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This paper discusses the financial systems of OECD Enhanced
Engagement Countries (EE5: Brazil, China, India, Indonesia, and South
Africa). Rather than providing a comprehensive survey of each financial
system, it is designed to highlight some of the salient features of EE5
financial systems, emphasising those aspects of the system that these
countries have in common and those that are different from those in
OECD countries. While there are significant differences among EE5
countries, this group shares some distinctive characteristics. EE5 have
relatively lower financial assets/GDP ratios and their financial
intermediation remains relatively bank dominated and less
international. Equity markets have reached proportions comparable to
those of OECD countries, but fixed income markets (especially private
debt markets) remain relatively backward. At the same time, the
financial systems of EE5 countries have been developing rapidly
supported by steady reforms. Going forward, many institutions outside
OECD countries are likely to become bigger players in financial markets,
and the emergence of large asset holdings, rising shares of world equity
and bond markets and the emergence of powerful financial institutions
in new regions of the world are likely to influence the contours of the
world financial system in years to come.

" The main text of this paper was prepared by John K. Thompson, Consultant and former Counsellor in the OECD
Directorate for Financial and Enterpriédfairs, with statistical assistance by Ting Yang, Consultant, and
editorial input by Gert Wehinger, Economist, both in the Financial Affairs Division obtrextorate for
Financial and Enterprise Affairs. The paper is a revised version of a backgrotengrepared for a Policy
Dialogue on Financial Markets that the OECD Committee on Financial Markets heldfinetitial
policymakers from Brazil, China, Indiand Indonesia(Enhanced Engagement countries). This Policy
Dialogue was sponsored by the Goweent of Japan whose grant for this project is gratefully
acknowledged. The paper has benefitted from comments by participants of the Policy Dialogue and by
OECD staff.All remaining errors are those of the author. This work is published on the respgnsibil
the Secretargeneral of the OECD. The opinions expressed and arguments employed herein do not
necessarily reflect the official views of the Organisation or of the governments of its member countries.
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

l. Background

Policy dialogue
with OECD
Enhanced
Engagemen{EE5)
countrieshas
taken on a new
urgency due to the
world financial
crisis

This note
highlights some
features of EE5

Under a programme dEnhancedEngagement, the OECD has been purst
policy dialogue on a broad range of issues with a grodip®key norMember
countries,Brazil, China, India, Indonesia, and South Africa,dadter the EE5
Interest in pursuinguchpolicy dialogue has taken on a new urgency due tc
world financial crisis of the past two yeamshich has vastly increased ti
importanceof EE5 countries iworld finance.With the loss of capital in majo
financial institutions since 2007, the weight of institutions from outside
OECD has grown as a share of world banking assdtge banksfrom non

OECD countries have become majmarticipants inglobal financialmarkets

Moreover, the share of EE5 couafr in capitalisation of equity markets h
risen dramatically. As the crisis has continued, realisation has grown tlea t
operation between OECD and R@&ECD countries is essential not only for t
management of the crisis but also for the design gfostcrisis financial
architecture.

In the context ofEnhancedEngagement, th© ECD Committee on Financi:
Markets CMF) has eld a Policy Dialoguewith financial policy makers fron
the EE5 coutriesin October 2009. This article is based on a paper prepare

financial systems  that meeting

II.  Current financial market developments and crisisrelated issues

The most severe
financial crisis in
generations has led
policymakers to
provide
unprecedented fiscal
and moretary
stimulus

EES5 countries have
weatheredhe crisis
better than most
OECD countries

Common interests
between OECD and
EE5 countries

As a result of the sharp drops in asset prices and the illiquidity in r
components of the world financial system since 2007, a substantiabfpéme
accumulated wealth of OECD countries has beendasihg the financial anc
economic dsis. Many of t h e w targésd financial institutions bame
insolvent anddr requiredexpensiveofficial rescues The authorities in OECL
countries haverovided arunprecedenteddtd and monetary stimulus to preve
further contraction of incomdndeed,the shocksof the past two yearare so
severe that some analysts and policy makers have begun to question many
of themodel of finance that had gained currency among OECD countries ov
pastfew decades

Thus far the EE®ountrieshave weathered the crisis far better than most OF
countries.Most EE5 countries experienced a slowing of growth, and Brazil
South Africa are expected to see GDP fall in 2009, betr#al economy ha
proven more resilient than those of OECD countries and growth is expec
recover more rapidly than in the OECD as a whole (Figure 1). Equity markets
fared much better than those of OECuwies in the past three yedFSgure?2).

Moreover, credit expansion has been maintained much better in EE5 col
than in OECD countries (Figure 3). Bond prices in EE5 countries initially
sharply in the wake of the crisis, but the subsequent narrowing of credit s
underline anricreased confidence by investors in the ,medium term prospe
these countries (Figued.

The crisis has highlighted the common interests between OECD and EE5 co
in preserving an open and fair @mnment for trade, investment and finan:
Mechanisms for international @peration have been tested during the past t
years and the results have generally been positive. By agreeing on the n
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Need to ceordinate
policy responses

concerted fiscal and monetary action and by regjsprotectionist pressure
major countries have so far averted a retreat from an open trade and fir
system that would have aggravated the downward spiral.

Recognition has grownfdhe need to cordinate policy responses among a br¢
group of countries and to engage a wide range of countries in tisodetiaking

among a broad group process. Thus the-@0 that includes key OECD countriethe EE5, as well a

of countries

othercountries; has assumed a leadirgje in making sure that adequate resout
are available for countries experiencing external financing strains ar
enunciating broad principles for reform of the financial architecture

Figure 1. The macroeconomic situation in EE5 countries and the OECD

Selected variables, including forecasts
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Source: OECD Economic Outlook, vol. 2009/2, no. 86, November 2009.

EES5 countries have a To somedegreethe relatively high resiliency of EE&conomiesnay reflectthe

relatively lower
financial
intermediation and
have taken a much
more guarded
approach to financial
liberalisation and
modernisation

fact that thé financial intermediation is relatively lower as compared to the or
OECD countries, and that catap efects generate a relatively higher GIL
growth. At the same time it appears true that the crisis erupted in the
sophisticated components of the financial system and the EE5 countridakev
a much moreguardedapproach to financial liberigktion and modernisation tha
the OECD countriesBanks inEE5 countries have continued to concentrate
traditional deposit taking and lending and became involved in capital market
much lesser extent than OECD countries. Domestic institutions ikEehal
used fewer financial innovations such adructured productsderivatves and
securitisationand engaged in less OTC activity. Moreovdre EE5 have hac
much lower levels of consumer and housing indebtedness than OECD count
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Figure 2. Selected equity market developments
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Figure 3. Domestic Credit: Claims On Private Sector
Indices (Jan-07=100), in US dollar terms
A. In domestic currency terms B. In US dollar terms
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Note: G7 includes data from the United States, Japan, Germany, France, Italy, the United Kingdom and Canada, in USD terms.
Source: IMF International Financial Statistics; Thomson Financial Datastream; and OECD.
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Figure 4. Selected emerging market bond spreads
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lll.  Basiccharacteristicsof the financial systems of EE5 countries

1. Overview

Large differences  While striking differences are found among the EE5 Countries, this grol
in financial countries shares some distinctive characteristics. This section examine
structures of EE5S  indicators and compares the EE5S countries to OECD Memibéssiecognised
countries against  that comparison to thaverage of OECD countries may give a misleac

OECD but also impression of the relative position of EE5 countries. Thus in cases where
within their peer comparisons are relevant and where the data are available, the EE5 count
group measured againgd) the G7 Countries(b) OECD AccessionCountriesand

(c) low income OECDCountries(for definitions of these groups see footnote
Figure5.) The financial systems of the EE5 countries will &®alysedusing
indicators covering six sets of criter{d) financial system depth andfperns of
intermediation (2) patterns of asset holding3) access to financial servige
(4) internationaligtion of finance (5) stability and prudential soundnesand
(6) institutional and regulatory structufe.
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Major features and
trendsin the
financial systems

Some of the major features and trends in the financial systems of the
countries are:

1 The financial systems of EE5 countries have been developing rapid
are, broadly speaking, at earlier stages of development as compe
OECD coutries on average, reflected in lower financial asset/C
ratios.

 Financial intermediation in EE5 countries tends to take the form of
lending rather than issues of securities in capital markets.

I The institutional investor sector is far less developedthe EES
countries, except in South Afrieand toa lesser degree Brazil

I The corporate bond market in EE5 countries is much less develope
in OECD countries, but the equity markets of most EE5 countrie:
proportionately as large as those of OE&IDntries.

1 Except in South Africa, statwvned banks account for rather lar
shares of total bank assets

1 Foreignpresence in theankingmarket is smalin China and India

1 Following years in which banks often had poor balance sheet gL
banking hadveen transformed with improved supervision, higher rate
profitability, better asset quality and stronger capital ratios.

T While most EE5 countries have developed sophisticated instrur
such as futures and options, they have been cautious aboatisingh
new products such as OTC derivatives and structured products.

2. Market depth and patterns of intermediation

Financial systems
of the EE5
countries tend to
be not as deep as
those of OECD
Members

EES5 countries can
be characterised as
mo r m@anko6
dominatedthan
OECD countries

Figure 5shows market depth and the relative size ajamcomponents of th
financial system in the EE5 and OECD countries. Most indicators #heththe

financialsystems of the EE5 tend to be not as deep as th@3E@D Members.
For example, total financial assets (bank assets + capital market asget e
a smaller share of @P in the EE5 than in the OECD countries, that financial
systems of the EE5 countries have bgmwingrapidly. The equity markets o
most EE5 countries are already on a par with those of OECD countries (e
interms oft he si ze of mar ket s) . By mo

system is as deep as those of OECD countries.

