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FINANCIAL REPRESSION



Key Objectives of Financial Sector Development

® Key objective: promote growth and
development by intermediating
resources from savers to investors,
allocating the resources available in an
efficient manner among competing
uses in economy, leading to increased hinancialisystem
and more productive investment

HOUSEHOLDS

® |n accordance with this objective, the
financial system needs to transfer
resources across time and space




Functions of the Financial System

Liquid assets are transformed into more illiquid
investments
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Functions of the Financial System

* Managing the risks emanating from maturity
transformation

- Managing risks for savers: confidence in deposits

- Managing risks in investments: loan practices

- Developed financial system allows
diversification of asset holdings

* Payments system



What is “Financial Repression”?

® Covers wide variety of measures involving direct
government use of the financial sector to achieve certain
policy goals

® Government-imposed restrictions to use the financial
system as a source of public finance

® Government directives to affect the level / allocation /
cost of credit extended by financial sector

® Seeking competitive advantage to publicly-owned or
domestic institutions

® May support non-profitable public enterprises



What is Financial Repression?

Financial System

Consequences?

E——



The Consequences of “Financial Repression”

® Difficult to quantify, though large body of research
shows that such policies undermine growth

® Results of administered interest rates?

® Effects on: savings / consumption? Debtors / creditors?
Allocation of credit? Bank profitability?

® Results of the government using the financial
system as a source of public finance?
® Effects on: inflation taxation? Banking system which is

forced to hold public debt? Pension fund rules that
require holdings of sovereign bonds?



The Consequences of “Financial Repression”

® Results when public banks used to direct credit to
certain sectors or offer credit at subsidized rates

® Effects on: Public bank exposures? Resource allocation and
industrial structure? Regulatory forbearance? Overall
soundness of the financial system?

® \What are the likely results of restricting competition
within the banking system

® Effects on: Interest rates and spreads? Banking efficiency?
Stability of the banking system?



Case: Financial repression in India

® Prior to India’s 91 crisis, government treated the
financial system as instrument of public finance

® Fixed deposit / lending rates and loan amounts;

® Credit channelled to government and priority sectors at
below-market rates;

® Banks faced high reserve and liquidity requirements;
® Competition between banks was limited

® Allowed government to fund large budget
deficits at relatively low cost



India’s First Steps To Reduce “Financial
Repression” in the 1990s

® Lengthy process: gradual withdrawal of government
influence + development of institutions and standards

® Steps taken in the 1990’s:
® |nterest rates were gradually liberalized
® Cash and liquidity requirements reduced
® Priority sector lending requirements eased
® Prudential norms tightened

® Foreign institutional investors allowed to enter securities and
debt markets

® New private and foreign banks licensed: increase competition
® Activities of public banks were commercialized



Financial repression and housing

* Financial repression can have consequences
that go well beyond the financial sector itself

* Vietham and China are prime examples of
how households seek alternatives out of
financially repressed systems

* Risks housing bubble, even in country where
mortgages play little role, like Vietham



FINANCIAL REFORM



Pre-requisites for financial reform

Above thresholds | GDP / TFP growth'

Risks of crises l
Threshold conditions
Financial X Financial market development
globalization Institutional quality, governance
Macroeconomic policies
Trade integration

Below thresholds . GDP / TFP growth ?

Risks of crises '

Source: Kose et al. (2009) IMF Staff Papers 56(1)



But reform is multi-faceted

* Some reforms can be implemented at earlier
stages of development

 Example: FDI liberalization. Relatively stable
flow, can facilitate competition and
technology transfer (but not always... China vs.
Caribbean)

* Versus: short-term debt flows. But recently
also: long-term debt can be highly volatile



The sequencing of liberalization

Liberalize Liberalize FDI
FDI inflows outflows, other
longer-term
— f|OWS, and q
limited short-

term flows I

Full
liberalization

Revise financial legal framework =l

Improve accounting and statistics — =——t

Strengthen systemic liquidity arrangements and
related monetary and exchange operations

Policy

— Otrengthen prudential regulation and —
supervision, and risk management

Restructure financial and corporate =————

=== Develop capital markets, including pension funds sl

Stage | Stage Il Stage Il

Source: “The Liberalization and Management of Capital Flows: An Institutional View,”, IMF (2012)



Markets and Institutions (l)

® To develop the financial sector, necessary to:

® develop domestic financial markets (money market,
foreign exchange market, government paper market,
corporate bond and equity markets, etc)

® encourage competition and a level playing field within
the financial sector so that banks compete to attract
savings;

® develop a strong and transparent institutional and legal
framework for financial sector activities



Markets and Institutions (Il)

® |n terms of institutions there is a need for:

® 3 strong central bank to ensure functioning of markets and
financial stability;

® 3 financial regulatory institution (perhaps also the central bank)
that can ensure effective implementation of prudential
regulations and supervision across the entire financial system;

® high standards of corporate governance, accounting and
auditing regulations; and,

® 3 legal and court system that will protect creditor rights, and
enforce contractual regulations (“rule of law”)



Markets and Institutions (lll)

® Macro environment also of great importance in
development of the financial sector

® Removal of Fiscal Dominance

® |n order to remove the vestiges of fiscal repression, the
government needs to adopt a prudent fiscal policy under
which any deficit financing would be raised at market-
determined rates from nonbank sources

® Establishing Effective Macro Risk Management Capability

® Macroeconomic risk management depends, inter alia, on well-
functioning money, foreign exchange and government debt
markets to allow conduct of monetary/fiscal policy.



