoy convenient
access to reliable financial services.

In view of the significant infrastructure cost in setting up bank branches in the more rural
areas, a significant innovation in the Malaysian market has been the development of agent bank-
ing, which has had a profound impact on access to financial services. At its core, agent banking
enables consumers to obtain formal banking services from financial institutions through third-
party agents such as retail outlets and post offices. Since its introduction in 2012, agent bank-
ing has significantly increased the availability of financial access points in Malaysia, with 6,902
agent banks having been established nationwide by end-2015 (2012: 460 agent banks). This
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Vision
An inclusive financial system that best serves all members of society,
including the underserved, by providing access to affordable essential
financial services to promote shared prosperity
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Figure 8.12  The financial inclusion framework

Source: Compiled by author.

has greatly facilitated access to financial services in rural areas. By end-2015, 97% of the 866
sub-districts in Malaysia with a population of more than 2,000 had access to financial services.

Despite the progress to date, financial inclusion continues to be a strong policy priority, with
more efforts planned ahead to improve outreach toward the final 8% of the population that
remains unbanked. This includes, among others, greater usage of electronic payments, digital
technology and cost effective solutions that are better able to transcend the unique boundaries
facing this last segment. With further progress, it is expected that the unbanked population will
be further reduced to 5% by 2020.

Balancing access to financing against avoiding excessive leverage

One of the desired outcomes of the central bank’s efforts to widen the reach of the formal
banking system has been the availability of greater access to financing. As their large corporate
clients increasingly turned to the capital market to meet their funding needs, the banks have
found it necessary to focus their lending strategies more on households and small and medium-
scale businesses. The emergence of a more diversified and competitive banking system has also
reduced lending rates and increased competition for customers. The outcome of this easier
access has been the growth of household indebtedness. The share of loans to the household sec-
tor increased from 35% of total loans in 1999 to 56.8% in 2015. These household borrowings
have been primarily concentrated in financing for the purchase of residential properties (48.6%
of loans to households), which have grown at an annual rate of 11.6% since 2010. The increased
prominence of non-bank credit providers has also aided credit expansion. Although non-bank
financial institutions (including DFIs regulated by the bank) account for only 20% of credit to
the household sector, these institutions provide a significant share (59%) of the personal financ-
ing to individuals that has driven the rapid expansion in household indebtedness in recent years.
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The bank has been closely monitoring developments in domestic credit growth, particularly
in light of ample liquidity conditions, low borrowing costs and rising property prices. Based
on past experience in other countries, a protracted and rapid pace of credit expansion can give
rise to vulnerabilities that could lead to financial instability if left unattended. These vulnerabili-
ties include (1) imprudent underwriting practices and risk mispricing; (2) inadequate financial
bufters to absorb losses from shocks; (3) weak regulation and supervision of major credit pro-
viders; (4) high proportion of externally sourced foreign currency loans that are vulnerable to
foreign exchange and rollover risks; (5) credit-fueled asset price distortions; and (6) high and
unsustainable leverage positions of households and businesses which are not supported by com-
mensurate balance sheet strength. In the case of Malaysia, while such fragilities were assessed to
be low or well contained, the bank has taken a series of measures since 2010 to preemptively
address potential vulnerabilities in the household and residential property sectors that could
increase risks to financial stability over the longer term. These measures reflect a targeted and
incremental approach which aims to avoid unintended consequences that could result in an
over-adjustment in the economy, while allowing market participants, including households and
businesses, to gradually adjust their expectations, behavior, and risk appetite, thereby ensuring
that these risks continue to be well managed (Figure 8.13).

Sound and Responsible behavior Sound and
sustainable by borrowers and sustainable housing

Increase supply of

affordable housing
household sector financial institutions market

Stricter credit card requirements Loan-to-value ratio limits on housing loans

Prohibition of housing loans with interest
Guidelines on Responsible Financing capitalization (ICS) or developer interest bearing
schemes (DIBS)

Capped tenure for personal and property financing
e Higher real property gains tax
Prohibition on offering pre-approved products (RPGT)

e Establishment of the National
Housing Council
Guidance on debt service ratio and reporting requirements

e Initiatives to increase supply
of affordable homes
Intensified financial education e BanonICS and DIBS

e Transparency of house pricing

Financial and debt management services provided to
borrowers by Agensi Kaunselingdan Pengurusan Kredit
(AKPK)

e Price floor for purchases of
homes by foreigners

Consistent application on all major credit providers, in coordination with relevant other
authorities

Figure 8.13 Combination of policies to address household indebtedness and rising house prices

Source: Compiled by author.
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The design and implementation of macroprudential measures in Malaysia are broadly based
on several key elements and considerations. First, the deployment of macroprudential policies is
based on discretion, rather than being rule-based (i.e., no set fixed threshold levels or automatic
triggers for implementation of such policies). The bank’s macroprudential policies are often
deployed preemptively with their effects closely monitored to prevent “overshooting.” Sec-
ond, the bank adopts a targeted approach, with policies aimed at specific segments. This allows
for a more focused analysis of the efficacy and relevance of such measures over time. Design-
ing overly complex policies aimed at a broader segment of the economy would give rise to
implementation issues such as regulatory arbitrage, circumvention, and even confusion. Third,
macroprudential measures introduced by the bank are designed to be flexible, which allow for
them to be recalibrated in response to changing circumstances. Finally, the bank ensures that
such measures are implemented within the context of a holistic policy approach which also
includes microprudential, monetary, and fiscal measures.