In general, the assets of the banking systems of the EE5 afoolower shares
of GDP than those of the OECD countries. Nevertheless, fina
i ntermedi ati on i n t he EES count-r
domi nat edo t han OECD <countries i
financial intermediation still oags through on-balance sheet bank lendin
Corporate debt markets are less developed and represent a smaller share
than in OECD countrie©OECD countries have been experiencing a proces
disintermediation under which corporations have been gh@ss on ban}
borrowing and obtain external funding by issuing securities that are sold di
to investorsSimilarly, markets in securitised assets, mortghgeked securitie:
(MBS) and assediacked securitiefABS) in EE5 countries remain at an
incipient stage
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Figure 5. Financial intermediation in OECD and EE5 countries

Selected variables, in per cent of GDP
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(c) Private bond market capitalisation

(d) Public bond market capitalisation
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Notes: Country groups show GDP-weighted averages of the respective variable. G7 countries are Canada, France, Germany, Italy,
Japan, the United Kingdom and the United States. Accession countries (in accession to the OECD) are Chile, Estonia, Israel,
Russia, and Slovenia. Low income OECD countries are those with a real GDP per capita of less than 15 000 USD in 2007 and
comprise Mexico, Turkey, the Czech Republic, the Slovak Republic, Poland and Hungary. OECD averages are also GDP-weighted
and are calculated over all 30 OECD member countries, except in Panel ¢ where they do not include Luxembourg, New Zealand,
Poland, the Slovak Republic, and Turkey (2001-2005); and Panel d where they do not include Luxembourg.

Sources: World Bank, Financial Development and Structure Database;Pe op | e 6 s

Bond markets in
EES5 countries are
relatively smaller,
as fiscal positions
are stronger

Equity markets of
EE5 compare
favourably with
those of OECD
countries

Bank of Chi na;

and

In addition to the continued strong dominance of banks in corpbnatece in
EES5, the relatively low level of fixed income market development also ref
the stronger fiscal positions of the EE5 countead consequently lower leve
of government borrowingrhus,in all EE5 countries excefouth Africa, public
debtto-GDP ratios aréower than in the average of OECD countries.

The situation is rather different with respect to equity finance, where the mi
of EE5 countries compare favourabiyth thoseof OECD countries. Despite
growing development of OECD equity markets over the past few decade
capitalisation equity markets of EE5 countries had been growing more r:
than those in OECD countries for several years. Moreover, iouttent crisis

the sharp correction of equity markets in OECD countries stands in conti
the more resilient performance of in the EE5. In South Aftidzere the equity
market was already well developedhas now advanced to the point that t
market is comparatively larger than in any OECD couftBrazil, China and
India have all made significant strides in promoting the development of €
markets and their markets now rank among the largest in the world in ab
size. Indonesia has also deasignificant gains, but still lags behind other E

countries.
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Figure 6. Patterns of holding of financial assets

Assets of institutional investors in 2005, in per cent of GDP
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represent more than 90% of

Sources: OECD Database on Institutional Investors assets; Inter-American Development Bank; Asian Development Bank; and World

Bank (2006).

Institutional
invedgment is far

less developed in
the EE5 countries,

except in South
Africa and, to a
lesser degree,
Brazil

With pension and
other reforms, the

pattern of asset
holding in EE5
countries will

change drastically

One set of indicators that is closely related to the pattern on fine
intermediation is the relatively simple pattern of holding of financial asse
EES5. AsFigure6 shows, although bank deposits represent a lower share of
in the EES5 than in OECD, bank deposits are still the primary means by whi
public holds financial assets. By contrast, one of the most striking features
financid systems of the OECD countries has been the emergence of institt
investors,i.e. pension funds, insurance and collective investment schem
(CIS), as the main form of wealth holding in OECD countries and as the |
investors in securitieAmong EES countries, only South Africa has a patterr
asset holding that is similar to those of OECD countries. In some countries
categories of institutional investors are comparatively well developed. Th
Brazil CIS are well developed while pensiommds have accumulated a moder
amount of assets. On balance, however, institutional investment is no
advanced in the EES5 at this time.

This stuation is likely to change significantly as legal and regula
frameworks are reformed and new funded pension schemes are introdu
fact, major reforms are under consideration in several countries. Thus in
India implemented a shift in the ment scheme for civil servants to a n
system of defined contribution accounts. An extension of this scheme 1
general population is under active consideration. China and Indonesia a
considering major reforms. If these reforms are implenteote a substantie
scale, the pattern of asset holding in EE5 countries will change drastice
development with major implications for world financial markets.
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Diversification of ~ The present paucity of institutional investors in the EE5 is one of
wealth holding explanations for the persistence of bank domination of finance, since the
away from bank dearth of fAnatural buyerso for fi
deposits will foster of institutional investment also means that one of the main pressure
competition and financial innovationj.e. competition among financial intermediaries to deve
financial new products to satisfy the needs of investbes been less pronounced in |
innovation EES5.

Less than half of ~ Another set of key indicators that helps to appreciate the situations of
the population of  countries concerns the access of the population to finance. The World Ba
the EE5 countries  developed various indise of access to finance

has access to of small and medium enterprises (SMEs) to credit from formal institutior
formal financial well as the access of the general population to simple retail products si
services accounts at depositary institutions, autdmaller machines, credit cards al

consumer credit The composite indices of access the EE5 are shown i
Figure 7 Reflecting their earlier stage of developmesatmewhatess than hali
of the population of the EE5 countries has access to fornaaddial services.

Figure 7. Access to financial services

Index of access to Financial Services in 2007
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Africa countries income average
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countries

Note: Country groups show GDP-weighted averages of the respective variable. OECD average: data are not available for Australia,
Belgium, Iceland, Japan, and New Zealand. For definitions of country groups see footnote to Figure 5.

Sources: World Bank (2008b).

3. Financial policies: deregulation, innovation and liberalisation in EE5 countries

Since 1980, OECD This section considers the policies of the EE5 countries with respect 1

countriesfollowed  optimal pattern of official regulation of finance. While generalisations abou

a process of policies of heterogeneous groups of countries can alld@ymntentious, one ¢

deregulation... the defining characteristics of the global financial system between 1980 a
onset of the present crisis is that OECD countries have been willing to le
growing number of decisions to the market. This process of dereguasis!
reflected in removal of controls on interest rates, mandatory credit alloc:
and restrictions on activities of financial institutions. In an environment of ri
confidence in markets, officials and regulators have been willing to ¢
financial institutions substantial leeway in developing new products, ent
new market segments and assuming risk.
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...and inter
nationalisation

...contrasting the
developments in
EES countries

Some deregulation
and market
openingtook place
in EE5 countries

Crisesled EES
countries to take a
more cautious
approach to
deregulation and
liberalisation

10

In the past few decadea rising share of financial operatiohas takerplace
against the background of a growimgternationalisation of markets. It we
accepted that foreign financial institutions should be allowed to be
established in domestic financial markets and should be accorded n:
treatment. The capability of corporate entities and financial ifistisi to move
operations into offshore markets persuaded regulators and legislators t
favourably on requests by private institutions to engage in new kinc
activities.

The evolution in the thinku of the EE5 countries presents interesting contr
with that of OECD countries. If one were to look back a few decades, mos
countries rejected many of the basic presumptions that underlay
liberalisation, deregulation and internationalisatioat tvas occurring in OECI
countries. The initial motivations for rejecting the free market model inch
ideological scepticism about the operations of the capitalist system
suspicions that the international market operated to the advantage of pc
high income countries. Furthermore, many of these countries wished to |
active industrial policies inside closed economies. Finance was often see
sector inwhich the state should maintain control and where foreign particips
should be carefly circumscribed, if not excluded altogether.

While the EE5 countries have not embraced the free market model to the
extent as the OECD countries, there has been an unmistakable mbot@ansed
greater reliance on market mechanisms. Virtually every EE5 has experier
least one financial crisis in the past two decades that has necessitate
public outlays and set back economic and social progidss.EE5 countries
concluded thathese crises can be attributed in part to excessive goverr
intervention that left financial markets rigid, vulnerable and unable to contr
to efficient allocation of real resourceédoreover the EE5 countries are awe
that financial modernisatiohas brought considerable benefits, such as incre
access by SMEs to financing, increased access by the general pul
affordable housing finance and improved possibilities for the general puk
invest.

As incomes rise and the burden of pdivg retirement income shifts fror
families and governments to individuals, more sophisticated form:
institutional investment and more flexible capital markets will be needed. -
virtually all EE5 countries have deregulated their financial systema
significant degree and permitted the introduction of some innovative fine
instruments. All have opened their markets to a higher degree of fc
participation.

On balancethe EES countriearelikely persevere in their cautious and grad
patern of modernisation and liberalisation.

At the same time, one of the lessons that EE5 countries have drawn frc
crises of the past few decades is that im@Bonal financial markets can t
unpredictable and destabihg and that individual countries are well advisec
take measures to insulate themselves from their potential adverse impa
example, many observers concluded that among the major cafuibes Asian
crisis of 1997 were weaknesses, distortions and structural rigidities il
banking and corporate sectors of Asian countries and that part of the st
was to align practices in Asian countries with global standards. Asian cou
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esseritlly accepted this proposition but most also concluded that the crisi
exposed the risks of excess vulnerabilities to destabilising trends in the

financial system. As a result, most Asian counties have made it a point to
up their internabnal reserves to the point that their vulnerability to instabilit
the world financial system is lessened significantly. They are also more liki
consider seriously the rislof easing controlen international capital flows or i
allowing financidinstitutions to experiment with new instruments or techniqt

4. |nstitutional structures

The degree of
government
ownership of
financial
institutions
remains
considerably
higher in EE5 than
in OECD countries

Financial structures ialmost allEE5 countres differ noticeablyfrom those of
OECD countries; hte exception would be South Africa where structures
closer to those in OED than to other EE5 countriess can be seen iRigure 8
the degree of government ownership of financial institutions res
considerably higher than in OECD countries. In most EE5 countries the
retains a strong hand in setting interest rates, allocating credit and oth
guiding economic activityMany EE5 countries believe that the presence
large state owned hking sector with some official guidance over cre
allocation helps the authorities in reaching industrial policy goals an
reaching underserved regions and communities. Some EE5 countries belie
the presence of state ownkdnks attenuated thienpact of the crisis on th
domestic financial system during the present crigtereign controlled
institutions are also lessrgminent than in OECD countriegzurthermore,
financial intermediation is considerably less international as can be seen ér
relatively low share of foreigaffiliated banks inthe domestic banking systet
and the low volume of cross border bank lending and bond issues ir
countries(see Figure 9).At the same time EE5 countries have been reasor
flexible and have beenying to introduce elements of market competition e
when banks remain under government ownership. In most EE5 countries,
public banks hise® adredno fitceonm poowt a
including foreign investors, as minority shareleskl

Figure 8. Bank ownership

The fraction of the banking systems loans are in banks that are:

B 50% or more government owned as of yeard 2005
50% or more foreign owned as of yeand 2005

80
70
60
50
40 -
30 - ——

10 - — .

