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Glossary

Affiliate: A branch or subsidiary of a financial institu-
tion (a branch is typically an integrated part of the par-
ent bank; a subsidiary is an incorporated entity)

Asset class: A group of securities that exhibit similar
characteristics, behave similarly in the marketplace,
and are subject to the same laws and regulations

Bank subsidiary: A type of foreign entity that is located
and incorporated in a foreign country but is majority
owned by a parent corporation in a different country

Basel Core Principles (BCP): The de facto minimum
international standard for sound prudential regulation
and supervision of banks and banking systems

Capital conservation buffer: A buffer for the purpose
of absorbing losses during periods of financial stress.
(Capital under this ratio, set at 2.5 percent of risk-
weighted assets, must be composed exclusively of com-
mon equity.)

Countercyclical capital buffer: A buffer for the pur-
pose of limiting procyclicality, which should be built up
in good times and can be drawn down in times of stress
(Under Basel 111, this buffer fluctuates within a range of
0 to 2.5 percent according to national circumstances.
Capital under this buffer must be formed by common
equity or other fully absorbing capital.)

Credit enhancement: In securitization, refers to a
risk-reduction technique that increases the credit pro-
file of structured financial products or transactions

Gold-plating: Setting capital requirements a few per-
centage points above international standards (see Box 7)

High-quality liquid assets (HQLA): Assets that can be
easily and immediately converted into cash at little or
no loss of value

Internal ratings-based (IRB) approach: A method for
estimating credit risk where, under certain conditions,
banks are allowed to use their own internal models for
this purpose

Leverage ratio: Under Basel III, a non-risk-based ratio
calculated by dividing a bank’s Tier 1 capital by its average
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total consolidated assets—that is, the sum of the expo-
sures of all assets and non-balance sheet items (Banks
are expected to maintain a leverage ratio in excess of 3
percent under Basel I11.)

Liquidity coverage ratio (LCR): A ratio that requires
banks to hold an amount of high-quality liquid assets
sufficient to fund cash outflows for 30 days under a
severe-stress scenario

Macroprudential regulation: An approach to financial
regulation that aims to mitigate risk to the financial sys-
tem as a whole (systemic risk)

Net stable funding ratio (NSFR): The amount of avail-
able stable funding relative to the amount of required
stable funding; under Basel III this ratio should be at
least 100 percent on an ongoing basis

Output floor: A component of Basel III stating that
banks’ calculation of risk-weighted assets (RWA) gen-
erated by internal ratings-based models cannot, in the
aggregate, be less than 72.5 percent of the RWA esti-
mated using the standardized approach

Over-the-counter (OTC) derivatives: Derivatives that
are traded between two parties without going through
an exchange or other intermediary

Regulatory arbitrage: A practice whereby firms exploit
loopholes in regulatory systems in order to circumvent
unfavorable regulation

Revolving credit facility: A line of credit where the bor-
rower pays a commitment fee to a financial institution
to borrow money and is then allowed to use the funds
when needed

Standardized approach: Amethod for estimating credit
risk whereby country supervisors set risk weights that
banks have to assign to their exposures

Tier 1 capital: The central measure of a bank’s financial
strength from a regulator’s point of view; it is comprised
of core capital, which under Basel III consists primar-
ily of common shares, retained earnings, and other
reserves, but may also include capital instruments with
no fixed maturity



Executive Summary

A sound financial regulatory framework is critical for
minimizing the risk imposed by financial system fra-
gility. In the world’s emerging markets and developing
economies (EMDEs), such regulation is also essential
to support economic development and poverty reduc-
tion. Meanwhile, it is increasingly recognized that
global financial stability is a global public good: recent
decades have seen the development of new inter-
national financial regulatory standards, to serve as
benchmarks for gauging regulation across countries,
facilitate cooperation among financial supervisors
from different countries, and create a level playing
field for financial institutions wherever they operate.
For the worldwide banking industry, the international
regulatory standards promulgated by the Basel Com-
mittee on Banking Supervision (BCBS) stand out for
their wide-ranging scope and detail. Even though the
latest Basel recommendations, adopted in late 2017
and known as Basel III, are, like their predecessors,
calibrated primarily for advanced countries, many
EMDEs are in the process of adopting and adapting
them, and many others are considering it. They do so
because they see it as in their long-term interest, but
at the same time the new standards pose for them new
risks and challenges. This report assesses the implica-
tions of Basel III for EMDESs and provides recommen-
dations for both international and local policymakers

to make Basel III work for these economies.

The report considers three different channels through
which Basel III can affect financial stability and devel-
opment in EMDEs: (1) effects on the volume, compo-
sition, and stability of capital flows arising from the
implementation of Basel III in advanced economies;
(2) effects on financial stability and a level playing
field from the adoption of the Basel framework by the
home countries of affiliates of foreign banks operating
in EMDEs; and (3) effects on financial stability, broad

access to financial services, and deepening of local

financial systems from the implementation of Basel III
by EMDEs themselves.

Methodology

The report is based on a conceptual framework that
combines, on the one hand, certain specific character-
istics of EMDEs that distinguish them from advanced
economies, with, on the other, a set of principles that
aim to make Basel III work for EMDEs. Although EMDEs
as a group are quite heterogeneous, the financial sys-
tems in most show the following critical differences,
relative to financial systems in advanced countries,
that need to be considered when designing a regula-

tory framework:

B Highly variable access to international capital
markets, with large fluctuations in capital inflows,
including the risk of sudden stop. Many EMDEs
can borrow only in dollars or other hard curren-
cies and not in their own currency; this intro-

duces an additional source of fragility.

B High macroeconomic and financial volatility. This
volatility is explained by a number of factors,
which vary significantly between countries. These
factors include a high sensitivity to commodity
prices, sectoral concentration of bank loans, pro-

cyclical fiscal policy, and sociopolitical volatility

B [ess developed financial systems, mostly bank-

based, with a limited role for capital markets

B Limited availability of market data and limited
transparency, which generally go hand in hand
with the underdevelopment of their financial

systems

m  Capacity, governance, and general institutional con-
straints, which make the adoption and effective
implementation of financial regulatory stan-

dards, including Basel III, challenging.



These five characteristics help explain why the impact
of international regulatory reforms, such as those
under Basel 111, is expected to be different in EMDEs
than in advanced countries. They also imply the need
for a differentiated approach to bank regulation to
make Basel IIT work in these countries.

With these characteristics as a starting point, the
report’s analysis and recommendations build on three

principles:

I.  Minimize the negative spillover effects of Basel III
adoption in advanced countries, which might arise
from effects in cross-border lending to EMDEs
and the emergence in EMDEs of an unlevel
playing field between affiliates of global banks
and domestic banks.

II. Aim for proportionality in applying standards, by
adapting them to EMDES’ circumstances so as
to maximize the benefits of stability for their
financial systems. This implies both proper
specification of risks and adequate calibra-
tion and adaptation of standards to those risks
without weakening the prudential and super-

visory framework.

III. Minimize the trade-offs between financial stability
and financial development: Although the primary
objective of financial regulation is financial
stability, the economic and social returns to
further financial deepening are substantially
higher in EMDESs than in advanced economies,
calling for a balance between stability and

development concerns.

Minimizing Potential Spillovers
on EMDEs

Potential adverse spillovers on EMDEs from the adop-
tion and implementation of Basel III (and the Basel
framework more generally) in advanced economies
can materialize in two ways. One is through effects on
the volume, composition, and stability of cross-border

financial flows; the other is through effects on financial
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stability and the level playing field between foreign
bank affiliates and domestic banks.

Since the global financial crisis of 2008-09, cross-
border lending from global banks to EMDEs have
fallen sharply, including from US banks, whose lending
to advanced economies has recovered since 2014. This
trend has been only partly countered by an increase in
bond issuance by EMDEs and an increase in in South-
South lending (lending from large banks in EMDEs
to other EMDEs). While acknowledging the multiple
factors behind this trend, the report provides some
insights (but no definite conclusions) supporting the
view that the adoption of Basel III in advanced coun-

tries may have played a role.

These recent trends have important policy implica-
tions, but also call for more analysis. Here it would be
helpful if regulators from advanced economies, fol-
lowing the US Federal Financial Institutions Examina-
tion Council’s (FFIEC) example, made bank-level data
on foreign exposures public, including on loans to
EMDESs. This would allow the currently extremely lim-
ited research on the effects of Basel III on cross-border
lending to EMDEs to be expanded. If these data can-
not be made public, the Task Force recommends that
the International Banking Research Network (IBRN), a
group of researchers from over 30 central banks and
multilateral institutions that analyzes issues pertaining
to global banks, broaden and deepen their analysis on

cross-border spillover effects for EMDEs.

Further assessment of cross-border spillover effects is
also needed from multilateral organizations. We rec-
ommend that the World Bank follow up on a recent
pilot and undertake more surveys on the impact of
regulatory reforms, covering a large number of EMDEs
on a regular basis (every two or three years). We also
call for more case studies, in the form of evaluation
assessments, as part of a surveillance scheme for the
specific purpose of identifying these spillover effects as
more EMDEs adopt the Basel Accord. The FSB, in col-
laboration with the BCBS, is the natural institution to
take responsibility for this task, extending the country

coverage of its framework on the postimplementation



evaluation of G20 regulatory reforms. We recommend
that the FSB ask the World Bank or the IMF or other
multilateral development banks (MDBs) to undertake
this work, in collaboration with EMDE regulators and

analysts.