Conclusion

The evolution of the Malaysian financial system has been as much an outcome of policy initia-
tives and market reforms as it has been of market forces. The outcome is a financial system that
is not only able to handle the financing needs of the economy but one that has also proved to
be resilient in the face of various shocks to the economy. However, as the financial system has
increased in depth and breadth, it has given rise to new challenges for policy-makers, and some
of these are mentioned in this chapter. There also remain other areas of the financial system that
still need further development. These include the need to develop more market-based financing
to support the innovation and creativity-driven industries that would be a key determinant of
the Malaysian economy moving up the value chain. Overall, the financial system will continue
to evolve in response to developments in the Malaysian economy and society, as well as global
financial and technological trends. As part of this evolution, aside from guarding against the
emergence of systemic risks, policy-makers would have an important role in ensuring that the
development of the financial system is consistent with the developments in the real economy.

Notes

1 The size of the financial system is proxied by the sum of loans outstanding, stock market capitalization,
and bonds outstanding.

2 The Financial Sector Masterplan 2001-2010 (FSMP) and Financial Sector Blueprint 2011-2020 (FSBP)
issued by Bank Negara Malaysia (BNM 2001, BNM 2011) as well as the Capital Market Masterplan 1
and 2 by the Securities Commission Malaysia (SCM 2001, SCM 2011).

3 Islamic banking refers to a system of banking that complies with Islamic law also known as Shariah
law. The underlying Shariah principles that govern Islamic banking are mutual risk and profit sharing
between parties, the assurance of fairness for all, and that transactions are based on an underlying busi-
ness activity or asset.

4 Takaful refers to an arrangement based on mutual assistance under which takaful participants agree to
contribute to a common fund providing for mutual financial benefits payable to the takaful partici-
pants or their beneficiaries on the occurrence of pre-agreed events. Similar to life insurance, family
takaful refers to an arrangement by which takaful benefits are payable to takaful participants on death
or survival, including those takaful benefits payable in respect of personal accidents, disease or sickness.
General takaful refers to all non-family takaful.

5 Labuan is a designated offshore financial center, which conducts financial activities such as banking,
insurance, trust, and fund management.

6 As of January 2015, there are 12 principal dealers and seven Islamic principal dealers in the Malaysian
financial system.
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7 Sukuk, or Islamic bonds, are certificates that represent the holder’s proportionate ownership in an undi-
vided part of an underlying asset where the holder assumes all rights and obligations to such assets.

8 Namely the Banking and Financial Institutions Act 1989, Insurance Act 1996, Payment Systems Act
(PSA), Exchange Control Act 1953 (ECA), Islamic Banking Act 1983, and Takaful Act 1984.

9 This trend, however, is not observed in the bond market as the sensitivity of bond yields is more closely
related to domestic fundamentals and macroeconomic stability.
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THE PHILIPPINE FINANCIAL
SYSTEM

Developments, challenges, and opportunities

Nestor Aldave Espenilla Jr.

Overview of the Philippine financial market

Macroeconomics and the Philippine financial market

Understanding the Philippine financial market requires an appreciation of its macroeconomic
environment. While there are references to financial institutions operating in the country as
early as the 18th century, one has to consider that they were doing so without the formal over-
sight by a financial regulator.! These regulators — the Insular Treasurer was designated as the
Insurance Commissioner in 1914, the office of which was the precursor of the Insurance Com-
mission (IC); the Securities and Exchange Commission (SEC) was established in October 1936;
while the Central Bank of the Philippines (CBP) came into being in 1948 — were all in place in
the first half of the 20th century, but coming out of the ruins of World War II, one can imagine
that the focus was on reconstruction and recovery rather than development.

An inward view pervaded the 1950s and 1960s as the Philippines pursued an import-
substitution policy and economic nationalism exemplified by the “Filipino First” program.
Land reform was a major initiative but import and exchange controls were likewise put in place.
The economic policy was to substitute against imports rather than promote exports:

trade policies heavily penalized the primary and agricultural sectors and benefited the
manufacturing sector. In addition, the overvaluation of the Philippine peso during
several periods between the 1950s and the 1980s contributed to declines in the prices
of exports in peso terms and diverted resources away from agriculture and toward
import-substituting manufacturing.

(Gerson 1998)

As a result of these polices, as late as 1990, “the poverty rate was dramatically higher in the
Philippines than in its neighbors. . . . The distribution of assets has also shown little improve-
ment over the last few decades. Between 1960 and 1990, for example, the Gini coefficient* on
landholding worsened slightly” (Gerson 1998). All of these economic issues matter in the pat-
tern of saving and the development of the financial market. Charting gross domestic saving over
time will necessarily show a rising trend (Figure 9.1). However, what is equally noticeable is
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that the saving rate (i.e., gross domestic saving as a percentage of GDP) has an extended period
where it is declining, specifically from the mid-1970s to at least 1998, and then maintains a
relatively flat trend until 2012.