Brazil China India Indonesia South Africa

Sources: World Bank, Financial Development and Structure Database.
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(a) Loans from non resident banks outstanding / GDP

Figure 9. Internationalisation of EE5 financial markets

(b) International debt issues /GDP
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Note: Country groups show GDP-weighted averages of the respective variable. For definitions of country groups see footnote to

Figure 5.

Source: World Bank, Financial Development and Structure Database;

The diverse
institutional
frameworks in
OECD countries
are converging

EES5 are more
cautious than
OECD countries
regarding the
formation of
complex financial
groups

Peopleés Bank of China; and

The institutional framework in which financial activity shoulduelertaken ha:
often been an issue among OECD counties as well asmambers. In the pas
some OECD countries such as Canada, Japan and the United States i
strict prohibitions on bark @apital markets activitieswhile most Europeat
countries, sah as Ger many, operated und:
present significant convergence is occurring within OECD countries wher
dominant model is to allow banks to engage in a wide range of secl
business bt to operate through separatbsidiaries for each line of activitgnd
to buil d nfiiseeomflctslofinteredt and tima riskis of contagic
In more recent years, some OECD countries have experienced the gro
Afinanci al congl omer at es 0 oagital marketd
activity engage in insurance and other financial services.

The EE5 countries are generally more cautious than OECD countries reg
the formation of complex financial group&ee Tablel). China and Indonesi
have r estr i csedurdiesand insoranddasiniss. @he other EE
countries have a system that is similar to that to that of OECD countries
banks allowed engaging in seities and insurangébut with requirements fo
such business to be conducted through separate subsidiaries, with requit
for additional prudential safeguardshina and South Africa do not have forn
deposit insurance schemes, but the introductiodeposit insurance is und
consideration in both countries.

Table 1. Deposit Insurance in EE5 Countries
Brazil Yes
Is there an explicit deposit | China No
insurance protection India Yes
system? Indonesia Yes
South Africa No

Source: World Bank, Bank Regulation and Supervision Database.
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5. Improved balance sheet quality and risk management

EES5 countries
have made their
financial systems
more resilient

EES5 banks are
now to observe
more stringent
standards of risk
managementhan
in the past

One area in which the EE5 countries have made caasigestrides is in thei
determination to make their financial systems muamnedentially soundin the
past many EE5 countries had effectively reduced the role of banks to tt
supportingnational industrial policiesrtfithe extreme case of pt®80 hina the
banking system was merely a passive appendagéhefcentral planning
mechanistp As a result, the prudential soundness of domestic final
institutions often was not an especially large consideration for policy maket
several EE5 countriesxperienced systemic crises in their financial syste
Usually, these crises have forced governments to expend large sums ot
rehabilitation. Furthermore the turbulence in international markets
persuaded most EE5 countries that the improvememloofestic supervison
practices should be a high priority. Once again, the supervisory practic
South Africa were closer to those of OECD countries than to other
countries.

Awareness has grown of the need to require financial institutions, partic
banks, to observe more stringent standards of risk management and to i
prudential ratios. The capability of bank supervision has improved markedl|
the political authorities now give much greater weight to consideratior
systemic stability. Bank governance paradigmse been shifted so that ba
management are expected to produce adequate earnings and to enforc
discipline. These efforts arenow reflected in higher profitability an
significantly improved balance skt quality in the EE5 counties, such
declining ratios of nonperforming loans (NPLs) to total loans and higher c:
adequacy ratiogseeFigures 10 and 11

Figure 10. Profitability of banks
(a) Net Interest Margin (b) Bank ROA
16% 4%
2000 W2005 2007 52000 W2005 © 2007
14% 3%
12%
2%
10%
8% 1%
6% 0%
4% —
-1%
2% —
2%
0% Brazil China India  Indonesia South G7  Accession Low OECD
Brazil China India  Indonesia South G7 Accession  Low OECD Africa countries income  average
Africa countries income  average OECD
OECD countries
countries

Note: Country groups show GDP-weighted averages of the respective variable. For definitions of country groups see footnote to

Figure 5.

Sources: World Bank, Financial Development and Structure Database;

Peopl edbs BandeEChf Chi na;
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(a) Bank non-performing loans / total loans

Figure 11. Key prudential ratios

(b) Bank provisions / non-performing loans
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(c) Capital adequacy

(d) Bank capital / total assets

(bank regulatory capital / risk-weighted assets)
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Note: Country groups show GDP-weighted averages of the respective variable. For definitions of country groups see footnote to

Figure 5.
Sources: IMF (2008).

6. Financial supervision and systemic stability

In OECD
countries, there
has been a trend
toward supervision
by a single entity

...but despite this
trend most OECD
countries still have
separate
supervisors

14

There is still a substantial divergence of opinion among OECD cour
concerning the optimal institutional structure for fin@hsupervision and on th
role of the central bank in financial supervision. Most OECD countries that
engaged in systemic reassessments of their institutional structures have c
consolidate responsibility for supervision of financial activitipargking,
securities and insurance) inside a single entity. The trend toward consoli
reflects two basic consideration@ private institutions now offer all of thes
activities within complex groups; an@i) due to financial innovation, man
produds have been developed that do not fit into the traditional categori
financial activity. In order to prevent contagion, ensure a level playing fielc
discourage regulatory arbitrage there has been a trend toward supervisic
single entity.

Despite this trendnost OECD countries still have separate supervisors for
of these activities. The main argument for separation of these activities i
banking, securis and insurance business are fundamentally different
therdore require different supervisors. In most such cases the central
retains the responsibility for the supervision of banks as well as a ge
responsibility for systemic stability. In ése cases, communicati@nd coe
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operationamong supervisors rather than a unified supervisory institution is
as the best response to changes in institutions and products. Finally, it sh
mentioned that the Netherlands and Australia have saitled a At w
model where there are two supervisors with a mandate for the oversight
institutions, one with responsibility for prudential issues and the othe
Aconduct of Dbusi nes slioth®@EGMembgréand nol
Members are likely to consider further their institutional structure for finan
supervision in the light of theexperiencesluring the post 2007 financial crisis

No EE5 country As Table2 shows the situéion is somewhat simpler among EES5 countries.

has adopted the country has adopted the unified financial supervisor model, each having se

unified financial supervisors for barikg, securities and insurancéndonesia, however, i

supervisor model  seriously considering adtpn of the unified supeisor. In all EE5 countries
except China, the central bank is responsible for banking supervision. In (
there is a specialised China Banking Regulatory Commission that is se
from the central bank.

Table 2. Institutional structure of financial supervision

Body/agency that supervises banks

Brazil Central Bank
China China Banking Regulatory Commission
India Central Bank
Indonesia Central Bank
South Africa Central Bank

Source: World Bank, Bank Regulation and Supervision Database.

7. A New Financial Landscap Emerging?

EES5 countriesare As already visible in the leading role of tBe20, the events of the past thr
gaining importance  years will in all probhility enhance theale of EE5 countriesin the global
in world financial allocation of capital and in global decisiomaking. Non-traditional financial
markets players, with the EE5 countries in the lead, were already gaining impor

in world financial markets as a result of their high rates ofvtgraand their
rising shares of world trade and investment. Meanwlglebal payments
imbalances have been leading to the accumulatiomw#stible assets i
certain noROECD countries. The events of the past three years si
accelerate this trend

Financial powersare Some recent analyses have predic
shifting to new consisting of central banks and sovereign wealth funds from Asian cou
fipower br oandoil exporters as well as hedge funds and privateyefyrids® Since the
report was published in 200fhe 2009 update showike prospects for th
latter two categories of investors have dimmed on balance but the posit
sovereign wealth funds and central banks from-@&CD countries ha
become largerin addition, the relative weight of financial institutions
shifted dramatically among geographic regions in the last three years. /
time the three largest banks in the world measured by capitalisatio
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IV. Brazil

Overview

1. Banking

A long period of
high inflation,
indexing and

directed credit had

expanded and
distorted the
banking

éwith pub

sector banks
becoming more
i mportan

éal so in
government
projects

ébut s u
however, on
public support

Disinflation led to
a sharp decline in
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S

t

é

r

domiciled in the madpré gendially Rsitotions
outside OECD countries are likely to become bigger players in fina
markets.The emergence of large asset holdings, rising shares of world ¢
and bond markets and the emergence of powerful financial institutiom@mil
regions of the world are likely to influence the contours of the world finai
system in years to come.

Development ofhe Brazilian financial system has been heavily influencec
the period of inflation, indexation and directedit that began irthe 1960s.
The Real plan of 1994 included disinflation as well as reform and pe
deregulation of the financial systemmajortransformation occurred in patter
of bank ownershipwith private and foreign banks gaining market shi
However, official banks still account for about 45% of bank assBtmking
supervisors have been very cautious in authorising new finan@aliments,
especially for banks, and enforce rigorous prudential standawgstoresolute
restructuringprogramsand tightened supervision banks are profitable and
capitalised.The country has a thriving equity market, and the bond mark
deeper than in anytherEES country.

From the late 1950s through the AdifI90s the economy experienced hi
inflation, indexing and directed credit. In this environment the banking sy
expanded considerably but also became rather distorted. Inflatiabled
Brazilian banks to collect easy revenues by paying a negative or low real ir
rate on the excess of demand deposier geserve requirements. Realerest
rates were often negative, meaning that for those borrowers able to obtain
therisk of default was low. Some analysts estimate that about half of Bra
bank revenues were attributable to the ability to exploit the distortior
inflation.

