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EXECUTIVE SUMMARY

The Fund has continued to make great efforts to enhance financial sector focus and
analytics in bilateral surveillance. The main initiatives include enhancing collaboration
with other multilateral institutions, improving analytical tools and methodologies, and a
major strengthening of the financial sector capabilities in area departments. The fruits of
these efforts are already visible in the better treatment of financial sector issues in Article IV
reports.

But more needs to be done to keep up with an ever-changing financial landscape. To be
sure, it is unlikely that any single measure or reform will address this challenge, but the
amendments to the Financial Sector Assessment Program (FSAP), including the introduction
of financial stability modules, represents an important step. This paper discusses additional
initiatives that are being considered or have recently been launched to further strengthen the
treatment of financial sector issues in Article IV consultations. These include:

Ensuring Better Integration of FSAP Findings into the Article IV Reports:

J Standardized risk-assessment matrix (RAM), to be produced in FSAPs, would
identify the most important threats to financial sector stability, evaluate their
likelihood, and discuss their expected impact on macro-financial stability, thereby
helping to frame the discussion of these issues in Article IV consultations.

Building Bridges Across Complementary Initiatives:

o This would involve integrating more consistently the findings from the Fund’s
multilateral exercises into bilateral surveillance through: (i) the review process; (ii) an
enhanced interdepartmental Financial Sector Group; and (iii) cross-country, thematic
staff papers.

Strengthening the Analytical Content of Bilateral Surveillance:

o The coverage of cross-border issues would be improved by: (i) better integrating
existing data resources and making such data more accessible to country teams;
(i1) improving measurement of cross-border risks and better integrating assessments
of off-shore exposures in Article IV consultations; and (iii) making greater use of
cross-border analytical tools (as developed in EWE and the GFSR).

o Balance sheet analysis would be integrated more systematically into staff’s
macroeconomic scenarios, and stress tests and scenario analysis would also be used to
assess the impact of macroeconomic scenarios on financial solvency.

o Financial sector coverage in low-income countries (LICs) would be strengthened
through greater attention to the impact of underdeveloped financial markets on the



effectiveness of macroeconomic policies and the economy’s ability to absorb shocks.
A new IMF-World Bank LIC Financial Group, under the auspices of the Financial
Sector Liaison Committee (FSLC), will help upcoming Article IV missions identify
macro-financial stability issues and associated market development needs; serve as a
forum to align Bank activity under FSAPs with stability needs of LICs; and facilitate
collaboration in the field or off site.

These initiatives will require difficult tradeoffs in a constrained budget environment.
Current budget realities may require a phased approach, one that will be guided at least in
part by collaborative efforts by area departments, MCM, and SPR to review the experience
and tailor priorities where they are likely to be most effective.



I. THE EVOLVING CONTEXT'

I. The global financial crisis has spurred renewed calls from the international
community for the Fund to play a lead role in financial sector surveillance. The
International Monetary and Financial Committee (IMFC), in particular, stressed the need for
the Fund to enhance the effectiveness of surveillance through improving its analysis of
macro-financial linkages, cross-border spillovers, and sources of systemic risks (to help
prevent future crises). The IMFC also reiterated the importance of embedding financial
sector surveillance more effectively in Article IV consultations, and integrating its results
into the Fund’s broader macroeconomic surveillance.”

2. The Fund has affirmed its commitment to a strong focus on financial sector
issues. The 2007 Decision on Bilateral Surveillance stated that financial sector policies will
always be a subject of the Fund’s surveillance, and in October 2008, the Board adopted a
Statement of Surveillance Policies (SSP) for 2008—11 that gave prominence to financial
sector issues.” In particular, the operational priorities included financial sector surveillance
and real-financial linkages, as well as risk assessments and multilateral perspectives.*

3. The Fund has embarked on several specific initiatives to enhance the quality of
financial sector surveillance. In particular, multilateral surveillance has been enhanced by
the joint IMF-Financial Stability Board’s (FSB) Early Warning Exercise (EWE), which
merges the Fund’s macro-financial analysis with the FSB’s regulatory insights to identify
risks in major financial markets and provide policy options to mitigate these risks. A
Financial Sector Surveillance Guidance Note (FSSGN) has been issued to staff. Research
continues to strengthen the analytical tools to enable more rigorous analysis of macro-
financial linkages and to improve methodologies to assess financial sector vulnerabilities.
Cross-country analytical work in the Fund is also being enhanced.