The economic shocks (oil rationing, high inflation, etc.) and the political dynamics in the
post-war period appeared to have nurtured a heavy reliance on the banking sector that was
operating on fixed rates (Figure 9.2). The fixed and low rates encouraged a short-term view

S ————— i :

1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

[C_—1Gross domestic savings (current USD, in billions) (LHS)
Gross domestic savings as percentage of GDP (RHS)

Figure 9.1  Philippine gross domestic savings (1960-2015)
GDP = gross domestic product.

Source: World Bank Development Indicators.
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Figure 9.2 Share of banks’ assets in total financial assets (1993-2015, in percentage) (PHP billion)

Source: Bangko Sentral ng Pilipinas.
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on saving since the “penalty” for missing out on longer-term options was low. This meant
that there was no market developing for outright long-term saving. Moreover, as noted by the
International Monetary Fund and CBP (1972: 1),

in the years 1950 to 1969, both the government and the private sector relied heavily
on Central Bank credit: on the average 53.7% of increases in liquidity from domes-
tic origin. Obviously, exclusive of the Central Bank, the financial system, with
total resources of PHP27.03 billion, liabilities of PHP19.33 billion and net worth
of PHP7.70 billion, may not be able to provide for the PHP32.24 billion financial
requirements for the Four-Year Development Program (1972-1975) simultaneous
with other exigencies of the economy.

Reforms were then pushed in various fronts, including the repeal of the anti-usury law, the
liberalization of the foreign exchange market, the entry of foreign banks, and the strengthen-
ing of the prudential norms in the banking system. The Asian financial crisis exacerbated the
need to accelerate these reforms, particularly in developing a capital market, instilling market
conduct, and shifting toward risk-based analysis. The fact that the country stood firm during
the global financial crisis reflects some degree of resilience, but clearly there is more that needs
to be done.

Banking industry

Like in many Asian countries, the Philippine banking system until the early 1980s was primar-
ily tasked with a developmental role (Gochoco-Bautista 1997). It was viewed as the conduit
of credit to sectors deemed as high priority by the state. Controls on interest rates, subsidies,
and directed lending were some of the ways this was carried out. Beginning in 1980, however,
financial liberalization and reforms were undertaken including, among others, the lifting of
interest rate ceilings, and the promotion of bank consolidation and mergers.

The 1990s saw fundamental changes in the banking industry. In 1994, foreign bank entry
was allowed under Republic Act 7721. The foreign exchange market was also liberalized, tak-
ing away the exclusive right of banks to manage and trade foreign exchange. With the liber-
alization of the financial and capital markets, foreign capital inflows began to surge in the early
1990s, peaking at a little over 7% of GDP in 1996.

The hard lessons of the 1997 Asian financial crisis paved the way for the broad-based restruc-
turing of the financial sector. Throughout the years, the Bangko Sentral ng Pilipinas (BSP)
remains steadfast in pursuing meaningful reforms to promote continuing financial stability.
Efforts toward this end are threefold: (1) broad-based and continuing financial sector restructur-
ing to develop a dynamic, stable, and truly inclusive financial system; (2) cross-sectoral coop-
erative arrangements with financial regulators,’ legislators, and the private sector to harmonize
regulatory standards and align the same with international norms; and (3) reform-oriented and
integrated advocacy on financial inclusion, consumer education, and protection.

As of end-December 2015, there was a notable streamlining in the banking landscape as the
number of operating banks (measured by the number of head office) went down to 632 banks
from 648 banks in 2014. This was 1.7 times lower than the peak of 996 banks in 1998 when
the BSP started introducing its merger and consolidation policy. On the other hand, bank net-
work (measured by branches, microbanking offices and other bank offices) expanded by 411
additional bank offices to 10,124 branches in 2015 (vs. 9,713 in 2014), and this was 1.9 times
wider than the network of 6,650 bank offices recorded in 1998.
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This streamlining in banking footprint occurred amid continued credit expansion with
improving asset quality. Both the non-performing loan (NPL) and distressed asset ratios
improved to 2.1% and 4% as of end-2015. Of the distressed assets, banks’ holdings of real
and other properties acquired with tenure of beyond 10 years have been declining, on aver-
age, at slower pace of 7.7%" for 2010 to 2014. Thus, interest-based earnings buoyed overall
profitability of banks in 2015. Net interest income grew annually by PHP 30.4 billion to PHP
351.9 billion for the period ending 31 December 2015. Banks’ risk-taking activities likewise
had minimal impact on capital as capital adequacy ratio of universal and commercial banks stood
at 14.9%, on a solo basis, as of end-December 2015 (Figure 9.3a-d).
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Figure 9.3a  Banking industry indicators (PHP billion)
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Securities market

It is not clear when the first security was issued in the Philippines, but it is evident that the secu-
rities market is at least a century old since the Manila Stock Exchange (MSE) was established
in 1917. Tasked with the oversight of this market and to safeguard public interest is the SEC,
which was established on 26 October 1936.