Brazil has evolved a distinctive blerad public and private bank ownershi
Public sector banks, which had existed for many decaspanded more rapidl|
than private banks during the per
economic stabiaion progranme in December 1993, govermnt banks were
responsible for over 55% of lending and private institutitersabout 45%.
Almost all longer term lending came from government banks.

In spite of their importance in the financial system, governrbanks had bee!
in constant conflict between maintaining their financial viability and their sc
and political goalsin many casesstates were able tose the state banks as
means of supportingmployment in state entities and/or finemystatefavoured
infrastructure projects.

Despite recurrencrises from the 1970s through the 1990sffioial banks
survived due to substantial volume of lawst financing from the public sectc
inflation-driven earning on float, periodic central bank restructuring efforts,
regulatory forbearance regarding their loans and investment portfolios.

The Real Plan of July 1994 was a clear success ircirgglinflation, which fell
from four digits in 19883 to low single digits by the late 1990s. With 1

OECD JOURNAL: FINANCIAL MARKET TRENDS i VOLUME 2009 - ISSUE 2 - ISSN 1995-2864 - © OECD 2009



CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

banksd pr
strengt h©é

d soar
S

éan
NPLseé

ébut a ma
bank restructuring
and privatisations
transformed the
banking s

..and erhanced
competition

Credit to the
private sector
contracted and its
growth remained
sluggish

Lending rates and
net interest
margins arevery
high by
international
comparison

A distinctive mix of
financial policies
has enabled the
country to weather
the post2007
financial crisis
reasonably well

removal of their ability to profit from the inflationary environment, Brazil
banks experienced a sharp decline in prudential strength.

When the central bank tightened money and credit conditions in the secor
of 1994, NPLs began to soar. Past due loans rose from 6% of total loans i
to 16% in 1996. With the imminent insolvency of some big private banl
bailout mechani® was put in place in November 1995.

At that point the authorities launched a major bank restructuring that v
eventually lead to a transformation of ownership strustared a realignment ¢
banking practice. A large number of public banks were psedtwith foreign
interests eligible to participate in the equity of the pibedt entity. With the
reform private domestic banks managed to keep their shatetalf bankng
assetswvhile foreign controlled banks increased thglirare from 5% at the tim
of the Real Plan to 25% at presefite share of bankswvned by Brazilian state
declined sharply butthe share of federally owned bankkeclined only
marginally.

The reforms in ownership introduced in the late 1990s ledhaightened
competition between various categories of banks. Due to exits andidatieal
the number of commercial banks has been declining since the Real pl:
most meases the degree of concentration in banking remained rather Ic
this periodbut concentration increased significantly in 2008 as a result of n
mergers. At the end of the year, the fiwe banks in taal accounted for 75% ¢
assets.

After theintroduction of the Real Placreditto the private sector contracted a
credit growth remained sluggish for several years after 2000. In tfaet
loan/deposit ratio and the ratio of rdestic credit (and especially credit to t
private sector) to GDP asdill very low compared to other countries. Securi
and credit to state entities constitute a comparatively large share of
portfolios. Moreover, the central bank has maintainigth reserve requiremen
on bank deposits, often receiving criticism for stalicredit expansion an
growth.

One of the striking features of banking in Brazil is that gatharged tc
borrowers and net interest margin are much higher than in other EE5 col
and in other Latin American countries. Official and academic analysts have
seeking to explain the persistence of high credit spreads in the face of
dergyulation and increased competition, but no definitive explanation has
given. For exampldt wassuggested that poor information flows and difficult
of clients switching banks may be part of the explandtiGosts and expens
ratios appear to beniline with those in other countries. By other measure
profitability (e.g. ROA and ROE), Brazilian banks appear to be only slig
more profitable than other EE5 countries.

The Brazilianauthoritiesbelieve that their distinctive mix of financial polici
has enabled the country to weather the p2@®7 financial crisis reasonab
well. Stateowned banks maintained a strong paiceredit growth, offsetting the
slowdown in privatesector bank loans. Given high reserve requirements
Central Bank was able to provide a stimulus by cutting its reserve requirer
The Central Bank also slashed local interest rates by 500 basis pwitheir
lowest level in several decades and made credit lines directly available
corporate sector.
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Brazil has been Due to earlier banking and balance of payments crises, Biexzibeen making
making a determined effort to enforce sound supervisory practices. The central
determined effort  which is responsible for banking supervision, has been very proactive in as
to enforce sound  that banks observe cautious risk management praclibesMinimum Capital

supervisory Ratio has been set at 11%, rather than the 8% suggested in the Basel Act

practices fact, Brazilian banks maintain riskeighted CARs of about 17%. Brazil also r
tough regulation limiting the inclusicof hybrid securities and subordinated d:
in capital.

Limits and All limits and requirements arapplied in consolidated ternad are meant ti

requirements are  capture offbalance sheet exposures. Banks face strict transparency require

compr ehen with respect to their operations involving OTC derivasivandother exotic
instruments. Overthe-counter derivatives that have a supervised entity
counterparty have to be registered and monitoi@dnks must perforn
sensitivity analyses of these instruments and must satisfy the central bal
risk is acarately assessed and provisioning is adequate.

eand forwBankso6 | oan classification practd.i

looking, with delinquency but theisk of evental delay in paymentReservesnust cover all
careful evaluation debt payments past due 60 daybe central bank does not use credit rai
of financial agencies' evaluation of assets but adheres to its own rules regarding
innovations and classification.The central bank conducts stress tests ach éank and issue
risk monitoring ratings for the banks. The central bank also has the authority to m

operations of investment firnteatcould have an impact on systemic liquidity.

NPLs have been  Due to strict supervisory norms NPLs have beatuced steadily since th

reduced steadily  banking crises of the 1990sven though these ratios are still somewhat at
the level of other EE5 countries. At the same filmenks 6 p r oagainst
NPLs are almost twice the levels of NPLs.

2. Institutional investors

Institutional One of the underpinnings of the capital markets is a broad communi
investorsinstitutional i nvestors. | ns tr sharel of
represent a fairly ~ GDP in Brazilthanin anyother EEScountryexcept South Africa. As a result «
large share of GDP pension reform, pensidiands assethave been rising since the early 1990s .
wereequivalent to 16% of GDRt the end of 2008Brazilian pension funds hol
lower shares of their portfolios in government bortdan in most emergin
markets andare major investors in equity. The CIS sector is very w
developedwith assetequalto some 28% of GDP. By contrast, the asset:
insurance companies represent only some 4% of @D®5 figures for all)

3. Capitalmarkets

Brazil has the Although the Brazilian bond market is smaller than that of most Ol
largest bond countries, Brazil has the largest bond market as a share of GDP amon
market as a share countries and also the largest liatin America. The market is dominated

of GDP among government bonds. The Brazilian federal public debt market is one of the
EES5 countries liquid and sophisticated among emerging markets, with a wide randebo

instrumentgfixed-rate, floatingrate and inflatioindexedbonds).
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The indexed
market is well
developed, and the
securities
settlement system
well advanced

The Treasury
market is modern
and liquid

Dollar-linked and
floating-rate
securities have
declined, with fixed
rate securities
rising and maturity
lengthening

Global bonds in
local currency
have been issued
increasingly

during the past few
years

Private bond
market activity
remains at a lower
level

During the period of prolonged high inflation, a market in indexed instrun
developed. The market experienced periods of expansion and contraction
related to changes in the governm
bank initiated the SELIC settlement and custody system leading to a comj
paperless treasury securities marltet with continued upgradings still in
operation today

By the early 19906s, al | t he mait
had been introduced and it began to take on many of the characteristic
modern liquid marketAll Treasury instruments caretused as collateral in rey
transactions with the Central Bank. The Treasury has established a
auction calendar. Currently, there are 12 primary dealers and 10 sec
(specialist) dealers. Fe@étibonds can be traded over ttmunterby telephme or
electronicallythrough screens. All transactions are registered with SELIC. |
bonds are linked to the overnight SELIC interest rate but the central gover
started to increase the issues of Hmaexed fixed interest rate bonds in 20!
Issuesof state government debt have contracted after some local gover
bonds defaulted.

As the market has matured, issuance of ddilked bonds has decline
drastically. At the same time, the National Treasury initiated a process of g
replacement of floatingate for fixed rate securities, and their volume has t
rising significantly since 2003. There also has been a gradualsetieof the
maturity structure of government debt in local currency. This has been act
in part through a shift from shei@rm to fixed rate bonds and through
lengthening of the maturity of fixed rate bonds. Average maturities of debt
also beerrising, as reflected by its 2@ar global bond issues. The aver:
maturity of new central government debt in Brazil stood at 56 months at th
of 2006.

During the last few years Brazilian public ad corporate entities have be:
issuing global bonds i(e. bonds simultaneously issued to domestic .
international investors) denominated in local currerayinnovation pioneerec
by the InterrAmerican Development Bankin September 2005, the Brazilic
government issued BRL 3.4 billiordED1.5 billion) of global bonds with :
maturity of 10 years and a 12.5% coupon. The issue was oversubscribed

times and the distribution was purchased by investors from Europehar
United States. The issue contributed to extend thinity of the yield curve fol
reatdenominated fixed rate government debt, which had hitherto been limi
seven years in the domestic market. In May 2007, Brazil issugeg&Oreal

denominatedylobal bonds, securing the lowester yield for reablenominated
debt securities. These securities have long maturities, they are not inde
inflation and offer a fixed interest rate. Both inflation and exchange rate ris
thus transferred to invess. While denominated irBrazilian currency, both
interest and principadre settledin US dollars,freeinginvestorsfrom any risks
associated with exchange controls. Brazilian global bonds fall under thefie
the state of New York, enhancing thditractivenesso international investors.