Concerning the shift from bank- to market-based
borrowing by EMDESs, a crucial question is whether
increased reliance on the latter provides a more stable
source of external funding. For example, is the behav-
ior of institutional investors that hold EMDE bonds
more (or less) procyclical than that of international
banks holding claims on these countries? Clarity on
this issue would lead to appropriate recommendations
that avoid exposing EMDEs to excessive risk while not
unduly limiting their access to much-needed external
sources of finance. Resolving these issues constitutes
an important agenda for the IMF and other interna-

tional financial institutions (IFIs).

The increase in South-South cross-border lending
offers a number of advantages for EMDEs: it supports
the internationalization (or in some cases regional-
ization) of their financial systems, which can lead to
greater financial inclusion and, if well managed and
supervised, to greater financial stability. However,
observed weaknesses in the banking systems’ oversight
of the Southern lenders, together with deficiencies in
risk assessment mechanisms, indicate that import-
ant issues remain to be tackled to improve the quality
and sustainability of this lending. Further, macropru-
dential regulations and policies designed to prevent
overindebtedness and potential currency mismatches

need to be in place, given the systemic risk that can arise.

Infrastructure finance, a specific type of cross-border
flow, has received special attention in the discussion
on the impact of Basel III, given the high infrastruc-
ture needs of many EMDEs. Although infrastructure
finance in advanced countries recovered rapidly after
the crisis and has since expanded further, it has stalled
in the EMDEs as a group. It is not yet clear whether
Basel III can be associated with recent developments,

but it does have the potential to influence bank funding

for infrastructure across multiple dimensions. And
even though many of the reforms under Basel III are
not yet in effect, banks may have already responded to
expected future regulatory changes (especially forlong-
term assets, banks price in future regulatory changes at
origination even when those changes are to be phased
in slowly). Under Basel III, higher risk weights for the
calculation of capital requirements under the stan-
dardized approach and future limitations on the use of
banks’ internal risk models could make infrastructure
funding more expensive, while the large exposure rule
limits the ability of smaller banks to fund infrastructure
projects. The new liquidity requirements, meanwhile,
could have a dampening impact on maturity transfor-
mation, an important concern for projects that rely on
long-term funding. Surveys of practitioners and EMDE
regulators have pointed to concerns about the effects
of Basel IIT on infrastructure finance, but opinions vary
greatly about its real impact. This is another area where
further research will be valuable.

Finally, we commend current efforts to develop infra-
structure as an asset class. If this eventually allows
project financing to be developed in a more standard-
ized fashion, and there is agreement on the different
dimensions of risk and their quantification, it may
become easier to issue securities backed by infra-
structure projects, and regulators may be better able
to assess the risks for banks’ lending to the special-
purpose vehicles that often finance such projects.
Given sufficient evidence on risks, lower risk weights
for the computation of capital requirements might be
appropriate for projects that comply with an agreed set

of risk parameters.

The potential for spillover effects through the large
presence of affiliates of global banks, relates to
the competition between these affiliates and EMDESs’
domestic banks. Supervisors of global banks in
advanced economies require that regulations, includ-
ing Basel I1I, be applied and enforced on a consolidated
basis, that is, to the entire banking group, including
its foreign affiliates. But this can mean that the same

sovereign exposure might get different regulatory

Making Basel lll Work for Emerging Markets and Developing Economies



treatment by home-country than by host-country
supervisors. Currently, for example, in calculating cap-
ital requirements, most EMDE authorities assign a risk
weight of zero to paper issued by their sovereign and
denominated in local currency, whereas global banks
largely use their own internal rating models for this
purpose. Thus, it is plausible that the same sovereign
paper issued by an EMDE government could be treated
as a foreign currency-denominated asset, with higher
risk weight requirements, if held by a local subsidiary
of a global bank, and as a local currency-denominated
asset if held by a domestic bank. This, in turn, increases
the cost to the subsidiary to hold the sovereign paper.
Given the importance of these banks in the provision
of liquidity of government securities, the financing
costs of EMDE governments would face upward pres-
sure. Although this issue has not changed from Basel 11

to Basel I11, its relevance remains high.

We therefore recommend starting a process of analy-
sis and intergovernmental discussion to identify addi-
tional conditions to be met by host countries that would
encourage global banks and home-country supervi-
sors to apply, at the consolidated level, host-country
treatment to local currency-denominated sovereign
exposures. One possibility is to agree on threshold
values for a set of easily verifiable and widely available
macrofinancial indicators (including, but not limited
to, international credit ratings). For host countries
whose indicators surpass the thresholds, home-country
supervisors and global banks would accept, at the con-
solidated level, the host country’s regulatory treatment

of these exposures.

Global banks from advanced economies are not the
only banks with a significant presence in EMDEs
through their affiliates. The increased role of cross-
border South-South lending, discussed above, has
been accompanied by an increasing presence of affili-
ates of emerging markets’ banks in other EMDEs, often
within the same geographical region and involving
new lenders. This poses additional regulatory chal-
lenges. To maximize the benefits, it is crucial that

EMDE lenders achieve the highest standards of quality

Center for Global Development

and transparency in their operations. In particular, the
new lenders must display high transparency regard-
ing their international lending and demonstrate that
they have effective mechanisms for risk assessment
when extending large amounts of loans, particularly
to low-income countries. Appropriate mechanisms for
resolving debt problems, should they arise, also need

to be in place.

We further recommend the identification of a set of
what we term R-SIBs—regional systemically-important
banks—to be subject to a set of regulations combin-
ing elements from the Basel III recommendations for
domestic systemically important banks (D-SIBs) with
those for global systemically important banks (G-SIBs).
Deeper cooperation between home and host supervi-
sors in EMDEs is also called for, especially with respect
to the quality of capital and workable cross-border
resolution mechanisms and early-action processes.
IFIs can play an important role here by providing
technical assistance. Improved cross-border coordina-
tion between supervisors of advanced-economy global

banks and supervisors in EMDE:s is also needed.

Aiming for Proportionality

As already noted, the Basel III standards are designed
and calibrated primarily for large cross-border banks
in advanced economies. Maximizing the benefits of
stability for EMDE financial systems requires that these
standards be adapted to their circumstances. The com-
plexity of Basel III (and before that Basel II) makes it
inherently difficult to implement; in addition, parts of
it are less relevant to many EMDESs. Given their limited
supervisory capacity, this complexity can invite regu-
latory arbitrage and regulatory capture. EMDE regula-
tors therefore need to prioritize the key risks (including
credit and liquidity risks) in their banking sectors,
matching effort to supervisory capacity. Also, in areas
where risk modeling requires data that are unavailable
or costly to collect, or where modeling itself is costly
and subject to high uncertainty (such as for market

and operational risk), countries might consider using



simple capital surcharges in lieu of these data-intensive
models. On the other hand, we encourage the tapping
of unused data sources, such as loan-level data from
credit registries, to model credit risk weights to EMDE

circumstances, as discussed below.

All that said, we caution against an excessive reliance on
proportionality. A danger is that if different countries
adapt regulations in very different ways, the whole idea
of a common standard may be lost. Such “multipolar”
proportionality could erode the level playing field and
render cross-country comparisons and assessments
more difficult, especially across groups of countries
where financial integration is growing. To mitigate this
risk, we recommend a regional approach, whereby
groups of regulators across each EMDE region would
agree on a set of proportional rules for their region.
Thus, the principle of proportionality would be main-
tained but applied in a coordinated fashion among
regulators whose financial systems share similar char-
acteristics. Such a set of rules might include agree-
ment on which Basel III approaches to apply, as well as
how to adapt specific regulations. We also recommend
that international standard-setting bodies develop a
set of guiding principles for the development of pro-
portional frameworks and work with these regional
groups of regulators.

Moving from the general to the specific, the report dis-
cusses how the proportionality principle can be applied
to liquidity and capital requirements under Basel III.
For example, simpler liquidity ratios might be called
for if the data requirements for the liquidity coverage
ratio (LCR) and the net stable funding ratio (NSFR) are
not easily fulfilled. On the other hand, the typical char-
acteristics of EMDEs—especially their variable access to
international capital markets, the shallowness of their
interbank markets, and the high correlation in liquid-
ity positions across banks—might make a centralized,
systemic liquidity management tool necessary. Specif-
ically, banks could be mandated to maintain a fraction
of the liquid assets required to fulfill Basel III require-
ments with a centralized custodian such as the cen-

tral bank. This would aid monitoring and would allow

the relevant authorities to publicize the systemwide
liquidity available, thus boosting market confidence
and preventing systemic problems from occurring in
the first place. These liquidity requirements should be
remunerated and would form part of the Basel require-
ments, and thus would simply be a centralized form of
compliance. In highly dollarized economies, however,
part of this centralized liquidity tool might have to be
held in hard currency.

Capital requirements in EMDEs are often “gold-
plated”; that is, minimum capital requirements are set
above those recommended by international standards
so as to signal high regulatory quality. This report
calls instead for the proper calibration of risk weights
where data are available. Where loan-level data are
available, for example through credit registries, and
supervisory skills are high, risk weights for credit
exposures can be calibrated to country circumstances,
thus better reflecting actual risk. Supervisors can then
compare these country-specific calibrated risk weights
with those under both the standardized and IRB
approaches of Basel III before deciding on the weights
to be prescribed. As already discussed, the report does
not advocate that every country develop its own risk
weights, but instead calls for regional or subregional

arrangements when possible.