The legal mandate of the SEC is embodied under Republic Act 8799 or the Securities
Regulation Code (SRC). The SRC provided for the reorganization of the SEC to give greater
focus on its role in developing the capital market, fostering good governance, and enhancing
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investor protection.” The Implementing Rules and Regulations of the SRC was revised in
2015 to liberalize the capital raising environment and to help market players meet the chal-
lenges posed by increasing market sophistication.

The operations of the equities market are managed through the Philippine Stock Exchange
(PSE) which was established in 1992 out of the unification of the MSE and the Makati Stock
Exchange. The SEC granted the PSE “self-regulatory organization” status in 1998, allowing
the exchange to define and implement rules for the equities market and to establish governance
guidelines for trading participants and listed companies. The Market Regulation Division of
the PSE was largely tasked to oversee rules, compliance and governance. This was subsequently
spun-oft and re-established in 2011 as a separate juridical entity, the Capital Markets Integrity
Corporation (CMIC). By 2012, the CMIC had taken the role of the self-regulatory organiza-
tion for the equities market, effectively making the CMIC the primary regulator of the trading
participants.

In terms of size, the local stock market has been growing. Market capitalization has been ris-
ing (Figure 9.4) and so has the Philippine Composite Index (PSEi). In recent periods, the PSE
maintains one of the highest price-earnings ratios in the ASEAN (Figure 9.5), particularly if
one adjusts for inflation over time (i.e., using a cyclically adjusted highest price-earnings ratio).

In 2008, the PSE started tracking investor accounts and profiling investors through the Stock
Market Investor Profile. Data through 2012 show that the number of Filipino stock market
investors continues to be limited, barely accounting for half a percentage point of the total
population. Financial technology (fintech) is evident through the emergence of online trading
platforms which make trading more convenient as well as to the greater awareness by the public
in the nuances of stock market investment (Crisostomo, Padilla, and Visda 2013). Thus, the
profile of the Filipino retail investor reflects the rise of online investors and the ongoing shift in
the age composition of investors to a younger group.

An organized fixed income market has had a much shorter history. Despite the prevalence
of government securities, its trading was done through bilateral over-the-counter arrangements.
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Figure 9.5 Philippine stock market P/E ratio
Source: Bangko Sentral ng Pilipinas.

Apart from a functionally opaque market of bilateral trading, there was no “price discovery”
to speak of. Since the Deposit Secrecy Act (Republic Act 1405) prohibits disclosure of or
inquiring into anyone’s deposits with a bank, retail investors were effectively limited to buy-
ing securities from the inventory made available by the bank where the investor has a bank
account. This arrangement nurtured an opaque environment of conflicted interests, since retail
investors would not have a choice over the full array of securities outstanding and would not
know if the price they were agreeing on was in fact inferior to prices trading bilaterally in the
professional market.

Two major scandals involving debt securities as well as the 1997 Asian financial crisis sig-
nificantly affected the market. In response, the Bankers Association of the Philippines® (BAP)
spearheaded the creation of an exchange market for fixed income (i.e., debt) instruments (Fig-
ure 9.6). The Philippine Dealing and Exchange Corporation (PDEx) was incorporated in 2003
as the trading platform for debt securities but the BAP vision had evolved into an end-to-end
(i.e., from trading to clearing and settlement to post-settlement facilities) solution by then.
Apart from PDEX, the Philippine Depository and Trust Corp. (for Securities Services), the
Philippine Securities Settlement Corp. (for Payment and Transfer Services), and the PDS Acad-
emy for Market Development Corp. (for Market Education and Development) were likewise
created under the Philippine Dealing Systems Holdings Corp.

Formally launched in March 2005, PDEx provides an online inter-dealer trading platform
for the secondary trading of government securities. Designated by the BAP as its calculating
and posting agent, price discovery is provided to trading participants and reported to the public
subsequently.” In addition to its role as market operator, the SEC granted PDEx an SRO status
for the exchange and over-the-counter trading of fixed income securities.

The Philippine bond market has seen in recent years more corporate issuances,® but by and
large, it remains dominated by national government issued bonds. As of December 2015, the
value of the Philippine bond market was calculated at PHP 4.8 trillion, 83% of which are issu-
ances of the government (Figure 9.7). ADB notes that, moving forward, the challenge lies with
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Figure 9.6  Annual fixed income trading volume (2005-2015)
Source: Philippine Dealing and Exchange Corporation.
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Source: Asian Bonds Online.

making the local bond market more robust through pricing, liquidity enhancements, increased
private debt issues and development of hedging markets in line with regional integration.’