The development of the private bond markets paralleled that of the public
market, but activity remains at a much lower level. A law passed in

enabledthe indexing of private bonds to inflation. In 1976 several struct
reforms were implemented. The Securities Commission (CVM) was creal
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More private
global bonds are
being issued in
local currency

Securitisation,
activity began to
take off after 2002,
mainly in ABS,
much less in MBS

The Brazilian
equities maket is
well developed

Macroeconomic
stabilisation
brought a wave of
IPOs
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the agency responsible for capital markets regulation and several types of
were authdsed including bond with or without collateral, subordinated bon:
bonds with warrants and those in foreign currency etc. Although much ¢
infrastructure of a corporate bond market was put in place, due t
attractivenessndavailability of subsidised financing agell as taxation issues
bond market finance was not an attractive source of finance for the cor
sector. After the Real plan in 1994, the Brazilian corporate bond market el
its current phase. In 2003 the CVM issued new rules that further dtexli
corporate bond issuance while a simplified standard bond indenture and t
changes to improve liquidity in the secondary market are being discussed.

Initially, most private sector bosdwvere issued in foreign currency. However
the end of 2004, a few Brazilian private financial institutions began iss
external debt denominated in the local currency. In 200%e mmjor financial
institutions issued global bonds in local currendyesides private financie
institutions, a few corporations, suchaaeelectricity company (Eletropaulo) ar
atelecommunications company (Telemar) have also issued foreign bond ir
currency.

Securitisation has made substantial progress in. Two special kinc
investments instrument are used for MBS and AB®8llowing reforms in the
legal and regulatory framework for securitisation, activity began to take off
2002. The volume of issuance rose from less than USD 1 billion equival
2001 to more than USD 6 billion equivalent in 2006. Activity has centred m
on the ABS sector, where securitisation has included a wide variety of coll:
such as leaseend corporate receivables as well as more traditional assets
as credit cards and auto loaifbe MBS sector has not been very dynamith

securitisation of residential mortgages accounting for only about 2% of the

Brazil has an equities market thathuge by most measures, although sme
proportionally tharthoseof China,India and South AfricaOn 8 May 2008 the
Sédo Paulo Stock Exchange (Bovespa) andBifaeilian Mercantile and Future
Exchange (BM&F) merged creating the new BM&F Bovespahe main
platform for equities tradiff§ Bovespa operates under the supervision of
CVM." Since the 1960s, it has constantly evolved with the heteabfnology
such as the introduction of computesed systems, mobile phones and
internet. As a result of a 2008 stock swap, Chica@ddE Group owns an
approximately 5% stake in BM&Bovespa, and in turn, BM&Bovespa owns ¢
1.7% stake in CME Group. Among its broad range of trading products, the
exchange offers equities, bonds, indices, interest rates and commaodities
as foreign exchange futuraad spot contracts. The BM&F Bovespa is linkec
all Brazilian stock exchanges, includiRio de Janeiro'8VRJ which trades ir
government bondand currenciesIndividual investors and institutions (pensi
funds and CIS) each account for about 20% of trading and foreigestors
account for some 35%. A special board for smaller and newer companie
recently formed.

The amount of listed equity stagnated for a prolonged period as tke ket
was not attractiver available during the volatile macroeconorsituationand
unstable interest ratenvironment of the inflationary period. Few compar
chose the stock market to raise new capital. With the improvement c
macroeconomic scenario, increased globalidiy and reduction of interes
rates as well as structunaforms in the market itselg wave of IPOs has bee
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CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

V. China

Overview

1. Banking

Authorities have
put in place a
strategy to improve
the banking
sygem, but
unresolved issues
remain

Stateowned
Commercial Banks
(SOCBsS) largely
dominate the three
other sgments of
the commercial
banking system

occurring. Between 2004 and June 2008 there were 110 IPOs which raise
88.5 billion, compared to market capitalisation of USD 592 bikiquivalentsn
2008.

With a very high savings rate, China has one of the largest pools of asset:
world. The banking system is undergoing a profound change as a res
reforms that have transformed ownership of the four latge-ownedbanks
through corporatisatign ownership diversification and public listing.
Competition between statevned banks and other banks has helped imp
efficiency. Activities that hardly existed a decade ago, notably housing fin
and consumer cdit, are growing very rapidly. Banks have made consider
progressincreasingpr of i tabil ity and i mprovi
risk management and prudential ratios have impreubdtantiallyover the pas
five years and banks are offering a ahuwider variety products and servic
than they have in the past

Chinese equity markets are among the largest and most heavily traded
world. The lack of strong institutional investors, dominance of listings by-<
owned enterprises and smallepence of foreign investors make the Chin
market unique. With very large banks and capital markets, China will be c
the worlddéds | argest financi al mar

Since the 1990s, ¢hbanks have been undergoingagid evolution from thei
traditional role of allocating credit in accordance with government direct
Competition within the banking sector has increased. The augisandve put ir
place a coherent and comprehensive strategy for further improvement
banking system. Howevefurther efforts will be needed before banks ¢
adequately serve the needs of the increasingly important private busines:
the rural eonomy. A number of unresolved issues, notably the status c
stateowned commercial banks and the scope for private ownership in
banking system will also need to be addressed.

The commercial banking system consists of the four segments (1) four
Stateowned Commercial Banks (SOCBS), (2) the twelve nationwide-$oauk
Banks (JSBs), (3) city commercial banks (CCBs) and (4) credipeoatives.
The share of the four SOCBs in total assets has been declining in recen
and now amounts to slightly more than half of total bank assets, with the st
al |l three other categories of ban
banking landscape is pervasive state ownership and control. The SOC
majority-owned by the central government and, with some very few excep
JSBs and CCBs are majortyvned or controlled by local governments anc
SOEs. There are an extremelyal number of purely private banks, and 1
market share of foreign banks is still quite small.

On balance the Chinese authorities believe that a continuing large gover
presence in the banking system has enhanced stability.
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Nearly all bank
creditwent to state
owned enterprises

The banking
system has
changed
considerably and
lending standards
have improved

Changing banks to
become more
businesslike has
proven difficult

In 199899, a
significant effort to
strengthen
weakened

balance sheets was
undertake

éhowever
mixed results

Reforms in 2004
were based on
upgrading
supervision,
ownership
diversification,
public listing and
expanded foreign
presence
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Refl ecting t he countryés hi story
traditionally had little autonomy in credit decisions and nearly all bank c
went to stateownedenterprises (SOESs). In addition to the central govent,
local governments have traditionally exercised considerable influence ov
lending policies of banks in their areas.

As the country had progressively sought mtraduce elements of the mark
economy, Chinads banking system I
with the pace of change acceleratafter 2004 Since 1996, with the creation
the three policy banks and subsequent abolition of the credit ghammercial
banks have in principle been free to make loans purely on the ba:
commercial criteria and it is generally agreed that lending standards
improved considerably. The authorities have taken a number of steps to
interference by locajovernments in operations of bank brancfies

Despitethegover nment 6 s afmrequainng lcaskd to pod ih mar
businesslike ways, it has proven difficult to change bank behaRasolving
the problems has been made all the more difficult by the weak condition
bankso mai n ktateownedventergrises (S@Es) which ofte
depended upon bhrcredit for survival and which the authorities hesitatec
close for fear osocial unrest.

By the | ate 19 9bakingsettiaraevas eftettivelg imsolneatd
very large share of the loans of the SOCBs had becomeperdormirg
(although they were not yet fully recognised as such at that time) and mo
commercial banks, RCCs and jostbck banks had high NPL ratios. Bar
were inadequately capitalised and had low profitability ratios. In B398
significant effort to sengthen SOCB balance sheets was undertaken wit|
subsidised sale of a large portion of NPLs to governfoemied asse
management companies (AMCs). Bank management was made, at
theoretically, responsible for any new NPLs.

Despite expenditure on restructuring amounting to about 16% of GDF
results were mixed. On the positive side, the financial conditions of the
improved markedly, and the SOCBs and JSBs implemented a more rigorot
classification system.rBctices regarding transparency and disclosure, likev
showed a marked improvement. However, NPLs remaining in the SOCBs |
out to exceed those that were carved out in 1999 and by official estimate:
still 18% of total loans at the end of 20080CBs could make very littl
headway in reducing the level of NPLs or in preventing new NPLs -
emerging, due to the low level of their own profits and persistent probler
autonomy in credit allocation. A certain reduction in the ratio of NPLs td
loans at SOCBs was achieved between 1999 and 2004 but thisavdgdue to
increases in loar$

In 2004, the authorities adeeated their effort to align practices in the bank
system with best international practices. In addition to the expenditu
additional funds to strengthen bank balance sheets, this reform was base
an upgrading of supervision, ownership divigcation, public listing and
expanded foreign presence. These measures were designed to subject €
to higher standards of transparency and disclosure, with more intense scru
banking counterparties, investment analysts, institutional inveatwisrating
agencies. The change in ownership and governance practices was ai
focusing bank management on profitability and prudential soundness.
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Responsibility for
bank supervision
was transferred to
CBRC

Special entity
(Huijin) to assume
statedbds o
interest in SOCBs

SOCBswere
converted into
corporations and
ownership was
diversified

Bank performance
was to be improvec
by better
governance
structures and
subjecting
companies to
market discipline

Many mgor
international

banks have becom
strategic investors
in corporatised
SOCBs

Measures to improve bank supervision weareeterated. Responsibility for bar
supervision was transferred from the central bank to a newly formed agent
China Banking Regulatory Commission (CBRC) and a series of laws
regulations to improve supervision, based on international practicegl@val
standards, was enacteth ensuing years, the CSRC imposed a string
supervisory regime. Capital requirements were set above the international
with strict rules discouraging the use of tier 2 capital. At present more thar
of bank capithis tier 1. The CSRC has also insisted that banks demonstr:
in-depth knowledge of any new instruments that are introduced.

In December 2003 a special entity (Huijin) was setap ta s s u me
ownership interest in the SOCBs. The SOCBs were first transformed intc
stock companies with the state as the sole owner and received cash injec
increase capital to adequate levels and build reserves against NPLs.