Another relevant aspect of Basel III's capital require-
ments is the new countercyclical capital buffer, designed
to protect the banking sector from periods of exces-
sive credit growth associated with the build-up of
system-wide risk. The credit-to-GDP gap (the devia-
tion of the credit-to-GDP ratio from its trend) is rec-
ommended by the Basel Committee as the baseline for
guiding decisions on the activation and release of the
buffer. However, there are concerns about its effec-
tiveness in many EMDEs (or indeed in many advanced
countries), especially in countries where structural
changes in the data are present. As the Basel Com-
mittee has suggested, the focus might have to be on
other gauges, including real credit growth, measures
of credit conditions (e.g., as gleaned from loan officer

surveys), and corporate and household data.

Making Basel lll Work for Emerging Markets and Developing Economies



Not only do capital and liquidity requirements as
recommended by Basel III have to be adapted to the
needs and capacities of EMDESs, but they, along with a
core regulatory toolbox in advanced countries, might
not be sufficient to address critical stability concerns
specific to many EMDEs. A high sensitivity to certain
commodity prices (whether as exporter or importer)
and high sectoral concentration can result in higher
asset concentration on banks’ balance sheets and thus
greater fragility and a higher probability of losses.
Similarly, high price and exchange rate volatility can
translate into volatility in banks’ liquidity and solvency
positions, especially in financial systems that rely heav-
ily on foreign-currency assets and funding. Changes
in exchange rates can easily result in asset-liability
mismatches or in greater liquidity or credit risk. This
situation is worse in countries with high financial
dollarization, especially if foreign-currency debt has
been taken on by households and firms without foreign-
currency earnings or appropriate hedging. There might
thus be a need for cruder instruments than proposed
under Basel II], including lending and exposure restric-
tions such as already exist in some EMDEs. Such restric-
tions would go beyond single-exposure limits and could
refer to sectoral, geographic, or foreign-currency lend-

ing exposures.

Minimizing Trade-offs between
Financial Stability and Development

As discussed above, the social return on financial deep-
ening is generally higher in EMDEs and has to be bal-
anced against stability needs. Thus, it is critical that a
cost-benefit analysis precede introduction of any new
regulatory standards, weighing the potential benefits
of higher stability against the costs for regulators, reg-
ulated entities, and the economy. To smooth the transi-
tion to the new standards, regulators should announce
the changes early and allow for long implementation
periods, including a gradual introduction of tighter

capital or liquidity requirements.

In the wake of the global financial crisis, the Basel III

reforms also aim to reduce the role of commercial

Center for Global Development

banks in capital markets so as to protect the core com-
mercial segment of banking. For EMDEs, however, this
might tend to reduce the efficiency and development
of these still-growing markets, where banks can play

an important role as market makers and participants.

In addition, tighter bank regulation and banks’ conse-
quent retrenchment might create funding gaps for
important sectors such as infrastructure finance. In
economies with more advanced financial systems,
these gaps can be filled by nonbank financial inter-
mediaries, especially contractual savings institutions,
which typically have long-term liabilities that need to
be matched with long-term assets (such as life insur-
ance companies, pension funds, and mutual funds),
and public capital markets, but these are often under-
developed in EMDEs and thus need strengthening as
bank regulation tightens. The focus here should be on
privately owned and managed, but regulated, insti-
tutions: excessive political interference in this pro-
cess must be avoided. To call for the development of
nonbank sources of funding is not to call for more
government-owned and -managed development finan-
cial institutions. Whatever their advantages for financial
deepening in theory, the experience with direct lend-
ing by these institutions in most EMDEs has not been

positive.

Important though financial development is, the temp-
tation to use regulatory subsidies, such as more favor-
able risk weights on capital requirements to alleviate
the financing constraints of underserved groups, such
as SMEs, must also be avoided. Such subsidization at
best has little impact (e.g., in the case of the SME sup-
port factor in the European Union) and, at worst can
increase system fragility. In line with the Tinbergen
rule—the number of policy instruments should match
the number of policy objectives—rather than using
stability-oriented regulatory tools, it would be better
to use other, nonregulatory tools, such as partial-credit

guarantee schemes.

Credit enhancements of this type can also support
the provision of infrastructure finance. They can be
applied by either international players (such as MDBs)



or domestic players to improve the risk profile of bank
lending for infrastructure finance through risk sharing
and risk mitigation. Such tools can be effective if fairly
priced, especially for lengthening maturities and thus
better matching the maturities of assets and liabilities
for developers. They should attract capital relief, but
only in line with the credit rating of the guarantor.
Although idiosyncratic risks can be guaranteed at the
domestic level, systemic, country-level risks are best

guaranteed by global players such as MDBs.

Beyond such market interventions, it is critical to
strengthen the institutional framework that enables
lending to credit-constrained sectors, including SMEs
and infrastructure. Here the focus should be on the
establishment and effective functioning of credit and
collateral registries, reliable contract enforcement,
strengthening the legal system at large, and a competi-

tive economic environment.

More generally, to minimize the tension between the
policy objectives of financial development and finan-
cial stability, we recommend strengthening the devel-
opmental objective of regulation and supervision of
nonbank segments of the financial system as a second-
ary objective to thus rebalance the trade-off. Policy
should also ensure a level playing field across different
segments of the financial system: this means similar
regulatory requirements for similar financial services,
as long as the overall risk of the institutions offering
the services is also similar. To further promote the
development of nonbank financial institutions, coun-
tries could create a “champion” for nonbank long-term
finance in the regulatory and political landscape. This
would follow the example in some countries of finan-
cial inclusion champions, which focus on vetting poli-
cies and regulations so as to increase inclusion, and on

launching new policy initiatives.

Further Recommendations

Finally, the report also takes a forward-looking view
on the process by which international regulatory stan-
dards are being designed and adopted.

a. Making standard setting more inclusive

Many EMDEs have shown themselves eager to adopt at
least parts of Basel II, despite its having been developed
primarily with large cross-border banks in advanced
economies in mind. The Basel process should respond
by opening its deliberations to more meaningful input
from EMDEs. Although some EMDEs are already rep-
resented on the Basel Committee, and the greater role
of the G20 opens the process to input from the largest
ones, more needs to be done to address the interests of
smaller and less developed EMDEs. One way would be
toinclude non-G20 EMDEs on arotating basis. Another
would be to create additional chairs to represent cer-

tain groups of EMDESs, with rotating membership.

Although the current Basel III framework might not
be appropriate for all EMDEs, adoption is often seen
as an important signal to the international investor
community. It might be worthwhile considering ele-
vating other standards to fulfill such signaling func-
tions instead. For example, compliance with the Basel
Core Principles of Effective Supervision (BCP) is a pre-
requisite for effective implementation of the stricter
Basel IIl recommendations. However, in many EMDEs,
there are significant deficiencies in meeting key provi-
sions of the BCPs. The IFIs (including the Basel Com-
mittee) could make explicit efforts to favor adoption of
the BCP, not Basel 111, as the primary signal of regulatory
quality in EMDEs, to help change the widespread per-
ception that compliance with Basel III is the right met-
ric for EMDEs to follow. One way to go about this would
be to set a regular timetable for assessment of individ-
ual EMDESs’ compliance with the BCPs, perhaps under-
taken by the World Bank or the IMF. At present, BCP
assessments are undertaken in the context of the FSAP,
and not on a regular basis for many smaller developing
economies, and the findings are published only with

approval of the government.

b. Research and learning agenda

Because many of the effects of Basel III's adoption for
EMDEs are not yet fully understood, we also call for

an expansive research agenda. We encourage both

Making Basel lll Work for Emerging Markets and Developing Economies
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further research in the EMDEs themselves and more
cooperation and exchange of information between
EMDEs. Specifically, EMDE regulators need to deepen
mechanisms for learning from their counterparts in
other EMDEs as a complement to consultations with
international standard-setting bodies. EMDE regula-
tors could also coordinate among themselves on their
adoption of Basel III, to identify problems and work
on solutions that can be discussed with the standard-
setting bodies. Regional associations of EMDE central
banks could serve as an institutional setting for such
coordination.

An important topic for research within EMDEs is the
repercussions of Basel III for credit allocation in the
real economy. Many EMDEs have readily available
micro-level data for this purpose (e.g., credit registry
data). Research initiatives similar to the IBRN, but in
EMDEs, coordinated by, for example, regional associ-
ations of central banks or the regional development

banks, can also be useful.

One specific area where research is needed is the use
of macroprudential tools. Such tools are already part
of the regulatory toolbox for EMDEs and complement
the Basel III tools, but knowledge remains limited
about what works and under what circumstances. We
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encourage more country-specific research and global
cooperation among regulatory authorities in this area.
EMDEs are—on average—well ahead of the advanced
economies in the use of some macroprudential policy

tools that address some of their sources of fragility.

In Sum

Basel III reflects lessons learned from recent crises,
especially in advanced countries. It promises import-
ant benefits for financial stability, for both those coun-
tries and EMDEs. This report seeks to maximize those
benefits for EMDEs, given the particularities of their
financial systems. Its recommendations are directed
both at EMDE policymakers considering how best to
adjust Basel III to their economies’ needs, and at home
supervisors of global banks whose lending to EMDEs,
directly or through local affiliates, is influenced by
Basel III. We have also addressed recommendations
to the multilateral organizations, including the BCBS
and the FSB, as well as the IMF, the World Bank, and
regional development banks. One important recurring
theme throughout the report is the need for all inter-
ested parties to continue to evaluate the impact of the
new financial regulation on EMDESs, including through

evaluations done in the EMDESs themselves.