Insurance and contingent claims

Officially speaking, the insurance industry has a longer history in the Philippines than the secu-
rities market.!” During the Spanish occupation, the concept of insurance was first introduced
in the Philippines by Lloyd’s of London by appointing Strachman, Murray and Co., Inc. as its
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representative in the country. The first life insurance company was established in 1898 with
the entry of Sun Life Assurance of Canada, followed by Yek Tong Lin Insurance Company,
the first domestic nonlife insurance company, in 1906. Shortly after, the Insular Life Assurance
Co., Ltd., the first domestic life insurance company in the country, was established in 1910.

The Philippine insurance industry provides general and life insurance, which includes health,
accident and disability insurance, to Filipino individuals, households, and businesses. It is regu-
lated by the Insurance Commission (IC) under the Department of Finance (DOF). The IC is
mandated to regulate and supervise the insurance industry in accordance with the provisions
of the Insurance Code of the Philippines' in order to ensure that adequate insurance protec-
tion is available to the public at a fair and reasonable cost and to assure the financial stability
of the insurance industry so that all legitimate claims of the insuring public are met promptly
and equitably. Also, it issues licenses to pre-need companies, insurance agents and other agents
involved in insurance activities such as general agents, resident agents, underwriters, brokers,
adjusters, and actuaries.

Under the DOF Department Order No. 15-2012, minimum capitalization for domes-
tic/foreign insurers (life or nonlife) and microinsurers were increased to PHP 1 billion and
PHP 500 million," respectively. The insurance industry adopted a risk-based capital (RBC)
framework under Insurance Memorandum Circulars No. 6-2006 and 7-2006, wherein every
insurance company is annually required to maintain a minimum RBC ratio of 100% and to
successfully comply with the trend test. These regulations aim to boost the insurance industry
to better compete globally and provide cushion against risks for the protection of the insured.

Latest performance indicators of the insurance industry are on an uptrend, with assets amount-
ing to PHP 1.29 trillion as of June 2016. The combined premium generated by both life and
nonlife insurance sectors declined by 9.11% to PHP 105.5 billion for the same period. How-
ever, latest data on insurance penetration rate is still low at 1.8% as of June 2015 (Table 9.1).

Industry players consist of 30 life insurance and 68 nonlife insurance companies in 2015. The
significant number of players has resulted in competition and has affected premium pricing." In
addition, the life insurance sector also competes with other financial institutions such as mutual
funds and banks.'*

Figure 9.8 shows the net worth and premium income of the top five life and nonlife insur-
ance companies in the Philippines as of 2014. The top five life insurance companies accounted
for 74.2% share and 61.4% share of the sub-group’s net worth and premium income, respec-
tively, implying high concentration of the industry. On the other hand, the nonlife insurance

Table 9.1 Philippine stock market volume of transactions (in million shares)

Insurance Industry In PHP billion % Change
June 2016 June 2015
Total Assets 1,290.59 1,073.52 20.22
Total Liabilities 1,028.07 886.94 15.91
Total Net Worth 262.51 186.58 40.70
Total Paid-up Capital 42.55 40.8 4.27
Total Investments 1,125.44 929.87 21.03
Total Premiums 105.52 116.11 9.11)
Total Benefit Payment/Losses Incurred 39.19 36.91 6.17
Total Net Income/(Loss) 19.17 10.86 76.56

Source: Compiled by author with information from the Insurance Commission website.
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industry is relatively dispersed as the top five nonlife insurance companies held a smaller 38.4%
share and 37.7% share of the sub-group’s net worth and premium earned, respectively.

Meanwhile, the challenges faced by the insurance industry are chiefly on the low penetra-
tion rate, growing natural catastrophe risks due to climate change and high reinsurance risk.
The low penetration rate is mainly due to the lack of awareness and the generally conservative
nature of majority of Filipinos when it comes to insurance. Meantime, the threat of climate
change combined with the country’s vulnerability to natural disasters is unavoidable and puts
pressure on the income generation of the industry. Correspondingly, due to the high exposure
of insurers to losses from the growing incidents of catastrophes, reinsurance risk has grown. In
the Philippines, all nonlife companies are required to reinsure with the country’s only Filipino-
owned reinsurance firm, the National Reinsurance Corporation of the Philippines, although
they are not prohibited from reinsuring with foreign reinsurance firms.

Critical contemporaneous issues

Notwithstanding significant progress as a result of systemic implementation of financial sector
reforms, the Philippine financial sector does face some critical challenges. Two specific issues
are being discussed in the following: (1) the need to collaborate across regulatory agencies and
legal mandates arising from both microprudential oversight requirements and the macropru-
dential objective of financial stability; and (2) our continuing agenda on financial inclusion.
These are prominent issues because they cut across traditional financial market segments. More
importantly, the specific outcomes of these developments are likely to leave their footprint so
as to strategically alter the regulatory landscape as the market moves forward.

Coordination and collaboration of microprudential and
macroprudential responsibilities

Coordination and collaboration are certainly necessary when it comes to the supervision of
financial institutions, but it is more so in cases such as that of the Philippines where the regula-
tory framework is based on the traditional demarcation between securities, insurance, and bank-
ing markets. In recent decades, these traditional demarcations have become much more opaque
and much less binding, thus making the case for even stronger coordination and collaboration.