! The main contributors to this paper are Ritu Basu, Gilda Fernandez, Pedro Rodriguez, Wasima Rahman-
Garrett, Era Dabla-Norris, Jean-Frangois Dauphin and Ulric Erickson von Allmen (all SPR) under the
supervision of David Marston (SPR) and Christopher Towe (MCM). The paper also benefited from
contributions from Mariano Cortes (MCM) and Colleen Cardillo, Robert Heath, Rene Piche and Alfredo Leone
(STA), as well as inputs from area departments (for Box 2).

2 Communiqué of the International Monetary and Financial Committee of the Board of Governors of the
International Monetary Fund, April 25, 2009. The G-20 has also called for the Fund, in cooperation with the
Financial Stability Board (FSB), to monitor progress in the efforts under way to strengthen the financial system
through improvements in financial supervision and regulation (G-20 Leader’s Statement, April 2, 2009).

? Bilateral Surveillance Over Members’ Policies (DEC/13919, 06/15/07).

* Surveillance Priorities for the International Monetary Fund, 2008-2011. The economic priorities of the SSP
are expected to be revised in September 2009 but will continue to give prominence to financial sector issues.


http://www.imf.org/external/np/cm/2009/042509.htm
http://www.imf.org/external/np/cm/2009/042509.htm
http://www.imf.org/external/np/sec/pr/2009/pdf/g20_040209.pdf
http://www.imf.org/external/pubs/ft/sd/index.asp?decision=13919-(07/51)
http://www.imf.org/external/np/pdr/surv/2008/index.htm




Box 1. Financial Sector Surveillance Guidance Note (FSSGN)

The FSSGN provides an organizing framework and access to a wealth of resources for the conduct
of financial sector surveillance. The note is nonprescriptive, and provides access to quantitative tools
and other analytical material on macro-financial risk assessment and to evolving international views on
financial sector policy issues through an interactive web-based platform. It also provides examples of
good practice in Article IV staff reports and FSAPs, links to MCM’s Knowledge Bank (an evolving
product), and contacts of Fund’s financial sector experts. Specifically, the FSSGN:

Provides guidance on how to assess possible sources of risks, including:
e  Exposures of financial institutions to credit, market, liquidity, and operational risks;

e Risks from linkages across sectors in the domestic economy and across borders; and

e Legal, institutional, and other structural issues, including the contractual environment, the role of
state banks, and foreign bank entry.

Describes quantitative diagnostic tools to assess various types of risks, including:

e Financial Soundness Indicators (FSIs);

e  Market-based indicators (i.e., equity prices, credit spreads, and credit ratings, etc.); and
e  Modeling techniques such as stress testing and the balance sheet approach.

Describes qualitative tools, including:

e Assessments of a country’s compliance with various standards; and

e Codes and other guidelines that provide broad principles and benchmarks to identify deficiencies in
key areas.

Points out possible policy recommendations depending on country circumstances, including the macro
and micro aspects of:

e  Crisis prevention policies to address emerging asset price bubbles, credit booms, potential capital
flow reversals, and inadequacies of capital requirement frameworks, supervisory practices, and
liquidity management frameworks; and

» Crisis management policies to improve existing frameworks to deal with crisis containment,
restructuring and resolution, and asset management.

The collection, dissemination, and quality of existing data have been improved.
New websites including STA’s Data Link (for internal Fund use only) and the
external Principal Global Indicators site (developed jointly with other international
agencies), provide access to cross-country comparable indicators for the G-20, links
to key country-specific public agencies, and economic and financial indicators from
selected international agencies (a number of additional countries, agencies, and
indicators are covered in STA’s data link). In addition, a group of more than

25 countries started in July 2009 to disseminate FSIs via the IMF’s Financial
Soundness Indicators website, with the participation expected to increase as the
database is expanded. Furthermore, work is under way to explore the inclusion of
financial indicators in the Special Data Dissemination Standard (SDDS) on an
encouraged basis.



http://financialdatalink.sharepointsite.net/default.aspx
http://fsi.imf.org/
http://fsi.imf.org/

7.