Section |.
Introduction

An extensive literature has established the importance
of an efficient and well-developed financial system for
economic development and poverty reduction in the
world’s emerging markets and developing economies
(EMDEs).! In these economies, financial fragility and
systemic banking crises can cause deep recessions and
lead to severe socioeconomic repercussions. Sound
financial regulatory frameworks are critical in mini-
mizing the risk of systemic fragility, allowing financial
systems to support stable growth in the real economy.

Financial regulatory requirements, including capital
and liquidity requirements, address the three basic
sources of fragility in the banking system: (1) coordi-
nation failure among depositors and creditors, possi-
bly leading to panic, and in turn to liquidity and even
solvency crises; (2) moral hazard and the incentives it
creates for banks to take aggressive risks, also poten-
tially resulting in solvency problems; and (3) interbank
connections and contagion effects, which can lead to
widespread bank failures.”? However, the intensity
and relative importance of these different sources of
fragility vary across countries, even within the EMDE
group. There is also a trade-off between risk and
return with respect to financial deepening Further
deepening might provide limited, if any, additional
growth in high-income countries, but most EMDEs
stand to benefit from more efficient and competitive
financial systems, even if this might involve higher
risks. Minimizing the risk-return trade-offs associated
with increased financial deepening has proved to be a
central challenge for financial regulation in EMDEs.

Financial stability is often considered a global public

good, given the close interconnectedness of banking

1. See, for example, Levine (2005).

2. For a discussion on market failures in banking and how recent regulatory
reforms, including Basel III, address such failures, see Beck, Carletti, and
Goldstein (2017).

systems across the globe through ownership links,
cross-border lending, and the common asset expo-
sures of multinational banks. International accords
on regulatory standards—most prominently, the stan-
dards set by the Basel Committee on Banking Supervi-
sion (BCBS)—aim to achieve this goal of global financial
stability. Given the different needs of different coun-
tries in terms of regulatory standards, however, global
standards can also impose direct and indirect costs
on countries’ regulatory authorities and their bank-
ing systems. The direct costs stem from a possible
mismatch of regulatory standards with these needs
and with the institutional and regulatory capacities
of countries; indirect costs might arise when regula-
tory standards implemented in one country, or set of
countries, affect their banks’ cross-border lending and
the activities of their affiliates in other countries. Thus,
even if these global standards are appropriate and
even necessary for global financial stability, they could
have adverse consequences for financial deepening in

the host countries.

Among international financial regulatory standards
applying to banks, those of the BCBS stand out for
their broad scope. The reforms recommended under
Basel III, the most recent version of the BCBS stan-
dards, include capital and liquidity requirements and
limits on leverage, as well as specific regulatory treat-
ment for those financial institutions that, because of
their size, complexity of operations, and intercon-
nectedness with other institutions, can pose greater
risks to the entire financial system.® These most recent
recommendations, primarily a reaction to the global

financial crisis of 2008 in the advanced economies,

3. Following the global financial crisis that started in 2008, international
standard-setting bodies (especially in Europe), under the leadership of the
G20, set up a comprehensive reform agenda for improving the regulatory
framework governing the activities of banks and other financial institutions.



seek not only to avoid a repetition of that crisis, and
the Great Recession and near-death experience of the
global financial system that followed, but also to put
financial markets back on a sustainable growth path

for the benefit of economic activity.

Although these regulatory reforms bring significant
benefits for financial stability in both advanced econ-
omies and EMDEs,* the Basel III recommendations
were calibrated primarily for the former. Some key
emerging-market economies are members of the
BCBS and the Financial Stability Board (FSB),® and as
such have committed to implementing Basel III, but
the adoption of these reforms is optional for the large
majority of EMDEs. Nevertheless, many of these coun-
tries are in the process of adopting them and adapt-
ing them to their local needs and capacities, and many
others are considering whether to do so0.%” But even in
those countriesthatdonotadoptthe Basellll standards,
negative spillovers can occur from the countries, espe-
cially advanced countries, that have adopted them. For
example, the adoption of Basel III in advanced coun-
tries might affect cross-border lending from banks
in those countries to EMDEs, especially infrastruc-
ture lending. Similarly, the lending and investment
behavior of subsidiaries of advanced-country banks in
EMDEs might change as a consequence of the adoption

of the Basel framework in their home countries, as the

4. While many observers do not view these standards as perfect, the prog-
ress made in improving the resilience of banks and banking systems and
in reducing fragility risk has been widely recognized, both for advanced
economies and for EMDEs. Stronger capital buffers can reduce the proba-
bility of failure and give regulators important tools for tackling financial
distress in individual banks. The newly introduced liquidity requirements
address maturity mismatches on bank balance sheets and create standards
to measure liquidity risks. The introduction of countercyclical capital buf-
fers provides regulators with new tools to address fragility risks arising from
credit cycles. These reforms go hand in hand with other important reforms,
including bank resolution frameworks to address risk-taking incentives in
the banking system through bail-in requirements, and market structure
reforms to improve the transparency of financial markets and the monitor-
ing capacity of supervisors.

5. Leading emerging markets that are in the process of implementing
Basel IIl include Brazil, China, India, Mexico, and South Africa. As FSB mem-
bers, these countries are bound to implement G20-agreed financial reform—
in particular, Basel III.

6. Section V discusses the plausible effects of adopting or adapting Basel III
standards in non-FSB EMDEs.

7. The BCBS has set up a calendar of implementation for internationally
active banks, with a phase-in plan that started in 2013 for some standards,
leading to full compliance by 2022 (or 2027 for compliance with the so-called
output floor, discussed later in this report).
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new standards generate incentives for banks to reduce
their exposure to certain market segments in some
EMDEs.® These indirect spillover effects are a conse-
quence of international financial integration, which,
has not only brought many benefits to EMDEs, but also
brings new sources of risk and poses new challenges

related to these regulatory spillovers.

In addition, direct effects (and possible costs) of
Basel III can come about through its adoption by EMDEs
themselves. A first concern is that some of the Basel
III recommendations might not meet EMDEs sta-
bility needs, given their different sources of fragility,
and given that the tools and policies included in the
Basel Il framework might prove less effective in these
countries. At the same time, the Basel reforms might
have unintended adverse consequences for some spe-
cific segments of local banks’ lending, possibly includ-
ing small and medium-sized enterprise (SME) finance,
a segment with few alternative financing sources.
Another potential problem is that because most EMDE
financial systems are bank dominated, with a limited
role for capital markets, any bank regulatory reform
will necessarily have a greater impact on the overall
financial system, and thus on the real economy, than
in countries where banks are less dominant. At the
same time, given the important role of banks in help-
ing build up capital markets in EMDEs, any reduced
role of banks in these markets stemming from regula-
tory reform could actually hamper the development of

nonbank segments of the financial system.

Purpose, Approach, and
Scope of the Report

The ultimate objective guiding this report is making
Basel 1II work for EMDEs. We in no way question the
importance of the Basel III reforms for global finan-

cial stability, but rather we provide an assessment of

8. The pricing policies of foreign affiliates of global banks operating in EMDEs
might be modified as they incorporate the cost of tighter regulations. These
changes in pricing might result in reduced exposures to specific market
segments.



possible unintended consequences of Basel III regu-
latory reforms on financial systems in EMDEs, and we
offer recommendations both to EMDE regulators and
to standard-setting bodies to address them. We con-
sider the potential effects of Basel IIIl on EMDEs from
three perspectives: (1) the effects on the volume, com-
position, and stability of capital flows arising from the
implementation of Basel III in advanced economies;
(2) the effects on financial stability and a level play-
ing field for all banks arising from the adoption of the
Basel framework by the home countries of affiliates of
foreign banks operating in EMDEs; and (3) the poten-
tial unanticipated effects on financial stability, broad
access to financial services (financial inclusion), and
deepening of local financial systems from the imple-
mentation of Basel III by EMDEs themselves. In under-
taking this assessment, we recognize that many other
factors beyond Basel III may explain recent devel-
opments in cross-border flows and banking sector
development in EMDEs. This report makes an effort
to identify these additional factors and isolate some of
the potential effects of Basel III from them. However,
rigorous empirical analysis that properly identifies the
specific effects of Basel III will have to be left for future

research.

The report is based on a conceptual framework that
combines, on the one hand, certain specific character-
istics of EMDEs that distinguish them from advanced
economies, with, on the other, a set of principles that
aim to maximize the beneficial effects of bank regu-
lation in EMDEs. We point to five characteristics that,
although not universal across EMDEs, are common
enough to be relevant to a general discussion: (1) vari-
able access conditions to international capital mar-
kets; (2) high macroeconomic and financial volatility;
(3) less developed domestic financial markets; (4) lim-
ited transparency and data availability; and (5) capac-
ity, institutional, and governance challenges. At the
same time, our analysis is guided by three main prin-
ciples: (1) Any adoption and implementation of Basel
IIT in EMDESs should be proportional to the capacity and

needs of their financial systems and therefore to the

specific characteristics of these economies. (2) The
adoption and implementation of Basel III across the
globe should be undertaken in such a way as to mini-
mize negative spillover effects on EMDESs.? (3) Regulations
should reduce trade-offs between financial development
and stability. We discuss each of these three principles
and the above five EMDE characteristics in the next
section. We then proceed to analyze the issues raised
by Basel III for EMDESs in terms of these characteris-
tics and principles. This analysis will allow us to pro-
vide specific recommendations for maximizing the
stability-enhancing effect of Basel III in EMDEs, while
containing any negative effects on financial develop-

ment, inclusion, and efficiency.