The Financial Sector Forum (FSF) was formally established on 5 July 2004 by the BSP,
SEC, IC, and the Philippine Deposit Insurance Corporation (PDIC). This voluntary endeavor
provided an institutionalized framework for coordinating common microprudential supervisory
and regulatory issues. Formalizing this cooperative body through a Memorandum of Agree-
ment (MoA) recognized the commitment of the four agencies while at the same time preserv-
ing the mandate of each agency under respective laws.

Currently, the focus of the FSF has been on the supervision of financial conglomerates,
adherence to quality control standards in external audit, the protection of financial consumers
and the streamlining of regulatory reports together with the sharing of information. From time
to time, the FSF also has ad hoc work undertaken to assess immediate concerns such as the
requirements of ASEAN integration, the enhancement of payment systems and, more recently,
crowdfunding.

The prudential focus on conglomerates — particularly non-financial conglomerates with a
financial group embedded within the conglomerate — is driven by the fact that the Philippine
economy in general is dominated by such corporate structures. Although the size of these
conglomerates has been cited as a possible cause for concentration risk,'" the more compelling
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concern is their complexity and the degree of inter-connectedness that arise from intra- and
inter-conglomerate dealings.

To improve financial conglomerate supervision, the FSF set up common governance
expectations applicable to their respective supervised financial institutions, and strengthening
coordination efforts to come up with a holistic assessment for the group. To implement this
alternative, the FSF had drawn guidelines strengthening oversight and control standards for
managing related party transactions (RPT) that will be implemented by each member agency.
Further to this, FSF member agencies are reviewing their existing corporate governance stand-
ards to come up with common criteria applicable to all supervised institutions.

The BSP, for its part, issued such governance guidelines on RPTs through Circular No.
895 dated 14 December 2015. The guidelines highlight that while transactions between and
among the entities within the same group create financial, commercial, and economic benefits,
a higher standard should be applied to protect the interest of all stakeholders.'

Another key concern for the FSF is the important role of external auditors. Part of this is a
concern over transparency, but the key underlying issue is the reliance of both the public and
of regulators on the opinion rendered by external auditors in making subsequent decisions.

In line with the general objective of promoting the adherence of external auditors to qual-
ity control standards in auditing, the BSP, SEC, IC, and the Board of Accountancy forged an
agreement on 12 August 2009 to formalize the framework and process for the synchronization
of the accreditation requirements of external auditors. Following this, FSF member agencies
adopted common standards on the expectations for an effective external audit function.

To further address the issues and challenges to improving the quality of external audit, the
Forum has activated the Council for Accreditation and Quality Control of Practicing CPAs
(Council). Under the MoA, the Council shall discuss policy issues on quality control stand-
ards of accredited external auditors, oversee the implementation of the MoA, and recom-
mend improvements/enhancements of the synchronized accreditation/selection procedures
and requirements. On 15 September 2015, the Council signed the Terms of References of the
Council which ultimately aims to promote adherence to quality control standards in external
audit.

The FSF has also recognized the critical facet of consumer protection as among the pillars
of sustained macrofinancial health. The forum appreciates that the growth of the Philippine
economy over the past decade and a half does not guarantee that the financial consumer is auto-
matically better positioned to identify opportunities and improve their financial well-being. To
the contrary, the expanding macrofinancial market gives rise to increased occasions where the
financial consumer is compromised, either by unlawful and unethical business practices or by
his own constraints on financial literacy.

In addition to the above, information sharing and providing a thriving database are necessary
for the other initiatives. The existing multilateral MoA dated 19 April 2006 is being amended
to capitalize on the use of information technology in facilitating a more efficient and fluid
exchange of data and information relevant to the supervision and/or regulation of entities under
the jurisdiction of the FSF agencies.

The other aspect of cooperation and collaboration arises from the pursuit of financial stabil-
ity as the de facto prudential norm. Financial authorities are now tasked — whether explicitly
under mandate of law or implicitly as part of general oversight — to consider the build-up and
mitigation of systemic risks. While this is expected in the aftermath of the global financial crisis,
it does pose specific challenges for authorities.

Knowing what to avoid (i.e., the ex post manifestations of instability) neither defines how to
achieve what should be achieved nor identifies the accountable stakeholder who can lead this

156



The Philippine financial system

pursuit. Faced with these uncertainties while recognizing the importance of financial stability
as the new normal for prudential policy and oversight, the BSP created a high-level Financial
Stability Committee within the central bank and, in parallel, proposed to the legislature pos-
sible amendments to its charter to formally include financial stability as one of its mandates. The
focus on financial stability has been extended with the creation of an inter-agency Financial
Stability Coordination Council (FSCC).

The BSP Financial Stability Committee was created in September 2010. The Committee
is chaired by the governor and has all three deputy governors as core members (Figure 9.9).
A technical committee provides the link between the workstreams (i.e., working groups
assigned to address a specific issue) and the high-level committee. The committee meets every
two months to assess developments arising out of its continuing surveillance of the markets as
well as to discuss the progress of the various workstreams.