Markets and Institutions (1V)

® Finally, the nature of political institutions is also found to be an
important factor in sustaining financial sector development

® Financial liberalization measures need to be supported by a
political environment that instils trust

® Of particular importance:

Property rights
Contract enforcement (judicial system development)
Limiting corruption and cronyism

Limiting conflicts of interest (overlaps corporations / banks / regulator/
politics)



Lessons from banking crises



Banking Crises

e Usually rooted in: Real estate boom-bust or crony
investments. Quite frequent since 1970s.

* Not just regular banks:

— Advanced economies: investment banks, AlG (US '08);
LTCM ’98.

— Developing countries: pyramid schemes (Albania), direct
(“black”) financial intermediation (China now).

* Intheory: should differentiate liquidity and solvency
crises. But most liquidity crises triggered by solvency
fears



Banking Crises: Historical Experience

RR: Frequency of banking crises similar for
advanced and emerging economies.

Crises generally preceded by surging credit
growth, fueled by capital inflows; leads to asset
price bubbles

Evidence linking banking crises to financial
liberalization

Anecdotal evidence: inadequate regulation and
supervision at the time of liberalization



Capital Mobility and Banking Crises

High s + 1800-2008 b | T35
Share of Countnes
03 T in Banking Crists, 3-year
' + 30
Sum
0.8 T enpypese®y
(nght scale)
-+ a5
07 T 2
06 T
T 20
2 apital Mobility
S T 15
04 + (left scale)
: )5
0.3 18_3 T 10
02 T
/ 5
01 T
Low 0 —i — . . I —t— I 0
1500 1510 1520 1830 1840 1550 1560 1570 1850 1590 1900 1910 1920 1930 1940 1950 1960 1970 1950 1990 2000
25

Source: Reinhart and Rogoff (2008)

Fercent



What goes wrong with banks?

Credit risk: making bad loans
Liquidity risk: drying up of funds
Market risk: the impact of falling asset prices

Unauthorized “rogue” trading/major frauds



Exposures pre Asian Crisis

Balance Sheet Vulnerability in East Asia

Comimercial banlcs

A ssets & nonbanks Liakalities
Tl assets
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Source: Ohno, http://www.grips.ac.jp/teacher/oono/hp/lecture_F/lec11l.htm



Costs of Banking Crises

* Banking crises usually involve significant
welfare losses:

— Fiscal costs: can lead to debt crises
— Output costs: credit crunch; severe recessions

— Capital outflows: often lead to balance of-payment
crises

— Micro losses: depositor-bank relations



Lessons from post Asian
Crisis reforms



Lessons from post Asian Crisis reforms

The Asian crisis exposed weaknesses in
corporate governance, risk management and
bank supervision;

Bank-centric financial system, concentrated
risks. Banks poorly capitalized, high credit risk,
connected lending, and large exposures;

Double mismatch (currency and maturity)

Excessive dependence on volatile capital
inflows



Impact of Asian Reforms

2000-07: Sharp rise in Asian aggregate savings.

Insu

ated most of the Asian banking system from the

interruptions due to international wholesale funding

mar

Kets

A substantial accumulation of foreign exchange
reserves

Asian banks have become stronger (well capitalized

and

more liquid) and more efficient;

Risk-adjusted capital ratio of Asian banks has risen
substantially;



Impact of Asian reforms

* Asian regulators have gained reputation for
stringent supervision;

 Between 1999 and 2004, many countries
closed their weaker banks or merged their
banking institutions (10-30% of banks in India,

Indonesia, Korea and Malaysia) or privatized
them;

* |In addition, there were efforts to increase
foreign ownership of the banking system.



Asia in general: vulnerabilities much
smaller than in 1998

Short-term External Debt

(In Percent of Gross Official Reserves)

Sources: IMF APD
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Sources: IMF APD

Also in the corporate sector
Corporate Debt-to-Equity Ratio
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And Banks’ Loss-Absorbing Buffers?