Extensive work is being done to fill data gaps.” An Inter-agency Group on Economic
and Financial Statistics chaired by the Fund and comprising the Bank for
International Settlements (BIS), the European Central Bank (ECB), Eurostat, the
Organisation for Economic Cooperation and Development (OECD), the World Bank,
and the United Nations (UN) is working in several areas to fill data gaps revealed by
the crisis. In addition, in July 2009, an FSB/IMF “Users Conference on the Financial
Crisis and Information Gaps” stressed the following areas for national and
multilateral action: develop better analytical frameworks for system-wide risk
assessments; strengthen the monitoring of the risk exposures of systemically
important institutions, as well as of the nonbank financial sector, and their inter-
linkages both domestic and cross-border; reprioritize and review FSIs and broaden
their coverage to nonbank intermediaries; and enhance analysis and data on cross-
border financial flows. Also, a Working Group (BIS, ECB, IMF and World Bank) on
Securities Databases is preparing a Handbook on Securities Statistics to promote
coherent and internationally comparable securities statistics. Work is also under way
to better assess the systemic importance of financial institutions.®

Area departments have continued to build financial sector analysis capacity. This
reflects the many initiatives to strengthen in-house quality of financial sector
surveillance (Box 2).

Continued efforts are being made to enhance multilateral analyses of macro-
financial linkages. MCM’s high-frequency market monitoring has been strengthened
and provides an important input for country teams; weekly interdepartmental
meetings chaired by management have provided an important platform for
disseminating information and flagging emerging vulnerabilities; efforts to integrate
the core policy messages of the WEO and GFSR have yielded important
improvements; and greater effort is being made to integrate the results of the Fund’s
various vulnerability exercises into bilateral surveillance.

These efforts have helped improve the quality and depth of financial sector

analysis. For instance, many Regional Economic Outlooks (REO) have covered in depth
financial sector issues. And the analysis and coverage of financial sector issues in Article [V
staff reports and selected issues papers (SIPs) have strengthened in spite of the added
complexities of the current environment. Staff has also put out its views and research on
specific financial sector topics through Staff Position Notes and Working Papers. Studies on
financial globalization and economic policies, the implications of global liquidity for
monetary policy, the contribution of financial globalization to systemic risk, and the

7 See Addressing Information Gaps by B. Johnston et al., IMF Position Note, March 2009 (SPN/09/06).
¥ Guidance to Assess the Systemic Importance of Financial Institutions, Markets, and Instruments: Initial
Conditions (forthcoming at www.imf.org).


http://www.imf.org/external/np/seminars/eng/2009/usersconf/index.htm
http://www.imf.org/external/np/seminars/eng/2009/usersconf/index.htm
http://www.imf.org/external/pubs/ft/spn/2009/spn0906.pdf
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evolution of financial balance sheets and links to macroeconomic fundamentals, among
others, are under way.’

Box 2. Area Department Financial Analysis Capacity Development

Area departments have invested significantly in building capacity in financial sector analysis. This is evidenced
in the more comprehensive and in-depth treatment of these issues in recent reports and reflects a number of initiatives
to strengthen in-house quality of financial sector surveillance:

Enhanced coverage and output in bilateral surveillance and improved financial sector analysis

. Greater attention paid in recent Article I'V reports and selected issues papers to financial sector issues, including
the impact of the global financial turmoil on domestic banking systems, real-financial sector linkages, financial
sector developments and risks, and stress testing;

. More focused research by regional studies divisions on financial sector issues, including increased coverage of
financial sector issues in REOs. For example, the May 2009 APD REO looked at the global financial crisis and
trade finance, the potential threat from further housing price declines to growth, and deriving a financial
conditions index in key Asian markets; and the April 2009 AFR REO analyzed the Sub-Saharan African
Financial Systems in the context of the current global financial shock; and

. Books, working papers and informal/internal technical notes on financial sector issues. Examples include EUR’s
book on Integrating Europe’s Financial Markets and MCD’s analytical papers on financial sector regional
developments in the Gulf Cooperation Council (GCC).