The BSP recognized and appreciated early on that the pursuit of financial stability will nec-
essarily be beyond the legal remit of the central bank and will therefore involve other stakehold-
ers. On this premise, the FSF discussions led to an agreement to establish a parallel inter-agency
body specifically focused on financial stability issues. This provided a natural complementation
between the microprudential and sectoral risks that the FSF focuses on as against the macropru-
dential and systemic risks that this new body intends to manage.

This new body is the FSCC and its creation was formally agreed upon by the FSF members
on 4 October 2011. Aside from the four FSF members, the FSCC also includes the DOF in
the Executive Committee and the Bureau of the Treasury in the supporting subcommittees or
work stream. The inclusion of the DOF puts the fiscal authority into the discussions on poten-
tially systemic issues and having the Bureau of the Treasury in both the work stream and the
Steering Committee ensures that capital market risks are likewise considered.

Financial Stability Committee (FSComm)
Financial Stability Coordination Council

. Executive
Department of Finance Committee

Financial Sector Forum

Philippine Deposit Insurance Corporation
Bangko Sentral ng Pilipinas —p
Koisyon ng Seguro

Securities and Exchange Commission Philippines

Technical
Committee

Shadow Banking --|
— Real Estate
Workstream

Capital Flows
Workstream

Corporate
— Leverage
Workstream

Intra-day Liquidity
Workstream

Figure 9.9 Financial stability coordination council membership

Source: Compiled by author with information from Bangko Sentral ng Pilipinas.
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The FSCC is chaired by the governor of the BSP. It meets quarterly and the technical sec-
retariat support is provided by a team from the BSP.

Financial inclusion

A second overarching strategic issue is that of financial inclusion. This is not just an initiative
that is benefiting from a popular global focus but one that is fundamental to the sustainability
of the Philippine financial market."” As an archipelago of 7,107 islands with a population
of more than 100 million, 18 administrative regions, and 182 live languages, one can only
imagine the socio-economic segmentation that prevails in the country. With Palma ratios of

over three times,'

one is not necessarily surprised with findings that only 31% of Filipino
adults have a formal financial account and only 32.5% of the population has some form of
insurance coverage."

If the financial market is to maintain its value proposition as the venue for stakeholders to
either mobilize economic saving through financial instruments or raise funding for entrepre-
neurial as well as consumption purposes, then it must necessarily be responsive to the needs of
the economic consumer. The objective, as noted in the definition of financial inclusion, is to
provide “effective access,” and this is possible only if there is a broad menu of financial products
and services which have been calibrated to the varied needs of differentiated consumers.

In the absence of such effective access and broad menu of calibrated financial products and
services, the financial market will then simply cater to those that are “financially included.” This
perpetuates an economic imbalance by disenfranchising those who need the value proposition
of financial markets the most at the margin.

Following a continuing commitment toward inclusion, data on access and usage of formal
financial services in the Philippines suggest that the country’s financial system has become more
inclusive over the years. In terms of access, the number of bank branches from September 2014
to 2015 increased by 3.9%, from 10,160 to 10,560 offices, covering 64% of all cities and
municipalities in the country, while the number of automated teller machines grew by 10.5%
from 15,182 to 16,778 over the same period.*” Non-bank financial service providers including
credit cooperatives, non-stock savings and loan associations, microfinance non-government
organizations, pawnshops, remittance agents, money changers, foreign exchange dealers and
electronic money (e-money) agents remain important access points especially in those areas
without physical banking presence. About 67% of cities and municipalities without banking
offices are being served by these providers.

Usage of formal financial products is generally increasing, as gleaned from the 10% growth
of the volume of bank deposits and 16% growth for loans between September 2014 and Sep-
tember 2015 while the total number of deposit accounts increased by 5% from 48 million to
50 million during the same period.

Microdeposits increased by 28% from PHP 3.8 million in September 2014 to PHP 4.8 mil-
lion in September 2015. The number of microdeposit accounts likewise increased by 31% from
1.9 million accounts to 2.5 million during the same period. Meanwhile, microinsurance deliv-
ery and coverage also improved. Thirty-nine banks authorized to sell microinsurance products
together with other licensed micro-insurance providers covered 29 million individuals in 2014
compared to 28 million in 2013.*!

Under the e-money regulations of the BSP, there has been a notable growth of accounts,
transactions, e-money issuers and agents. Thirty-one institutions, banks and non-banks alike,
are now offering e-money products and services. These institutions employ 13,345 active agent
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outlets as distribution channels. This vast network enabled e-money issuers to reach almost
11 million account holders with outstanding balances of over PHP 9 billion.

All of these data are encouraging signs that ongoing efforts are indeed extending the frontiers
of the financial market in a more inclusive manner. But they cannot be taken as measures of
success as if the objective has finally been achieved. The more realistic view is that the initia-
tive of making financial markets more inclusive will have to be a continuous cross-cutting task
among many stakeholders and any gains along the way will fundamentally reshape the financial
market, its product offerings and its relationship with the financial consumer.