The first step was to convert SOCBs into corporatifFise JSBs and CCBs he
been legally incorporated since the 1990s. 2004, the Bank of China ar
China Construction Bank became the foétthe SOCB to be transformed in
corporate form, the other two SOCBs were subsequently transformed
second step was to diversify the ownership of the banks, with new own
include private interests, to be followed at least in the case of tper lbanks,
by listing on the stock markets. This second element is regarded as crit
ensuring that financial institutions remain focused on commercial objec
The JSBs and many of the CCBs already have multiple investors, althoug
are for tle most partstill state controlled entities. The SOCBs have bec
much less specialised and more competitive with one another and with the

Banks have expanded operations in housing finance, consumer finance ar
management. The CSRC gengraéiquires banks to set up separate subsidi:
when engaging in activities not strictly related to commercial banking. B
may also offer insurance through specialised subsidiaries.

The strategy to improve the performance of banks was to change the owr
and endow them with governance structures (notably boards of directors
supervisory boar ds and t hy tha halign
management incentives with owner
market discipline over their performance via a combination of stock m
listing, bond issuance, and monitoring by lenders and shareholders
authorities placed gat hopes on the introduction of strategic invest
particularly foreign strategic investors, as a means of further strengtheni
commercial orientation of the institutions as well as bringing in new bus
techniques and other expertise.

Although the problems of these banks were widely recognised, r
international banks believe that China is likely to be a major playe
international finance and thus it important to have a presence in the mar
Consequently many major banks have become strategic investors i
corporatised SOCBd.he SOCBs will select their own management, which
be accountable for meeting the most commonly used benchmarks forgse
and balance sheet quality as well as targets for improvement in in
governance. Public listing and a broad investor base will lead to impi
monitoring to protect shareholder value. The SOCBs as well as JSBs have
on both Chinese marke#sd international markets. These have been amon
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Heightened
compeition was
permitted between
SOCBSs and other
domestic banks,
with JSBs gaining
market share

Substantial
progress was made
in risk monitoring
and
managemen

ébut igalo!l i
considerations
continue to play a
role in lending
decisions

The prudential
quality of banks
has improved, and
reformshelp
prepare the
banking system for
its next phase of
modernisation

largest IPOs ever launched anywhere. This has enabled them to raise
volumes of capital and to include institutional investors from around the v
into their capital structures.

Heightened competition was permitted between the SOCBs and other Kil
domestic banksThe JSBs have already been gaining market share in r
years.To make futher gains, the JSBs were able to raise capitdi)omestic
or international equity{ii) issues of subordinated debt; and(di) strategic
investments by foreign banks. The CCBs were also opened to str
investments by foreign banks. Finallyy axpanded foreign presence would
encouraged partly linked to Chinese WTO membership and partly linkec
desire to benefit from foreign competition.

Substantial progress was made irod®@rnsing internal systems for cred
assessment, loan monitoring, and risk management within the SOCBs, JSI
some CCBs. These include the separation of loan origination and assessm
introduction of objective criteria angtocedures for assésg creditvorthiness;
and the adoption of a new loan classification system in line with internat
practices. At least in principle, new loans as well as loan extensions are ¢
only to borrowers with a good credit record ardhsed on standar
crediworthiness criteria such as cash flow and business prospects. Th
system incorporates forward | ooki
repay and requires reassessment in the event of a significant change i
conditions.

Efforts have been made to reduce interference by local governments in I
decisions by moving the authority to grant large loans to higher lédaigever,
the extent to which lending deons by the banks are driven by commer¢
criteria is uncertain. Improvements in lending decision frameworks have
made but there is evidence indicating that political considerations contin
play a significant role.

Overall, efforts to improve the prudential quality of banks have been reflec
improving ratios.Pr of i tabi l ity has i mprove:i
low in comparison to other EE5 countries, but net interest margin and RC
in line with other EE5 countrieNPL ratios have declined substantially wh
provisions now exceed NPLs. CARs, which had been as low as 4% in 20(
now approaching intertianal norms. There is virtually no one who belie\
that the measures to date are sufficient to cure the problems of the C
banking system. At the same time the measures taken are bold and lei
country positionedto move on to the next phase time modernisation of it
banking system.

2. Institutional investors

The institutional
investor sector is
still rather small in
Chinaté

24

The institutional investor sector is still rather small in China. The assets
institutional investorswere equal toonly 14% of GDP in 2005, the secol
lowest ratio among EE5 after Indonesia. CIS and pension funds aeddoint
only about 3% (each) of GDiA 2005 Nevertheless, institutional investors ¢
becoming significant holders of certain categories of securittass, the Chine
Securities Regulatory Commission (CSRC) estimates that institutions nov
hal f of al/l t The absets bf esuface corhpaniese slighttly
larger, representing over 8% of GIFP2005
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ébut gove
has been seeking ti
better promote it

The introduction
of a comprehensive
pension r

éwould op
immense
investment
possibilities for
domestic and
foreign asset
managers

3. Capitalmarkets

China has made
impressive strides
in building a
dynamic equity
market in the past
two decades

Retail investors
have been
dominating the
market, but
investment funds
are gaining share

Stateowned
securities

The government has been seeking to promote institutional investors, recog
that these investors tend to be able to engage in more discipline
professional analysis of issuers thereby encouraging a rise in standa
disclosureand performance while reducing volatility.

The development of institutional investors is afdosely relatedto another
major policy goal, the introduction of funded pension schemeshe end of
2007, only a small proportion of the total Chinese labour force (25.
participates in any government pension schdmedamentally a pay as you ¢
(PAYG) system Moves toward pension reform have been hesitant. F
workers have barely any coverage, butamlwvorkers currently participate in
PAYG public pension scheme. This system is partially backed by a reserwv
(the National Social Security Fund), with some foreign investments outso
and managed by professional asset managlesgovernment hastroduced a
pilot scheme for rural pensions and migrant workers that will eventually
coverage, but hasonly just started.

In addition, a layer of individual D@ccounts has been added to the pu
pension system, but these accounts are yet to be properly funded. The a
far accumulated are still run by the government, but there is debate as to v
they should be managed by professional investorstimguThe government i
also encouraging the development of private, occupational pensions, knc
Enterprise Annuities, which are still mainly confined to large companies,
the assets required to be managed by specially licensed institutionabiavés
China actually launches a comprehensive pension refonvgutd in the long
runopen an immense amount for domestic and foreign asset managers to |

China has made impressive strides in buildingyaamicequity market in the
past two decades. As of today the ratio of market capitalisation to GI
comparable to that of OECD countries, even though the market is still bac
in many ways. Chinese residents have very high aggregate savings ratdl |
do not have a wide array of investment options. Small investors hold
amounts in bank accounts and modest amounts in government bonds, bt
capital market instruments @ninstitutional savings products are not w
developed. As a result stock market investmentdaasuredthe interest of the
public. Retail investors have tended to trade on technical factors, rumou
real or supposed insider information, with the bBags on shoiterm trading
profits. Chinese investors trade very frequently by comparison to those in
markets

Retail investorshave been dominatintpe marketbut the institutional investol
share of the Asshare markét s t r a d asimdéwgustevér 80rper sentThere
has also been a history of investment fund operatiamp er at i ng
ma r k Ehese funds range from small commusbigsed funds in whitfunds
are invested by informal networks of friends, work colleagues and relativ
much larger and more professional operations involgalicitation from the
public.

Given the regulations separating banking and securities business in Chi
main intermediaries in the capital market (other than the government debt r
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companies are the
main
intermediaries in
the capital

mar ket é

ewith it
pressures to
produce high
quality,
independent
research

The vast majority
of listed companies
are stateowned
enterprises (SOES)

Many shares are
non-tradable

Reform in 2005
aimed at
eliminating the
difference between
tradable and non
tradable shares

Stellar rise of
Shanghai and
Shenzhen stock
exchangestheir
combined2007
marketcap being
Asi abds- se
largest
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where bankspredominate)are the securities companies. Chinese secul
companies differ comgerably from securities companies and investment bi
in the major world markets. AbfChi nads secur i t i-ossed,
either directly or through SOEs. Chinese securities companies still di
heavily ontradingcommissionsas well as inome from IPOdor revenue. Giver
the pace of technological advance, there is likely to be consolidation i
Chinese industry as there has been in most countries.

Given the lack of dpth in the investor community, pressures to produce
quality research have not been strong. The securities companies are
suspected of collaborating with investment funds and other market partic
to manipulate stock prices. -house systemdor risk management an
compliance are not well developed. Until recently enforcement of mi
conduct rules rdhbeen sporadic.

The vast majority of listed companies atateowned enterprises (SOdL Listed
companies usually belong to SOE groups that select some of their st
members for public listing. In practice, the separation between the
company and its unlisted affiliates remains incomplete. Given that Gae
been able to obtain large sums on capital markets and while requiring onl
limited behavioural changes on the part of listed companies, public listin
been a very attractive proposition. Chinese companies had extremely
valuation ratiody global comparison

Through the middle of 2001, a listed company typically offered only abcu
30 per cent of its total equity to public investors of all kinids. émployees of
the company or retail or institutional investojr‘é)[he remainder was held by tt
state or Al egal p e rAs a resublh of thesd nemadable
shares, the assertion that equity market capitalisation represents a high <
GDP must be interpreted with some caution.

In April 2005 the authorities launched a reform aimed at eliminating
difference between tradable and rosdable shares while, at the same fti
minimising market disturbancedu t o t he huge amoun-
to the market. Appropriate compensation was therefore a core element
reform and usually holders of noradable shares compensated those of trac
shares by giving out a portion of their shares at miytiagreed prices. By th
end of 2007, listed companies accounting for 98% of total market capitalis
had at least started the reform process. During the transition mechanism
introduced to compensate owners of #i@uable shares for expected pri
declines while formerlynech r adabl e shares wer @e
when they could not be tradedIn addition, the authorities imposed a ban
new IPOs to cushion the expected downward pressure on equity price
would result from thex@ansion of tradable equity.

