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AGENDA

O years after: Positive diagnos
markets health
Aus subprime crisis: Visible but limited direct impact to date
AThe next 10 years: Opportunities outweigh challenges

AThe road ahead: Shift from hardware to software



FIVE DYNAMIC LOOPS WITH METRICS TO MONITOR
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TWO MACRO FACTORS AND SEVEN MICRO FACTORS POINT TO

SIGNIFICANT IMPROVEMENTS

2 macro factors: Clear improvements 7 micro factors: Solid momentum

1. Foreign funding and exchange rates: Since 1. Banking systems strength: Underlying strength
the late 1990s, most exchange rates in Asia and capabilities of banks across Asia significantly
have moved from being fixed to flexible, and improved over last 10 years
even floating 2. Underlying credit and risk skills: Credit

2. Economic growth, government budget capabilities improved, albeit from a relatively low
deficits, inflation and unemployment: There base
has been broad improvement in most 3. Strength and consistency of regulation and

supervisorso6 capabiliti.@e

4. Breadth and depth of financing options: Still
bank dominated but capital markets (particularly
equities) beginning to play a large role

5. Underlying infrastructure efficiency: Payments
systems (e.g., RTGS) improving; exchange
governance and operations overhauled

6. Corporate sector vitality: The majority of listed
Asian companies are now achieving ROIC greater
than their WACC

7. Asset bubbles: Strong contributors and triggers of
past crises (e.g., Thailand in 1997, Sweden in
1992), they remain a concern today

Source: McKinsey 3



INCREASED EXCHANGE RATE FLEXIBILITY POST-CRISIS

1995-2001
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ASIAN FOREIGN EXCHANGE RESERVES TO REACH $5.1

TRILLION
Asian holdings of foreign reserve assets % of nominal GDP
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* Bangladesh, Cambodia, India, Indonesia, Lao PDR, Nepal, Pakistan, Philippines, Sri Lanka, Thailand, Vietnam.
** Hong Kong, Korea, Malaysia, Singapore, Taiwan.

Source: IMF; Ministry of Economic Affairs, Taiwan; Global Insight; UBS Asian Economic Monitor; MGI Cross-border
Holdings Database; McKinsey Global Institute analysis 5



MACROECONOMIC PERFORMANCE METRICS ACROSS ASIA

GDP Real GDP growth Deficit as % of GDP
1996 2005 2006 1996 2005 2006 1996 2005 2006
China 856.1 22252 2,626.7 10.0 104 10.7 -0.7 -1.3 -0.7
Hong Kong 159.0 177.8 189.8 4.2 7.5 6.9 -0.2 2.3 0.5
India 389.2 809.7 912.3 7.4 9.2 9.4 -4.9 -4.1 -3.7
Indonesia 227.4 286.9 364.2 7.8 5.7 5.5 0.2 -0.9 -1.0
Japan 4,637.8 4553.1 4,363.6 2.8 1.9 2.2 -5.1 -6.5 -5.5
Korea, South 557.6 791.3 888.0 7.0 4.2 5.0 2.9 0.3 0.4
Malaysia 104.7 137.2 156.1 10.0 5.0 5.9 0.7 -3.6 -3.3
Philippines 82.8 98.8 117.7 5.8 4.9 5.4 0.6 -2.7 -1.1
Singapore 92.6 116.7 132.2 7.8 6.6 7.9 6.8 -0.7 -0.6
Taiwan 289.3 355.1 364.6 6.3 4.1 4.7 -0.1 -0.9 -0.7
Thailand 181.9 176.0 206.1 5.9 4.5 5.0 0.7 0.8 25
Vietnam 24.7 52.6 60.5 9.3 8.4 8.2 -0.8 -1.2 -5.0
Unemployment rate Inflation rate Foreignh exchange reserves
1996 2005 2006 1996 2005 2006 1996 2005 2006
China 3.0 n/a n/a 8.3 1.8 15 105.0 818.9 1066.3
Hong Kong 2.8 5.7 4.8 8.8 5.3 5.6 0.2 0.5 0.5
India 155 12.7 12.2 9.0 4.2 5.8 19.7 131.0 170.2
Indonesia 4.9 10.3 10.3 8.0 10.5 131 17.8 32.8 40.7
Japan 3.4 4.4 4.1 0.3 -0.6 0.2 207.3 828.8 874.9
Korea, South 2.1 3.7 3.4 5.0 2.8 2.2 33.2 210.0 238.4
Malaysia 25 3.5 3.6 3.5 3.0 3.6 26.2 69.4 81.7
Philippines 8.6 114 7.9 7.5 7.6 6.2 9.9 15.8 19.9
Singapore 1.7 3.1 2.7 1.4 0.5 1.0 76.6 115.7 135.8
Taiwan 2.6 4.1 3.9 3.1 2.3 0.6 88.0 253.3 266.1
Thailand 11 1.7 1.7 5.9 4.5 4.6 37.2 50.5 65.1
Vietnam n/a n/a n/a 5.7 8.3 7.4 1.7 9.0 134

Source: Global Insight 6



HIGH DEGREE OF DIRECT STATE INFLUENCE ON THE BANKING

SYSTEM
Banking assets under state-owned banks Banking assets under direct government control*
Percent, 2005 Percent, 2005
Malaysia 62 Indonesia 31
Taiwan 49 Korea 16
Indonesia 47 Malaysia 15
Philippines 31 Thailand 13
Thailand 25 Poland 13
Korea 22 Philippines 12
Poland 20 Taiwan 11
Hungar 8 Hungar 6
gary Indicative sample of & Indicative sample of
Hong Kong 0 Asian and Eastern Hong Kong 0 Asian and Eastern
European countries European countries
Czech Republic |0 Czech Republic |0
A state-owned banks (i.e. ban!s in which the government A However, the government in ‘ndonesia directly controls a
owns some % of equity) have a larger share of banking much higher share of banking assets
assets in Malaysia and Taiwan, compared to Indonesia AThis is because the Indonesian government owns a
relatively high % of equity in state-owned banks

*Cal cul ated by multiplying governmentés equity share of SOE banks &
Source: Bankscope; annual reports; Central Banks; BI; team analysis 7



CONSOLIDATION IS ONGOING
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FINANCIAL SECTOR CONCENTRATION INCREASES FINANCIAL

SECTOR STABILITY

Rationale for improved stability

_ Aconcentrated banking systems enhance

Profit buffer profits and therefore lower bank fragility, which
provides a "buffer" against adverse shocks and
increase the franchise value of the bank,
reducing incentives for bank owners to take
excessive risk.

Better AA few large banks are easier to monitor than
supervision many small banks, so control of banks will be
more effective and the risks of contagion less
pronounced in a concentrated banking system

AThere is some empirical evidence that large
banks can diversify better so banking systems
with a few large banks will be less fragile than
banking systems with many small banks

Diversification

Source:Pol i cy Research Working Paper #3041,
Demirguc-Kunt, Ross Levine

A World Bank
report has found
empirical

evidence linking
concentration and
financial stability

Worl d Bank, i Bank
9



CAPITAL MARKET DEPTH DECREASES THE

COST OF FINANCIAL CRISIS
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GROWING INFLUENCE OF CAPITAL MARKETS AS FUNDING

SOURCE

Breakdown of financial stock by asset type
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Source: McKinsey Global Institute Global Financial Stock Database 11