It is important to note the limitations and boundar-
ies of this report. We will not discuss different regula-
tory approaches or the relative importance of market
versus supervisory discipline. We also abstract from
other important components of the financial safety
net, such as licensing, the resolution of bank solvency
problems, and deposit insurance. Instead we focus
specifically on capital and liquidity requirements
as proposed under Pillar 1 of the Basel III accord,
although we fully recognize the importance of the rec-
ommendations under Pillars 2 and 3 as well. Annex |
summarizes the basic features of Basel III related to
capital and liquidity requirements and is based on
BCBS (2017b)."°

The remainder of this report is structured as follows.
The next section presents the three principles and the
five characteristics of EMDEs that underpin our anal-
ysis. Section III discusses the possible impact of the

adoption and implementation of Basel III in advanced

9. Such an objective is easier to state than to implement. However, we will discuss
some ways to address the potential issues that may arise. We do not advocate sac-
rificing financial stability in one country to achieve stability in another, but some
rules in, say, the advanced economies may not be fundamental for stability but
may have deleterious (and often unintended) consequences in EMDEs.

10. Another major reform, not covered in this report, has been the intro-
duction of total loss-absorbing capacity (TLAC) for systemically important
financial institutions, with the purpose of creating an additional buffer of
liabilities that can be bailed in if capital is exhausted, thus facilitating the res-
olution process. The effect of TLAC is very similar to that of higher capital, in
that it not only promotes stability but also raises the costs of lending.
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countries on cross-border banking flows to EMDEs,
including infrastructure finance. Section IV focuses
on the impact of the presence and activities of affil-
iates of multinational banks in EMDEs. Section V dis-
cusses the potential effects of Basel III adoption by

Center for Global Development

EMDEs themselves. Sections III-V also present our
recommendations for dealing with those identified
impacts deemed to be undesirable for the stability,
development, and inclusiveness of EMDE financial

sectors. Section VI concludes.



Section Il.

Conceptual Framework

This section presents the conceptual framework for
our analysis and recommendations. The novelty of our
analysis is that it focuses on the adoption of Basel III
from the viewpoint of EMDEs, rather than from that
of advanced economies. Our ultimate objective is thus
to make Basel III work for EMDEs. From this overarching
objective we derive three principles, which in turn are
informed by certain specific characteristics of EMDEs
and their financial systems.As shown in Figure 1, it is
the interaction of these principles and characteristics
that leads to our recommendations. This section will
discuss first the five characteristics of EMDEs and then

the three principles.

Figure 1. Conceptual Framework of the Report

The set of EMDEs is quite heterogeneous; thus, the
five characteristics that we identify as relevant apply
in different degrees to different countries. Notwith-
standing, the following are critical differences between
financial systems in advanced countries and those in
most EMDEs that need to be considered when design-

ing a regulatory framework:

B Variable conditions of access to international capi-
tal markets. A key fact of life for most EMDESs is
that they cannot count on sustained, continuous
access to international capital markets. Rather,
their access can vary significantly over time, with
large fluctuations in capital inflows, including the
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risk of a sudden stop. Further, unlike what is nor-
malinadvanced countries, many EMDEs can bor-
row only in dollars or in other hard currencies
and not in their own currency," and this intro-
duces additional sources of fragility. The terms
of access to dollar funding markets for EMDEs
may vary depending on global dollar liquidity,
the risk aversion of investors, and contagion—
the fact that a crisis in one EMDE may impact
access conditions for others, as happened in the
1997 East Asian crisis, the 1998 Russian default,
and the global financial crisis after the collapse
of the US investment bank Lehman Brothers
in 2008. Unlike advanced countries, most EMDEs
do not have easy access to swap lines with major
central banks, an important component of the
global financial safety net. The terms of access
also depend on the economic and financial con-
ditions in each EMDE, a second important char-
acteristic that we turn to next.

B High macroeconomic and financial volatility. Both
output growth and some key financial variables,
such as real interest rates and real exchange
rates, are highly volatile in many EMDEs, a con-
sequence of both external and domestic factors.
Most EMDEs are small, open economies; many
are highly dependent on exports of one or a
few commodities, and many (sometimes the
same ones) must import most of their oil. This
implies that when the terms of trade for these
countries are volatile, it contributes to volatility
in the economy as a whole. This high economic
volatility, with associated real exchange rate vol-
atility and a high sectoral concentration of bank
loans, implies greater risks for banks’ balance
sheets, given their limited ability to hedge or
to deploy other risk management options. These
risks tend to be amplified in those EMDEs that
are highly dollarized, where a substantial fraction

11. This is particularly the case in less developed economies. Some emerging
market economies, such as Mexico, have been able to issue bonds denomi-
nated in their local currency in the international capital markets.
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of deposits and loans is denominated in foreign
currency. High macroeconomic volatility can
also be driven by poor domestic policies, such
as procyclical fiscal policy, and more broadly by

volatility in the sociopolitical realm.

B Less developed domestic financial markets. In part
as a consequence of their higher volatility and
greater risk, domestic saving in many (though
not all'*) EMDEs tends to be low; the resulting
limited supply of funding sources for interme-
diation tends to make their financial markets,
including the banking sector and capital (stock
and bond) markets small and underdeveloped.
On the demand side, meanwhile, the produc-
tive sector in many smaller EMDEs is dominated
by informal microenterprises, leaving only a
very small pool of larger firms creditworthy
enough to borrow from formal financial insti-
tutions, and an even smaller number that can
mobilize funds from the capital markets. This
limited share of bankable enterprises limits
demand both for banking and for capital mar-
ket services. Corporate governance, including
the protection of minority stakeholders, also
tends to be weaker in EMDESs, further limiting
the role of capital markets in raising capital. As a
result, the financial systems of most EMDEs are
overwhelmingly bank-based. At the same time,
given that all financial systems feature import-
ant fixed costs, including the cost of regulation
and regulatory compliance, the smaller scale
of the financial sector in most EMDESs" implies
that banks cannot exploit scale economies so as
to reduce these costs in proportion to their total
activity. These relatively high fixed costs trans-
late into wider spreads between deposit and

lending rates.

12. The countries in East Asia are a case in point.

13. The smaller scale stems from smaller population and lower GDP per cap-
ita, which reduce both the number of available bankable clients in the econ-
omies and their assets.



® Limited transparency and data availability. Shal-
lower capital markets also lead to less trans-
parency regarding the nonfinancial corporate
sector. Because equity markets are used less for
raising finance, and corporate bond markets may
be less deep than in advanced countries, there
is a scarcity of market data that can be used for
assessing and modeling risk." This lack of ade-
quate data can in turn subject credit ratings to
larger errors, and a lower proportion of firms
will be rated at all. However, many EMDESs’ central
banks or other bank supervisors have developed
extensive loan databases, known as public credit
registries. Typically, these systems were developed
to monitor whether loans are in good standing
and to assess appropriate loan loss provisions.
But in some countries these databases have been
expanded to include several categories of data
useful for assessing the riskiness of performing
and nonperforming loans; they consequently
may be used to calibrate capital requirements

and loan loss provisions.

m  Capacity, governance, and institutional challenges.
Although supervisory frameworks and enforce-
ment capacity have improved significantly in
some EMDEs, many others still face both a scar-
city of the human capital needed for effective
supervision and restrictions on their ability to
attract such capital. There are capacity problems
in banks and regulatory entities alike, exacer-
bated by the cost elements mentioned above.
These problems might result in “mock compli-
ance,” in which bankers and regulators facing
complex Basel rules divert their attention from
the need to control their fundamental credit
risks and broader socioeconomic and global
risks. Some EMDEs also face governance and
institutional challenges related to undue influ-
ence by politicians and by the regulated enti-

ties on the regulatory and supervisory process,

14. A firm’s default probability and loss given default are thus harder to
estimate.

as well as, more generally, to an institutionally
weak environment for operational risk, in which
theft and corruption are prevalent and the rule

of law is insecure.

Of course, some of these challenges also apply to
some advanced countries; for example, some smaller
advanced countries face the same scale problem in the
case of public capital markets that EMDEs do. But the
challenges remain more prominent in EMDEs. This
is illustrated in Table 1, which contrasts the behavior
of some key indicators of the above characteristics in
advanced economies and in EMDEs.

Again, however, the group of EMDEs is not homoge-
neous. For example, as shown in Table 1, a disaggrega-
tion of EMDEs into upper-middle-income countries
and low and lower-middle-income countries” shows
significant differences between the two groups. In
addition, EMDEs vary greatly in their financial and
economic structures. In some, for example, espe-
cially in sub-Saharan Africa and Central and Eastern
Europe, banking systems consist largely of interna-
tional banks, while in others (especially in Asia) most
banks are domestically owned. Some countries, espe-
cially middle-income countries, are heavily exposed
to cross-border bank lending, while others, especially
low-income countries, rely more on the activities and
investments of local affiliates of multinational banks.
These variations have consequences for the effects of
Basel III implementation in advanced countries on
EMDESs’ financial systems, as well as for its implemen-
tation in EMDEs themselves.