Building infrastructure for supporting financial sector surveillance

. Preparation of internal guidance notes on the treatment of financial sector issues and how to better integrate
financial sector analysis in Article IV reports (APD, MCD);

. Formation of special financial sector working groups on issues such as financial market developments in
countries at risk of capital outflows; credit risk; corporate sector financing and vulnerabilities; bank resolution
frameworks; bank regulations and supervisory framework; and central banking issues (AFR, WHD, MCD);

. Creation of internal websites to disseminate financial sector information, analysis, and policy advice (AFR,
APD); and internal publications of monthly and weekly monitors to keep staff updated on the latest regional
developments, including on the financial sector (APD, EUR, MCD); and

. Increased provision of INS/MCM training to staff on financial sector analysis.

Enhancing focus on the financial sector in mission-related activities and increased outreach

. Multiple-country missions to various emerging markets to assess the impact of the financial crisis (e.g.,
the MCM supported 2009 cross-country mission to systemically important African emerging markets, and
similar missions by APD and WHD);

. Seminars on various financial sector issues; and

. Active participation of EUR in the debate on the EU’s financial integration and cross-border financial stability
arrangements, including through research and outreach.

Increasing collaboration and integration

. Closer follow-up by area departments of FSAP recommendations and conduct of stress testing;
. EUR and MCM collaboration on stress testing and bank recapitalization frameworks for EUR-area program

cases;

. Participation of MCM and RES economists in Article IV missions as part of area departments’ capacity-building
efforts; and

. Participation of area department economists in technical assistance missions on financial sector issues.

? A. Kose, et al., Financial Globalization and Economic Policies; A. Kose, Does Financial Globalization
Contribute to Productivity Growth; B. Gonzalez-Hermosillo and H. Hesse, Global Market Conditions and
Systemic Risk (forthcoming at www.imf.org); and M. Espinosa-Vega, J. Chan-Lau, K. Giesecke, and J. Solé¢,
Network Analysis as a Tool to Assess Cross-Border Financial Linkages (forthcoming at www.imf.org).


http://www.imf.org/external/pubs/ft/reo/2009/APD/eng/areo0509.htm
http://www.imf.org/external/pubs/ft/reo/2009/afr/eng/sreo0409.htm
http://www.imfbookstore.org/ProdDetails.asp?ID=IEFMEA
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Appendix I. Template for Integrating Cross-Border Issues in Bilateral Surveillance

1. The current crisis has highlighted the importance of quantifying cross-border
financial exposures. For instance, at the onset of the crisis it became clear that there were
large cross-border exposures to the market of U.S. subprime mortgages. As the crisis
developed, further linkages came to the forefront, such as those associated with exposures to
U.S. financial institutions (e.g., Lehman Brothers) or with exposures in derivative markets.
Furthermore, it became clear that the impact of the crisis on countries that were global or
regional financial centers had implications for countries that were dependent on these centers
for financing (e.g., Western Europe on Central and Eastern Europe).

2. Further progress is needed to measure cross-border exposures. Data on cross-
border exposures is so far limited. The key databases in this area are the BIS’ International
Financial Statistics and the IMF’s CPIS.*® Country-specific data on cross-border exposures
are sometimes compiled at the country level, but the use of that data for cross-country
surveillance is in most cases limited, given that it may be difficult to compare with data from
other countries and given that it is costly to assemble (e.g., one would have to go to each
country source to collect the data).

3. While making progress in databases covering cross-border exposures will
certainly take time, increasing the awareness of existing databases can improve
substantially the understanding of cross-border exposures. In particular, the BIS and
CPIS data, along with other databases that measure external exposures—such as the External
Wealth of Nations Database and the Developed Countries’ Flow of Funds Database compiled
by the IMF’s Research Department, can be a rich source of information to assess countries’
external vulnerabilities and cross-border risks.

Identifying Cross-Border Vulnerabilities

4. Two types of cross-border financial exposures are key, namely: exposures to
financing risk and exposures to default risk. The first type of exposure (dimension A
below) is related to the vulnerability of a country to difficulties in rolling over its liabilities.
The second type of exposure (dimension B below) is related to the vulnerability of a country
to defaults in its cross-border assets.

S. The balance sheet approach (BSA) and the International Investment Position
(ITP) can help us organize these exposures in a broader macroeconomic framework and
to identify the usefulness of the existing data on cross-border exposures. In particular, as
illustrated in Figure A1-1, the IIP corresponds to the BSA’s external exposure to the rest of

20 Results of the IMF’s 2009 CDIS will provide data at end-2010 or early 2011 on a country’s bilateral foreign
direct investment positions.

