China operates two stock exchanges, in Shanghai and in Shenzhen. Insti
traded on both exchanges includersts (A shares and B shdresconvertible
bonds, warrants, mutual funds, ETFs, corporate and government bond
repos. Aside from B shares, all instruments are only denominated in
currency.Chi nabés stock market e X pgegrowth
between the midand late 1990s with the Shanghai Composite Index al
quadrupling within five years. However, over the following five years, the ir
l ost half of its value. Starting
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rise andhe Shanghai Composite Index doubled in both 2006 and 2007. In
the combined market capitalisation of both exchanges in Shanghai and Sh
became the secoddar ge st in Asia after Jap
reached USD 26 billion, making one of the most actively traded marke
worldwide. The stock market started to correct in October 2007, m
capitalisation declined from 140% of GDP to around 50% as cP608.

Chinese stock In 2009, Chinese stock markets have rebounded strongly, rising over 100%
markets rebounded the beginning of the yedr the strongest performance in the world. The st
at record pace in  rises and falls of the stock market have been reflected in IPO aciraitgesic

2009, and IPO IPOs were suspended for after timntradable sharesere phased out in 200!
activity has been  Both the amounts raised as well as the number of IPOs rose sharply b
strong 2005 and 2007. By November 2008, they had fallen below their 2005 leve

the same time Chineseompanies (led by banks) have been making F
overseas IPOsIn 2009, Chinese IPOs were among the highest in the worlc
the combined IPOs of China and Hong Kong, China (most of which are ¢
related) were almost twice as high as in the United State

The bond market is The bond market is still relatively small although total annual issuance has

still relatively small  eightfold since 2000, reaching RMB 8 trillion at e2@07.Bondsissued in 200€

although total amounted to RMB 6.9 trillion, a decline of 12.7% from the level in 2007, m:

annual issuance  attributable to a lower issuance of national d8Bte o pl e 6s Bank

has risen eightfold and treasury bonds accounted for about 65% of outstanding at the end ¢

since 2000 while financial bondsife. those issued by financial institutions account for ak
25%. Policy bank bonds constitute more than 90% of total outstanding fin:
bonds while commercial bank bonds make up only roughly 10%. Corp
bonds (of which those fro stateowned enterprises account for more than 7
of the total) represent only 5% of outstanding bonds. All other categori
bonds accounted for8% of the total.

The OTC market  The secondary bahmarket can be divided into twmain sections: the OTC

accounts for more  sectioni which can be further suilivided into an interbank and the commerc

than 97% oftotal b ank s 6 OT @ndreeaalldd exchangbased trading. The OTC mark

transaction value  accounts for more than 97% of total transactratue, with the overwhelmini
majority in interbank activityl n addi ti on, the fnba
targets individual investors, is very small. The varieties of bond instrun
available are very limited, mainly government bonds in the form fficate
bonds and electronic savings bonds.

Domestic Domestic commercial banks now hold close to 60% of the total an

commercial banks outstanding, but their share has been declining from around 65% in 2006,

are the major bond the sharef insurancecompaniesCIS and other institutional investanss risen.

holders This trend reflects the explicit policy of broadening the investor base and m
the bond market an alternative for institutional investors. Ongoing reform ¢
social security ygstem coupled with growing sophistication and awareness o
part of market participants will help to increase the share of institut
investors.

4. Internationalisation of the Chinese market

Capital inflows As China has liberalised rules for foreign portfolio investment, it has bene
have increased, bu from rising capital inflows. On average, foreign portfolio investments |
integration with increased by 50% annually over the past 5 yeaftected in the strong desire

OECD JOURNAL: FINANCIAL MARKET TRENDS i VOLUME 2009 - ISSUE 2 - ISSN 1995-2864 - © OECD 2009

27



CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

international
securities markets
is only at an early
stage

The international
integration of the
Chinese stock
markets has been
hampered by its
segmentation into
categories of
shares

Possibilities for
foreigners to invest
have grown

foreign investors for exposure in this dynamic market. Despite growth in r
year s, Chinads integration with
embryonic stage. Price differentials of Chinese bonds comigarether debt
securities traded on international markets are one indicator of the relative
level of integration.

The interrational integration of the Chinese stock markets has been hampe
its segmentation into categories of shares, with different degrees of restr
of access for foreign investorsThus, the vast majority of companies are lis
in socalledA shareswhich are listed on the Shanghai and Shenzhen exch:
and could traditionally only be purchased by domestic investors. Fa
institutional investors authorised under the Qualified Foreign Instituti
Investor (QFIl) scheme are now allowed to/laund sell AsharesAn aggregate
ceiling of US$10 billion that all QFlls may purchase was imposed in 2002
the scheme was introduced. This ceiling was raised to $30 billion at the ¢
2007. Each QFII has a limit on the amount of Chinese securitiesndnate
purchased. At er@008, 76 foreign financial services providers were license
QFlls. B-sharesi which are denominated in USD or HKDwere originally
designed for foreign investors only, but since March 2001 domestic
investors are also lalved to trade them as welA-shares are by far the mo
i mportant i nstrument in Chinabs ¢
amount raised via Bhares haveen very meagre indeeliquidity has beer
scarce over the past few years, and rumouis pdssible mger of A and B
shares also add lacklustre performance of the latter.

With the listing of Chinese equities on foreign stock exchanges, possibilitie
foreigners to invest in the markehave grown. On balance, foreign participat
remains narrow but it is likely to expand substantially.

5. China as a global financial player

China is likely to
further increase its
weight in global
financial

mar ket s é

ébut pote
growth scenarios
differ widely
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The combination of large and growingrkets that are now highly restricted
are expected to open gradually implies that China is likely to further incree
weight in global financial markets dramatically. The country has already cr
banking giants that are the five largest banksthie world in terms of
capitalisation. China has the wol
funds tend to be held in bank deposits or in government bonds of C
countries, but as Chinese patterns of holding financial assets and C
investmem patterns changethe impact on world finance promises to
enormous.

Potential growth scenarios differ widely depending on the assumption
pattern of development. According to sensitivity analysisgoeréd by Deutschi
Bank Research, a continuation of growth rates as observed in the year
through 2008 even taking account of corrections in the wake of the finar
crisisi suggests a further vigorous expansion that should make China one
dominant financial markets in the world by 2018, after the US and th¥ Eke
exact position of China in the global financial system will vary upon grc
rates of income of financial markets and of policies related to opening me
However, even in a soario of modest expansion by the year 2@Rina to
would attain market shares of 5%, 16% and 13% in the global bond, equity
and banking markets, respectively.
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VI. India

Overview

1. Banking

Post1991
deregulation
reform

The Reserve Bank
functions include
banking
supervision, but go
well beyond those
of central banks of
other countries

Between independence in the late 1940s and 1990, Indian economic
operated under the assumption that the state simoaidtaina strong hand ir
making economic decisions. This policy implied high levels of governr
ownership and official direction of activity as well as limitation of fore
presence in the domesticarkets. In the financial sphere, this policy w
reflected in high government ownership of banks, widespread contro
interest rates, mandatory credit allocations and limits on foreign bank pre:
By 199Q stateowned banks controlled 90% of bank dsiis. All banks, public
or private, were required to channel an extremely high proportion of funds
government or government targeted sectors. Interest rates were dete
administratively; credit was allocated on the basis of government polity
approval of the Reserve Bank was required for individual loans above a ¢
threshold.

In 1991, partly in response to a balance of payments crisis as well as a sy
problem of bank solvency, a major reform of the financial system was laun
Since the early 1990s, the financial sector has become much more divel
Competition has increased within the banking sector and also between di
financial sectors. However, even with the reform India has a much higher ¢
of government ownehsp and control than OECD countries and rules res
foreign participation.

The I ndian equity market ranks a
bond market is well developed, but the corporate bond market has not yet
much dynamism.

The post1991 reform includedrecapitalisation of public sector banks a
measures to spugreater competition. Fundamentahangesincluded the
elimination of interest rate controls, reductions in reserve and liqu
regurements and a reduced priority sector lending.

Banking supervision was considerably strengthened in 1994 with
introduction of a Bard of Financial Supervision within the Reserve Baifk
India (RBI). In addition to being the central bank and the banking superviso
RBI's functions go well beyond those of central banks of other countries
example, the Reserve Bank has lentdaiyeto the government. It is the owner
several financial institutions, including State Bank of Indtae largest
commercial bank in the counjras well as the National Agricultural Bank a
the National Housing Bank. (A proposal has been made thatdw@nsfer the
RBlI 6s majority holding in the Stes
The Reserve Bank is responsible for management of government debt. A
proposal has been made to create a new debt management agency that v
located n the Ministry of Finance. The RBI continues to be responsible
foreign exchange controls, for approving independent directors for both
and private banksand it is the manager and regulator of the governr
securities market. The RBI is the goy nment 6 s i nvestm
sales of government debt and the banker for state governments.
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Competition was injected into the bangisystem through two channels. Fir
new banks were allowed to enter the market. A dozen private Indian bank:
created, some by the transformation of existing institutions, others startec
scratch.Foreign establishment was also allowed timee maket. Second, once
prudential reforms were undertaken, bank interest rates were deregulat
2009, controls remained in only four aréasaving deposit accounts, small log
in priority areas, export credits and A@sident transferable rupee depos
Government control over credit allocation was relas@uhewhat

Commercial banks traditionally provided shtetm credit. Since deregulatio
however, many of the larger natioisatl commercial banksave begun to targe
the mediumto longterm requirements of the corporate sector and the gro
infrastructure debt market. Recently, banks have been targeting the retail
as well. The system is still dominated by statenedbanks, whichaccountfor

nearly 74 % of deposits and assdigt statebanks have accepted private &
foreign investors as minority shareholddPoposals have been made to furtl
enhance the efficiency of the banking systbynincluding one to reduing

government ownershipf public banks below itcurrent minimum of 51%, bu
reduction in that share is currently not contemplated.