These five characteristics of EMDEs help explain
why the impact of regulatory reforms, such as those
under Basel 111, is expected to be different in EMDEs
than in advanced countries. They also imply the
need for a differentiated approach to bank regula-
tion to make Basel III work in these countries. These

15. The grouping of countries by level of income follows the World Bank
classification, with one modification: our sample of upper-middle-income
countries also includes countries that, although classified as high-income by
the World Bank, are regarded as nonadvanced economies by the BIS; Chile,
Czech Republic, Poland, Trinidad and Tobago, and Uruguay are examples.
See World Bank (2019).
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Table 1. Selected Economic, Financial, and Institutional Variables: EMDEs vs. Advanced
Economies, 2000—2018

Advanced Upper-Middle Low and Lower-
Economies Income Middle Income
Mean Median Mean Median Mean Median Mean Median
Volatility of REER* 1.16 1.07 2.27 1.88 1.99 1.48 2.68 2.33
Financial Development 0.62 0.69 0.22 0.18 0.30 0.28 0.16 0.13
Index?
Credit to GDP (%) 105.95 98.53 35.11 27.11 48.27 41.80 23.80 18.05
Depth of credit information 3.93 5.00 1.97 0.00 3.00 4.00 1.04 0.00
index?
Rule of Law* 1.28 1.32 -0.38 -0.47 -0.01 -0.04 -0.73 -0.76

1. Volatility of the real effective exchange rate (REER) is calculated as the standard deviation of the monthly percentage changes in REER per country. Source: IMF (2018c).

2.This index is based on nine indices that summarize how developed financial institutions and financial markets are in terms of their depth, access, and efficiency.

Source: Svirydzenka (2016).

3.This index measures rules affecting the scope, accessibility,and quality of credit information available through public or private credit registries. Ranges from 0 to 6.

Source: Doing Business (2019).

4. Rule of Law captures perceptions of the extent to which agents have confidence in and abide by the rules of society—in particular, the quality of contract enforce-
ment, property rights, the police,and the courts, as well as the likelihood of crime and violence. Source: Kaufmann et al. (2010).

characteristics therefore directly relate to the follow-
ing three principles, which underpin our analysis and
recommendations:

B Aim for proportionality in applying standards. High
volatility, limited financial development, lack of
data and transparency, and capacity challenges
in EMDEs require that the application of Basel
standards be adapted to their circumstances
so as to maximize the benefits of stability for
their financial systems.' Such tailoring is criti-
cal because the Basel III standards are designed
and calibrated primarily for large cross-border
banks in advanced economies and as a reac-
tion to the global financial crisis. Authorities in
EMDEs have raised concerns about the complex-
ity of the standards and have even questioned
the relevance of some of the recommendations,
given their countries’ degree of financial and
economic development. Two key elements of
applying the proportionality principle are the
proper specification of risk, and adequate cali-

16. The need for and use of a proportionality approach has been the topic of
analysis in a number of documents by the Financial Stability Institute. See, for
example, Castro Carvalho et al. (2017), Hohl et al. (2018), and Restoy (2018).
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bration and adaptation of the standards to those
risks in ways that do not weaken the prudential
and supervisory framework. In some cases this
may lead to even stricter (but maybe simpler)
rules than in Basel II1.

Minimize the negative spillover effects of Basel 111
adoption by the advanced countries. The close inte-
gration of most EMDEs into international capital
markets, combined with their variable access to
those markets, exposes them to effects from the
regulatory decisions of other countries. These
effects are a form of externality, as they are not
taken into account by those making the deci-
sions, whose responsibility is primarily to their
home country. The adoption and implementa-
tion of Basel III in advanced economies, and by
multinational banks with affiliates in EMDEs,
has the potential to generate negative spill-
over effects. These effects may work through
several channels, including reduced cross-
border lending to certain sectors that are essen-
tial for EMDEs’' development and the creation
in EMDEs of an uneven playing field between
affiliates of global banks and the countries’



domestic banks. The latter effect is exacerbated
in the case of small EMDEs, where the subsidiary
of an advanced-country bank may be systemi-
cally important for the financial system, and thus
for the economy, whereas the same subsidiary,
making up only a small part of the parent bank’s
balance sheet, is of limited concern to the parent
bank’s supervisor in the advanced country. An
additional, though different, externality is that
EMDE:s face pressure to follow the advanced coun-
tries’ lead and adopt Basel III as a means of signal-
ing their own regulatory and supervisory quality,
even though their circumstances might call for

modifications rather than off-the-shelf adoption.

Minimize the trade-offs between financial stability
and financial development. The primary objec-
tive of financial regulation is financial stability
which is crucial for economic development and
growth. But development and growth also rely on
thriving and efficient financial markets. Unlike
in most advanced economies, limited financial
development (compared to high funding needs)
in many EMDEs creates a potential trade-off
between financial stability and financial develop-
ment and inclusion, especially when regulatory
reforms aimed at enhancing financial stabil-
ity have unintended consequences for financial
deepening and inclusion. Put differently, the
economic and social returns to further financial
deepening are substantially higher in EMDEs and
might therefore justify a somewhat higher risk."”

On the one hand, stability is a precondition
for sustainable financial deepening and creates
the necessary trust to allow broadening of the
banking system toward previously unbanked
segments of the population. On the other hand,
as capital risk weights increase banks’ greater
exposure to riskier households and enterprises,
and as regulation provides incentives to close
the maturity gap on banks’ balance sheets, the
quest for higher stability might have adverse
repercussions for access to bank funding across
different sectors and the maturity structure of
bank lending, as we discuss below.!’® Similarly,
regulatory reforms aimed at reducing the role
of commercial banks in capital markets so as to
protect the core commercial segment of bank-
ing might have the consequence of reducing
the efficiency and development of these mar-
kets, where banks can play an important role
as market makers and participants. The ten-
sion between financial stability and the need
for more developed and efficient financial sys-
tems to promote economic development must
therefore be addressed. Resolving this tension
is difficult, not least because whereas stability is
aworldwide concern (and recently an increased
concern in advanced economies), improving
financial development and efficiency is a pri-

mary concern for most, if not all, EMDEs.

18. Issues related to the effects of Basel recommendations on EMDEs have
been raised for over a decade, since the time of Basel II. See, for example,
Majnoni and Powell (2005), Powell (2004), and Rojas-Suarez (2001).

17. Ranciere, Tornell, and Westermann (2008) show that financial liberaliza-
tion and deepening can result not only in a higher incidence of systemic dis-
tress but also in more rapid economic growth.
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Section lll.

Issues Arising from the

Adoption of Basel Ill in Advanced
Economies: Potential Capital Flow
Spillovers on EMDEs

The role of international banks in EMDEs has been
extensively documented.” Starting in the 1990s, many
EMDEs embarked on a process of financial integration
that encompassed a reduction of barriers to cross-
border capital flows and increased participation of for-
eign banks in local financial systems. The benefits and
costs of such integration have been extensively debated.
On the one hand, given the verylow saving rates in some
and the lack of capital market development in most
EMDEs, the importance of foreign capital in financing
their growth and development is well recognized. On
the other hand, the propagation of the global financial
crisis of 2008-09 from advanced economies to emerging
markets, and the associated damage to growth and eco-
nomic stability, increased awareness about the risks of
closer connections between international banks and
EMDEs.

As mentioned in the introduction, Basel III stands out as
the most prominent international financial regulatory
response to the global financial crisis in advanced econ-
omies. Against this background, this section discusses
mechanisms through which the adoption of Basel III
in the advanced economies might affect the behavior
of cross-border lending to EMDE:s; it also presents rec-
ommendations to mitigate potential adverse effects.
Section IV will deal with the separate issues raised by

Basel III for the operation of affiliates of international

19. See, for example, World Bank (2017).

18

banks in EMDEs.? The distinction between lending by
global banks through cross-border activities, discussed
here, and lending by (often the same) banks through
the activities of their affiliates (which are mostly inde-
pendently capitalized subsidiaries) is a meaningful one,
as these two types of operations are not complete substi-
tutes. For example, an important component of financ-
ing for infrastructure and other projects by global banks
in EMDESs takes place through cross-border lending,
including syndicated lending, and not through affiliates.
Thus, it is highly improbable that a reduction in a global
bank cross-border project lending to an EMDE would be
fully offset by lending through its affiliate in that country.

The decade since the global financial crisis has seen
significant changes in the volume and composition of
cross-border financing to EMDEs. Oneis that volume has
fallen significantly. Although lending activities of global
bank affiliates in EMDESs increased in the first years after
the global financial crisis, these have declined in most
years since 2012 (see Section IV). Two other, related
changes have been a huge increase in EMDES’ issuance
of debt securities in international capital markets and a
surge in bank lending between EMDEs (so-called South-
South lending),” which together have partly offset the
decline in cross-border lending from global banks in

20. Following the BIS definition, international banks’ total foreign claims are
defined as the sum of cross-border claims plus foreign offices’ local claims
in all currencies.

21. South-South lending refers to cross-border lending from EMDE banks to
other EMDE banks, rather than from advanced-country banks to EMDE banks.



advanced economies. That is, EMDEs have at least partly
shifted from international bank finance to international
capital markets for their financing needs, and from bor-
rowing from international banks in advanced econo-
mies to borrowing from banks in their fellow EMDEs.
Yet another change relates to the composition of prod-
ucts and services funded by international banks: some of
the most important of these for the development efforts
of emerging-market economies, such as infrastructure

finance, seem to be the most adversely affected.