(In percent of risk-weighted assets, asset-weighted mean)
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@ Effective buffer — | atin America
- (Jnited States ==<Furo Area
e AS QL
8
@ @
6 @
4 @
H .
5 s ©® ©
@
.------ -----------------.-------------- - -G T
O ' — . ||
-2 —
@)
Q) 4°) C © © © 4Y) O o n 1Y) Q
= = 0O © c V c c ‘B < v ‘B =
2 S Q © o) © = > = @ S
%] (o - Q © O C o o ©
> © < = oY)
N S o = i) c
< 3 = = ¥ £ &
© ) e]0) as
— = C
®)
I
1 Loss absorbing buffers are calculated as Tier 1 capital in excess of 8.5% plus loan loss
reserves less impaired loans as percent of total risk-weighted assets

Source: IMF Asia REO, April 2013



Reasons for Financial
Reform



Reasons for Financial Reform

Are the functions of a financial system being
adequately and efficiently performed?

* Transferring funds from ultimate savers to ultimate
investors efficiently

* Risk management and allocation
* Information production and price discovery

* Dealing with incentive problems—e.g. adverse
selection



So the challenge is:

4+ Market Based

Poorly Sequenced Competitjve Financial Markets;
Financial Reforms Sound-Institutions and Policies
Weak Crony Capitalism ggsgmame
. .
Governance

Prolonged Use.of | system of
Direct Coptrols | Direct Controls

Repressed
Financial Systems Non-Market Based
v




Financial Liberalization

Elimination of credit controls

Deregulation of interest rates

Bank autonomy

Free entry into the financial services industry
Private ownership of banks

Liberalization of international capital flows



Issues in Financial Sector Reform

* Central bank reform to enhance credibility and
control:

— greater instrument independence

— move toward indirect instruments of monetary
policy

— clarify role in supervision of financial system and
coordination with other regulatory institutions

— define role as lender of last resort



State-owned banks



Reform of Government-Owned Banks

® Studies show that economies
with higher share of state-owned owned banks, the lower the private
banks have lower levels of credit/GDP ratio
financial development, more
concentrated lending, lower
growth, and are more likely to
suffer systemic fragility

The higher the share of government-
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1 Il
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1

® Being owner, borrower and
regulator, governments face
conflicts of interest, usually
resulting in high NPLs.

Private Credit / GDP
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® Moreover, there are efficiency — — :
T reating an Efficient Financial System:
losses from reduced competition Challenges in a Global Economy Thorsten

Beck (2006)



State-owned banks

Important issue in your countries

State ownership can matter for relationship
between finance and the macroeconomy

Two types:
— “Intentional” state owned banks
— “Unintentional” — nationalization after crisis

Start from some examples for the first type...



Reforms to Develop Asian Capital Markets

* Asia: priority on bond market development to
promote financial deepening and financial stability

e Potential gains:
— Longer maturity of debt

— Reduced currency mismatch (rapid growth of local
currency markets)

— More liquid markets

» Diversification of investor base, especially foreign
investors

— But double-edged sword: also increases vulnerability to
global risk appetite



Enormous Inflows - Recent Outflows

Cumulative Net Inflows to funds dedicated to EM Bonds (USD Billions)
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Significant share of Foreign Investor Participation
(% of Total Holdings)
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Structural potential for continued

growth

(FY2011)
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And not just in government bonds

Asia Domestic Debt Securities, Outstanding LCY Bonds
(USD Trillions)
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But, challenges remain to further diversify the financial
system and enhance financial stability

e Reversal risk: a sudden exit of investors from bond
markets with high foreign participation could prove
destabilizing.

* Valuation risk: high prices and speculative dynamics
are a concern in residential property

* Leverage risk: elevating debt levels with increasing
external borrowing, heightening risks from stretched
asset valuations




Be aware: integration brings dependence
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Some Financial Sector Issues in Lao PDR

* Bol lacks full operational independence

* |nterbank market is rudimentary and financial
intermediation is in the process of developing

* Monetary policy relies to a great extent on regulations
based instruments

e Rapid credit growth and consequent asset quality
concerns

* The capital of two state-owned commercial banks is well
below the regulatory minimum, potentially a fiscal risk.

* Financial soundness indicators available are not up-to-
date

e Supervisory capacity and risk management practices at
banks weak



Some Financial Sector Issues in Myanmar

The new CBM law, which separates the CBM from the
Ministry of Finance and provides adequate autonomy,
was enacted in July 2013

The financial sector is small (credit is 15% of GDP),

segmented, partly do
administrative contro

The new CBM law, w

larized, and repressed due to
s that limit intermediation

nich separates the CBM from the

Ministry of Finance and provides adequate autonomy,
was enacted in July 2013

A new Banking and Financial Institutions Law to
modernize the prudential framework is in the final stage

of drafting

The authorities plan to grant licenses to 5-10 foreign
bank branches during 2014



Final thoughts

* Financial reform is a long-term commitment.

 Cannot be seen in isolation. In fact, if proceeds
too fast on its own can create large risks. Part of
broader development plan

* Lao PDR and Myanmar face diverse but deep
issues, ranging from financial repression and
state-ownership to rapid credit and house price
growth, on a shallow financial foundation
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