The financial inclusion agenda has brought to fore the need for consumer protection because
those previously “excluded” are not likely to have sufficient appreciation of the risks that they
may be taking with specific products. By extension, they too may not yet be in a position to
compare the nuances of financial risks across competing products. Either case is clearly a signifi-
cant concern and should not be allowed to fester.

Aspiring for an inclusive financial system will mean that more financial transactions are
expected. The sheer increase of transactions, let alone a potential increase in the take up of
risk products as a result of more appetite over time for financial risks, should also translate to
more occurrences of transactions that will be subject to disputes. Clearly, this could occur in
the securities, insurance or banking markets, necessitating that a coordinated redress framework
must already be in place to handle any disputes that arise.

The sheer volume of transactions is not the only premise for a redress framework (Fig-
ure 9.10). Financial sales agents are potentially conflicted if they singularly focus on making a
sale without due consideration of the suitability of the client to the financial product. Having a
redress mechanism provides a recourse to address either malpractices or temper the indiscrimi-
nate selling of sophisticated financial products and services to interested, albeit inexperienced,
retail customers.
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Figure 9.10  Complaints, inquiries, and requests (2006-2016)

Source: Bangko Sentral ng Pilipinas.
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The BSP issued its Financial Consumer Protection Framework (Circular No. 857). Part of
this framework focuses on five standards of market conduct that shall apply to financial service
providers. The framework also lays down guiding principles to handle conflicts of interest:

1 Disclosure to the consumer prior to the execution of the transaction that the former or its
staff has an interest in subject transaction;

2 Disclosure that the financial institution only recommends products issued by related compa-
nies, particularly when commissions or rebates are the primary basis for the recommendation;

3 Disclosure of the remuneration to be received from the transaction, at the pre-contractual
stage; and

4 Institutionalization of adequate systems and controls to promptly identify issues and matters
that may be detrimental to a customer’s interest (e.g., cases in which advice may have been
given merely to meet sales targets, or may be driven by financial or other incentives).

These guiding principles are geared toward giving the financial consumer full information
about the gains that will accrue to the seller should the transaction be consummated.

Market direction: mitigating the risks of capital market underdevelopment

The preceding reflects the many moving parts of the Philippine financial market. While each facet
has its own story to tell, the most interesting ones are those that cut across traditional markets. This
is so because they will likely have the most impact in reshaping the market landscape and are also
the obvious triggers for system-wide dislocations if they are not handled “appropriately.”

As a policy objective, capital market development has been discussed for an extended period.
The banking authority has a natural stake on this issue because a developed capital market
reduces the reliance on bank credit with long-term exposures, provides a better environment
within which banks operate as trading participants, and creates proper valuation between short-
term and longer-term (credit, liquidity, time) risks.

The impression though is that progress has been much more modest when compared to
desired outcomes. With global and regional markets volatile since the second semester of 2015,
the risks arising from capital market underdevelopment has become rather elevated and, if not
mitigated effectively, can easily escalate into a systemic risk.

Market stakeholders have long desired of a transparent, market determined, and binding
yield curve which some have argued is not what is available today. They point out that the cur-
rent reference rate is “too volatile” for purposes of being a benchmark (Figure 9.11).

The problem appears to be driven by the fact that the outstanding issues of government
securities are not evenly distributed across benchmark tenors (Figure 9.12). Latest data show
that only 7.22% of outstanding issues have a remaining term of less than one year (Figure 9.13).
As a result, the rate tends to swing more erratically between done, bid, and interpolated rates.

There is a need to address the sources of volatility in the benchmark rates so that distortions
do not arise. While it can factually be argued that the volatility may be reflecting the market’s
lack of uniform liquidity, it is also known that volatile benchmark rates mean that mark-to-
market values of tradable securities will be just as volatile. There is further a consumer protec-
tion issue here since financial consumers may be acting upon (temporarily) favorable values
when in fact these are volatile in nature.

Enhancing the benchmark-setting exercise is critical. It can mitigate systemic risks as well
as consumer protection issues. But this will need a fiscal response since the underlying issue
remains the distribution of outstanding government securities.
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Figure 9.11 Benchmark rates
Source: Raw data sourced from the Philippine Dealing and Exchange Corp.
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Figure 9.12  Residual maturity of HTM government securities (as of end-December 2015, PHP billion)

Source: Financial reports submitted by banks to the Bangko Sentral ng Pilipinas.

The discussion on capital market development naturally segues to the intent to integrate the
Association of Southeast Asian Nations (ASEAN). Although it may sound ironic, one should
expect that the desire to harmonize and converge will highlight in the process existing diver-
gences. That said, the decision to integrate as a single market and production base was made
two decades ago, and we find ourselves today at the point of executing this policy and political
directive.
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Figure 9.13  Outstanding amount of government securities by residual maturity (PHP million)

Source: Bureau of the Treasury.

For the rollout of the ASEAN Banking Integration Framework, preparations are needed for
the banks and for the public. Quite frankly, to the extent that the qualified ASEAN banks will
operate within the regulations of the host jurisdiction, 