The rest of this section discusses the potential role of
BaselIlland other factorsinaccounting for some of these

developments; it then advances recommendations.

The Decline in Overall Cross-Border
Bank Lending to EMDEs

Figures 2a and 2b show the recent history of cross-
border bank lending to EMDEs.?* In the period before
the global financial crisis (2002-06), this lending
increased consistently, following a period of very low
or negative net lending associated with the emerging
markets’ crises of the late 1990s through 2001.>*> The
unsustainable lending boom of 2007 and the conse-
quent bust in 2008-09 that characterized the global
financial crisis interrupted this pattern. Since then,
cross-border bank lending to EMDEs has displayed a
declining trend, albeit with significant volatility. Fig-
ure 2a shows the aggregate of this lending in billions of
USdollars; a similar trend is found for the median value
of cross-border lending to EMDE:s (i.e., characterizing
the representative country; see Annex II). Figure 2b shows
similar results for the ratio of cross-border bank lend-
ing to GDP for upper middle-income and for low- and
lower-middle-income countries; the trend also holds
for these different income groups. Annex III shows this
ratio for different regions of the EMDE group: devel-
oping Europe,Central Asia, and Latin America and the

22. Chinais excluded from this and other related figures because of its very dif-
ferent pattern of behavior compared with that of other EMDEs. See Annex II.
23. Including the Asian, Russian, and Argentinean crises.

24. Negative flow numbers imply that repayment of loans was larger than
new disbursement.

Caribbean are seen to be the regions most affected by

the postcrisis decline in this form of lending.

This reduction in cross-border bank lending to EMDEs
is mostly attributable to global banks from the United
States, the United Kingdom, and the Eurozone.” Many
reasons account for the observed pattern, includ-
ing demand-side factors (originating with the EMDEs
themselves) and individual banks’ assessment of risks
and profitability across different businesses activities.
In addition, since the global financial crisis, some com-
mon factors have played a key role in explaining the
declining trend. These factors can be characterized as

either cyclical or structural.

First, the resolution of severe banking problems in
advanced economies called for a process of deleverag-
ing to clean up banks’ balance sheets and strengthen
capital buffers, resulting in a significant reduction in
bank credit growth. The process was facilitated by an
unprecedented expansionary monetary policy in these
economies, reflected in exceptionally low interest rates
and a huge expansion of central banks’ balance sheets
to ease liquidity conditions and improve borrowers’

repayment capabilities.?

Second, also as part of the process of improving bank
solvency in advanced countries and for the purpose of
preventing the eruption of future systemic crises, these
countries undertook a significant tightening of their
regulations governing the activities of banks. This was
achieved most notably through Basel III (and the Dodd-
Frank Act in the United States), as well as through com-
plementary supervisory and accounting requirements,

such as a systemwide implementation of stress tests to

25. Based on BIS data (on a locational basis).

26. For example, in November 2008 in the United States, the Federal Reserve
Board initiated the so-called quantitative easing program, through which
it purchased large amounts of US Treasury bonds and mortgage-backed
securities issued by government-sponsored mortgage agencies. Although
in October 2017 the Fed initiated a balance sheet normalization program to
gradually reduce the size of these holdings, at the end of October 2018 the
Fed’s balance sheet, at US$4.2 trillion, was still more than four times what it
had been at the beginning of the crisis (see Board of Governors of the Federal
Reserve System, 2018). In the years after the crisis, quantitative easing was
also implemented in other advanced economies, including by the Bank of
England, the European Central Bank, and the Bank of Japan.
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Figure 2a. Cross-Border Bank Lending to EMDEs (US$ billions)
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assess a bank’s strength under adverse scenarios® and
the new International Financial Reporting Standard 9
(IFRS 9) in Europe.* Most recently, in December 2017
the Basel Committee agreed to regulatory changes
that will establish an output floor for banks using the
internal ratings-based (IRB) approach. The floor will
be established in 2022 and will gradually (from 2022
to 2027) increase the stringency of regulation for some
banks that use IRB models.?

Third, changes in the regulatory environment affect-
ing cross-border bank behavior in the past decade go
beyond Basel III and complementary prudential regu-
latory requirements. Actions to enforce international
standards for anti-money laundering and countering
the financing of terrorism (AML/CFT standards) have
become more stringent following some high-profile
cases of sanctions violation.*® According to the Inter-
national Monetary Fund (IMF, 2017b), recent surveys
indicate that the more active enforcement of these
requirements, an increase in the international eco-
nomic and trade sanction regimes with which banks
need to comply,® and new initiatives for tax transpar-
ency** have all contributed to increasing compliance
costs for banks. They have also put downward pressure
on the profit margins of correspondent banking rela-
tionships.*® In particular, the process of de-risking has
been reflected in a significant decrease in correspon-
dent banking relationships between global banks and
banks from EMDEs. (See Annex IV for further discus-
sion of the interrelation between AML regulations and

cross-border transactions.)

27. Testing exercises, to assess whether banks have adequate capital to
absorb losses and support operations during periods of adverse economic
conditions, are conducted in the United States under the Comprehensive
Capital Analysis and Review and Dodd-Frank Act Stress Testing. The European
Banking Authority performs similar tests for banks in the European Union.
28. IFRS 9 has also been implemented in some emerging economies.

29. See Annex I for definitions of the alternative approaches that banks may
use in the calculation of capital requirements and the definition of the out-
put floor.

30. BNP Paribasis one of the best-known cases: in 2014, USregulators imposed
a fine of US$8.9 billion on this bank because of Iran sanctions violations.

31. Such as those imposed by the UN Security Council.

32. See IMF (2017b) for examples of these tax transparency initiatives.

33. A correspondent bank is a bank with authorization to provide financial
services for another bank in another country. Correspondent banks facili-
tate the provision of cross-border payments, including trade transactions
and remittances.

The combination of all these factors has likely created
incentives for international banks from advanced
economies to reduce their relative cross-border expo-
sure to riskier borrowers, including those in EMDEs. It
is therefore difficult to isolate and measure the impact
of Basel I from that of other factors affecting the over-
all behavior of cross-border bank lending. Moreover,
as the deadline for implementation of some additional
recommendations under Basel III is still some years
away, it is hard to know the extent to which global
banks have priced in these additional restrictions, if at
all. It is important to note, however, that in the case of
long-term financing, the phase-in of capital adequacy
and other requirements does not matter, since banks
expecting higher capital charges in the future will raise
the cost or lower the amount of funding (or both) at

the time the loan is provided.

One further insight that can help toward isolating the
role of Basel IIl relates to the above distinction between
cyclical and structural factors. Whereas the expansion-
ary monetary policy stance and the bank deleveraging
process resulting from the global financial crisis are
temporary (cyclical) phenomena and have started to
reverse (at least in the United States), changes in the
regulatory framework argue for a longer-term effect.
That is, as a first approximation, it would be reason-
able to expect that a return to healthy financial indi-
cators of international banks would also lead to an
improvement in overall lending, including cross-
border lending, unless other, more persistent factors

deter banks from these activities.

The recent lending behavior of US banks can shed some
light on these issues. Because US banks’ deleveraging
process has been practically completed, total US bank
lending has been recovering since 2014. US banks’
cross-border lending to other advanced economies
has also been on a rising trend in recent years.** How-
ever, as shown in Figure 3, their net lending to EMDEs
has continued to decline and remained in negative

territory in 2017, a year of improved economic growth

34. At the time of this writing, full-year BIS data were available only through
2017.

Making Basel lll Work for Emerging Markets and Developing Economies

21



22

Figure 3. US Banks’ Cross-Border Lending to Advanced Economies and EMDEs (US$ billions)
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in almost all EMDE regions.* Although the declining
trend might in part be driven by demand-side factors
in the EMDEs, it may also signal the persistent effects of
structural changes, including regulatory incentives, on
US banks’ supply of loans to EMDEs.*

Although these insights seem valid, appropriate sta-
tistical analysis is needed to derive conclusive results.
Unfortunately, such analysis is scarce; this can be
explained, to a large extent, by difficulties in obtain-
ing data on the cross-border exposure of individual
global banks. Bank-level data are essential for studying
bank heterogeneity in the application of Basel III for

two reasons. First, regulators can apply different rules

35. As reported by the IMF (2018a), in 2017 the rate of economic growth
increased for EMDEs as a whole (real GDP growth reached 4.8 percent) and
for all regions except the Middle East. All regions displayed positive eco-
nomic growth.

36. While economic growth in advanced economies has been lackluster in
recent years, with real GDP growth averaging 1.9 percent for 2013-17, real
GDP in EMDEs grew at 4.7 percent. These developments suggest that the
observed behavior of cross-border bank lending by US banks is not entirely
explained by demand-side factors.