The publiesector banks are charadésed by their large branch netrks and
broad geographic coverage. At edicdrch 2008, about 45% of commercial ba
branches were located in rural regions, a further 20% in semi urban aree
the rest were mainly in metropolitan areas. Although they are significant in
of depositgathering, rural branches tend to be unprofitable, while urban
metropolitan branches are profitablehe Indian authorities note that the sta
owned bankshave faredbetterthan privatebanksduring the pos2007crisis.
Among publiesector banks, th&tate Bank of India (SBI) group, it over
13,600 branches and 54 overseas offices, is the largest bank in the country

Despite continued domination of public sector bankse years since
liberalisation have seen the emergence of new private sector banks as wel
entry of several new foreign banka/ithin a decade of its formation a priva
bank, the ICICI Bank, has beconietsecond largest bank in Ind@ompetition
has clearly increaseditiv the opening of the market. Concentration is lowe
India than in other emerging economies with the Herfindahl indéegaently

usedmeasure of concentration) for advances and assets dropping by ove
and about 20% respectively betwdd91-1992and 200e2001.

The reform hagxpandedhe rangeof opportunities for foreign bank#. foreign
acquisition of domestic banksmsow al | owed wup to 7.
R o u t? Im factIndia has been rather liberal alowing entry of foreign banks
While India accepted &VTO commitmentto permit twelve foreign bank
branches per yeait, has actually permitted ufm 18 In mid-200932 foreign
banks with 393 branches were operating.

All banks whether public or private, are subject to government control over
|l ending portfolios. The objective
ensure adequate lending to sectors in society or the economy that hayer
impact on large or weaker sections of the population and which are emplo
intensive.A large portion ofbanklendingis targeted to agriculture, which tt
authoritiesbelieve  fosters financial inclusioand supportsural demandin

fact, financial inclusion is one of the main goals against which most pt
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measures are measurethe scope of mandatory credit allocation has b
reduced somewhat with the reform, but it is still very large in compavigtin
other countries. Banks must lend 4@¥otheir total to priority sectors such
agriculture, certain small businesses and clients from scheduled castes anu
With reform, banks have been allowed greater leeway in branch rationalis
credit delivery recruitment and the creation o$fs.

In addition to priority lending requirements, banks are subject both to a
reserve ratio (6.5% of assets since May 2007) and a statutory liquidity
(SLR) that require25% of their liabilities to be kept in specified public sec
securitiesSLRswereas high as 50% in the early 1990s.

Overall, the state mandates the sectoral allocation of 59% of bank ass
earlier periods, the statutory liquidity ratio was not a serious burden on |
inasmuch as public sector banks actually held a hitjtzerrequired proportior
of their assets in targeted assets. As patterns of expansion change this re
be a mediurterm constraint on bank portfolios. In January 2007, a new
empowered the Reserve Bank to lower the SLR below its current level.
anal ysts believe that despite th
process Indian banks have learned to workcéffely with these allocatior
guidelines and make credit decisions, including those for directed «
segments, on commercial grounds.

Indian rules concerning the corporate governance of bankdisiiective. The
Bank Regulation Act overrides any provisions made for stock market listil
by the Companies AcEpecifically shareholders owning more than 10% of -
equity of a bank have their voting rights capped at 10%. Foreign shareh
are sill limited to 20% ownership of public banks. They can own up to 749
private banks but their voting rights remain capped at 10%. Even in the c
private banks, there is still a limit on the shareholding of any one entity.
Reserve Bank no longappoints directors to the boards of public banks bt
responsible for undertaking due diligence process prior to their nominatic
the governmeniThere have been recent amendments t@#drking Companie:
(Acquisition and Transfer of Undertakings) tAdo improve corporate
governance by increasinpe numberof full-time directorsand shareholér
directors,and a tightening ofcriteria for the selection of directors.

Deposit insurance has been operational in Irgliece 1962. The Depos
Insurance and Credit Guarantee Corp. (DICGC), a goverrovaméd corporate
entity, administers deposit insurance in India. DICGC insures deposits of
Indian rupees (INR) 100,000 (USD 2,350) per depositor per branch.

Before the reformthelack of credit discipline andredit information as well a
poor protection of credit rightavere seriousproblems. Since 2002, tr
authorities ve implemented several measures to strengthen the proces:
the resolution of nonperforming assetsr improving flows of information
regarding credit and for streamlinirige corporate debt restructuring proce
Measures includd€l) the setting upof Debt Recovery Tribunalacross the
country, (2) the Securitisation and Reconstruction of Financial Assets
Enforeement of Security Interest Act df002 and (3) registration of asse
reconstruction companies (which engage in the businesssofution of non
performing loans acquired fronabks and financial institutions).

OECD JOURNAL: FINANCIAL MARKET TRENDS i VOLUME 2009 - ISSUE 2 - ISSN 1995-2864 - © OECD 2009

31



CURRENT AND STRUCTURAL DEVELOPMENTS IN THE FINANCIAL SYSTEMS OF OECD ENHANCED ENGAGEMENT COUNTRIES

Regulatory Regulatory standardsave beerprogressively moved towards international b
standards have practices. Rules governing thecognition of bad loans were substantia
movedtowards tightened. A forwardooking system of supervision, similar to Pron
international best  Corrective Action systems in other countries, was introduced under which
practices are required to promptly undertake specified changes to theifolpms and

management when specified trigger points are brea&astks are also require
to maintain high quality asset and liability and risk management systems
used in conjunction with Basel Il banking supervisory systems.

Indian banks are  Indian banks are profitable, adequately capitalised and are demonstratin

profitable, capability to manage risk. Despite considerable deregulation, net interest il
adequately margin for hdian banks has remained high and stable. The contributic
capitalised and are treasury income has been falling, pushing banks to focus more on fee ir
demonstrating The growth in fee incomeshouldbe helped by the distribution of thighrty
good capability to  products such as CIS, insurance, se@gitand commoditiesndian banks have
manage risk reasonably highearnings although somewhat lower ththe average for EE:

countries. The ROA averages about 100 basis points for domestic banl
about 200 basis points for foreign banks. ROE for most banksli€ irmhge of
15%. Improvement in credit quality has been evident in the past few year:
NPL ratio declined from 11.4% in 2001 to 2.3% in 2008.

Capitalisation The Indian banking system's capitalieatremainsadequate. Increases in capi

remains adequate ratioshave been supported by Indian banks' healthy retained earnings as'

as Basel Il is being new equity and hybrid capital issuance. From 2003 onwards, a pilot projec

introduced launched to operate a ritlased supervision approadahn preparation for the
introduction of the new Basel |l ridkased capital framework. Internationa
active banks were required to be compliant with Basel Il as of March
while banks having only domestic operations may delay implementation
2009in orderto raise the necessary capital.

Coordination of In order to deal withissues ofsystemic riskthat transcend the concerns
financial individual regulatory bodiesa high level coordination committee on financ
supervision marketshas been stablished. The members of this committee include the |

the Securities and investment Board of India which supervises capital m
and the Pension Fund Regulatory and Development Authority (PFRDA.)

Need for capital Indian banksare expectedo need capital infusions to support thpiojected
infusions to balance sheet growth atalimplement RBI's new capital adequacy framewc
support balance Hybrid capital instruments (Tier | and Upper Tier Il) are expected to compt
sheetgrowth significantproportion of the new capital

2. Institutional investors

While investment  Although institutional investors represent agistly larger share ohational

controls for income than in China and Indonesia, controls on the investment of institu
institutional investors inhibit development of dynamic financial markets. Prior to the re
investors inhibit institutional investors were mainly government controlled. i, fine insurance

the development of sector is still dominated by the statened Life Insurance Company of Indi
dynamic financial ~ which invests most of its assets in public sector liabilities. The largest pe
markets, pension  scheme in the country is part of the government, private pension schem
reform could foster allowed to invest only 5 per cent of their new inflows in shares and 10 pe
a transformation in equitylinked mutual funds. There is a possibility for major changes in
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situation. Thus in 2007, India implemented a shifthe retirement scheme ft
civil servantsto a new system of defined contribution accounts. An extensic
this scheme to the general population is under active consideration. |
pension reform is properly implemented it could pave the way for

accumulation of assets in private retiremaetounts over time with the potenti
to transform the countryds financ

Domestic private CIS have played a key role in resource mobilise
Previously, only publicly owne€IS were authésed anda public sector fund
manager (Unit Trust of India) held a commanding position. The Unit Tru
India had to be completely restructured in 2002, for the second time, ¢
failure of its investment portfolio to meet the returhattit had promised t
investors. With the deregulation of the capital market, privately owned m
fund management companies were allowed into the market. These fund
been preferred by investors and now have a market share in excess of 909

Despite a significant growth in the number of schemes and assets
management of mutual funds in recent years, their level of penetration re
limited in comparison with other countries. Assets of CIS im@amto less thar
5 % of GDP as against 70 per cent in the US and 28 % in Bfh&lshare of
equity CIS hasincreased significantly in recent yeabsit still account for less
than 25 % of assets. Most of the growth has occurred in money market scl
which are used by corporates and large institutional investors for short
liquidity management. There is considerable potential to develop hous
investments in CIS.

Before the reform, overregulation discouraged the modernisation of |
capital markets. In 1992 a breakthrough was achieved when a new regi
authority for capital market$ the Securities and Ekange Board folndia
(SEBI) i was established and a substantial degree of deregulation
undertaken. In the intervening period capital markets have grown consid
but unevely. While the equity and government bond components are larg
dynamic, the private de¢lnarkets are much less advanced.

The number of Il ndi abs stock exche
(1947) to 23 at present . elarfestbyhfa sva
the Mumbaibased Bombay Stock ExchangBSE) At one point the BSE
boasted the largest number of listed companies in the Wwovkll over 10,000
but a high proportion wailiquid. At present about 4900 companies are lis
As recantly as the early 1980s the ratio of market caigigabn to GDP was only
3%. Until that time, Indian capital markets were a closed club of brokers,
few primary market offerings and little trade and marginal participation o
general public. Thipartly reflected the lack of transparency in Indian busine
and limited protection affordet minority shareholders.

One major turning fat in the development of the equity markaimewith the
establishment of the National Stock Exchange (NSE) in 1984lyaautomated
competitor to the Bombay Stock Exchange (BSE.) The NSE was crea
response to the stagnant performance of the egisstock exchanges. I
founding shareholders were a number of public development banks (incl
one that founded the largest new private bank), government financial instit
and a private bank. The compused trading system made it easier for istegs
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