Center for Global Development

for different types of institutions, as described in the
discussion on proportionality. Second, individual bank
balance sheet characteristics need to be considered
when assessing the extent to which the new regulatory
requirements are binding and, hence, are having an
impact on the provision of cross-border loans. As far as
weknow, thestudybyBerrospideetal. (2017) isone ofthe
few using bank-level data to show that the tightening of
US bank capital regulations after the global financial
crisis had a statistically significant effect on the decline
of cross-border claims of US banks in the aggregate
and on the emerging-market subgroup. That study
found that the so-called Basel I1.5 regulations® had a
stronger negative effect on the largest US banks (those
facing the most stringent regulations, including stress

testing) than on their smaller counterparts: the former

37. See Board of Governors of the Federal Reserve System (2012) for a descrip-
tion of the regulatory changes implemented in the United States in January
2013. The changes implemented revisions made by the BCBS to its market risk
framework for 2005-10, except for those revisions that rely on credit ratings
for calculating capital requirements for debt and securitization positions.



reduced the growth of their cross-border lending by
5 to 7 percentage points more than the latter. The data
set collected by the Federal Reserve Board facilitated
this research.®

Bridging the Credit Gap: From Loans
to Bonds and from North—South to
South—South Lending

Concerns about the decline in cross-border bank lend-
ing to EMDEs from advanced economies can be amelio-
rated if financing from that source is replaced by other
stable external sources of finance. Recent years have
witnessed two important shifts in these alternative
external sources: increased reliance on bond financ-
ing, and increased reliance on South-South lending. We
will discuss each in turn (trends in funding from affili-

ates of global banks will be discussed in Section IV).

From Loans to Bonds

Even as cross-border bank lending to emerging mar-
kets has drastically declined since 2010, issuance of
debt securities by these countries in international
capital markets has reached unprecedented levels.
Not surprisingly, some important common factors help
explain the behavior of both variables. The (at least
partial) shift from borrowing from international banks
to issuing bonds in international capital markets can
be attributed to the combined effect of the factors
discussed earlier in this section. In particular, the
exceptionally low interest rates in advanced econo-
mies, resulting from their unprecedented monetary
expansion, sent international investors looking for
higher yields elsewhere. The debt securities issued
internationally by entities from emerging markets
offered such higher yields; likewise, low interest rates
in advanced economies allowed EMDE firms to take
advantage of the high-liquidity environment to tap
capital markets to finance investment and restruc-

ture liabilities. This, together with the reduction in

38. This data set is available from the US Federal Financial Institutions
Examination Council.

bank leverage to resolve severe banking difficulties in
the advanced economies, and the new regulatory con-
straints on banks (including from Basel IID), is likely
to explain the shift by EMDEs toward bond financing.
Meanwhile, since the regulatory agenda for banks has
proceeded at a much faster pace than that for nonbanks,
lending by the latter—including through so-called
shadow banking—has expanded rapidly. Moreover, the
rapid growth of the asset management industry, and
especially of exchange-traded and other passive funds,
has helped meet the increased demand for high-yield
assets from EMDEs. Figure 4 shows this shift in the com-
position of EMDES" external sources of finance from

bank lending to issuance of marketable debt.*

In light of these developments, a crucial question is
whether increased reliance on international capital
markets will prove a more stable source of external
funding for EMDEs than international bank lending.
Some reports indicate that a significant proportion
of emerging-market bonds are held by institutional
investors, such as mutual funds and pension funds,
although holdings by hedge funds and individual inves-
tors are not trivial.*® Is the behavior of institutional
investors toward emerging-market debt less procy-
clical than that of international banks? This empirical
question has not been fully answered, and there are
arguments on either side. Some researchers and mar-
ket participants argue that international bank lend-
ing to EMDEs has shown itself to be highly procyclical,
and that a move toward long-term financing from the
international capital markets is bound to increase the
stability of EMDESs’ external funding. In contrast, some
experts hold the view that if the perception of emerg-
ing markets’ risk should deteriorate significantly,
asset managers have an incentive to reduce their
exposure to these economies based on the argument
that expected growth in these countries has fallen.”

In such a situation, asset managers will sell significant

39. Negative flows indicate higherloan repayments than fresh disbursements.
40. See IMF (2014).

41. See Shin (2013). See also IMF (2014), which argues that asset managers and
banks “share the same tendency toward procyclicality. One reason for their
procyclical behavior is that asset managers are subjected to trading restric-
tions based on measures of risks similar to those used by banks” (p. 33).
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Figure 4. Shifting External Sources of Funding in EMDEs (US$ billions)
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amounts of EMDE bonds in the secondary market and
will decline to roll over maturing debt securities. On
this view there are no significant differences in pro-
cyclicality between asset managers and banks.*” Thus,
from the EMDESs’ perspective, economic policies and
tightened international regulatory standards (includ-
ing from Basel III) that might decrease these countries’
external funding reliance on banks will not necessarily
enhance the stability of cross-border inflows to these
countries. The lack of consensus in this debate calls for

further empirical research.

The Shift toward South—South Lending

The decline of cross-border lending to EMDEs by
global banks from advanced economies has also been

partly offset by cross-border loans from banks in other

42. In a related paper, Brandao-Marques et al. (2015) argue that different
types of mutual funds behave differently with respect to the stability of their
investment in emerging markets. For example, global funds were found
to be more stable in their emerging-market investments than dedicated
emerging-market funds.

Center for Global Development

emerging-market economies.*® To get a rough assess-
ment of the importance of these South-South bank-
ing flows, we follow a simple methodology advanced
by the Institute for International Finance (2017) using
data from the Bank for International Settlements (BIS)
and the IMF. BIS-reporting banks are mostly based
in advanced economies, and the majority of them
report on their bilateral lending to EMDEs.** We can
thus approximate cross-border banking flows*® of
non-BIS-reporting banks to EMDEs (as a proxy for
South-South lending) by subtracting the value of bank-
ing flows by BIS-reporting banks to EMDEs (from BIS
data on a locational basis) from the total value of bank-
ing flows to EMDESs reported in the IMF balance of pay-

ments statistics. The results are presented in Figure 5,

43. For an extended discussion on the recent rise in South-South banking see
‘World Bank (2017). See also Cerutti, Kock, and Pradhan (2018).

44. Two important exceptions of countries that do not report on a bilateral
basis in the BIS Locational Banking Statistics are Germany and Japan.

45. Banking flows include loans and deposits by banks.



Figure 5. Cross-Border Net Banking Flows to EMDEs (US$ billions)
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in which the yellow bars represent our approximations
for South-South lending.*®

Increased cross-border lending by Southern banks has
a number of advantages: it supports the internation-
alization (or in some cases regionalization) of EMDESs’
financial systems, which in turn can lead to greater
financial inclusion and, if well managed and super-
vised, to an overall improvement in financial stability.
These features are particularly important if tighter
banking regulation, including from Basel III, and

other structural developments in advanced economies

46. Two clarifications are needed. First, although large banks from China,
India, Russia, and some other important cross-border EMDE lenders are
BIS-reporting banks, they do not report their lending on a bilateral basis, but
only on an aggregate basis; therefore, we cannot isolate their cross-border
lending to EMDEs. Thus, lending from these countries is not included in the
blue bars in Figure 5. Second, the blue bars somewhat overestimate lend-
ing from advanced economies’ banks, since they include banks from Brazil,
Chile, Mexico, South Africa, and Taiwan (which are BIS-reporting banks and
do report on their bilateral lending).

are indeed leading to a sustained reduction in
cross-border bank lending to EMDEs. Notwithstand-
ing these positive developments, the observed emer-
gence of debt problems in an increasing number of
low-income EMDEs (especially in Africa) is raising
concerns about the capacity of the new Southern lend-
ers (particularly China) to properly assess borrowers’
repayment capacities. That is, the rapid increase in
cross-border South-South lending should be viewed
as a welcome outcome only if the new sources of
funding prove to be sound and stable. The observed
weaknesses in the oversight of Southern bank lending
and the deficiencies in risk assessment mechanisms
to prevent borrowers’ overindebtedness indicate that
important issues remain to be tackled to improve the
quality and sustainability of South-South cross-border
lending. Box 1 illustrates these points for the case of
China.
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Box 1. Opportunities and Risks from
Cross-Border South—South Lending:
Mustrations from China

Chinese banks’ cross-border lending activi-
ties have been expanding rapidly. China’s offi-
cial development banks account for the lion’s
share of this lending. Low-income countries,
including countries in Africa and Asia, have
become important recipients in recent years
in projects such as energy finance. For exam-
ple, as reported by the Global Development
Policy Center at Boston University,* in 2016-17
lending for energy finance by the China Devel-
opment Bank and the Export-Import Bank of
China to African countries increased signifi-
cantly, so that by 2017 Africa was the second
largest destination (after Asia) of this type of
loan. Some countries in Latin America and the
Caribbean have also been recipients of lending
from China. However, there are some concerns
related to these activities. Chinese banks do not
regularly publish information regarding their
funding agreements with other countries, and
a worrisome development is that a number of
African countries are becoming (or have already
become) overindebted as loans from China are
piled on top of increased stocks of government
bonds issued in the international capital mar-
kets. These issues may come to a head in any
debt restructuring. There have been reports that
Chinese loans to Venezuela have already been
restructured, although the terms were not made
public. In the context of any international res-
cue package for Venezuela (or any other coun-
try) that involves a wider restructuring of bonds
as well as of such loans, there will no doubt be
a call for greater transparency to ensure that

there has been comparable treatment.

47. See http://www.bu.edu/cgef/#/2017/Country.
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Recommendations

The discussion so far leads us to advance several rec-
ommendations largely directed to regulators and
supervisors in the advanced economies and in those
EMDEs that are home to regional or global banks, to
other borrower countries, and to multilateral organi-
zations. These recommendations are motivated by two
of the principles guiding this report: the need to con-
tain potential negative spillover effects created by the
adoption of Basel III in advanced economies, and the
goal of minimizing the trade-off between financial sta-

bility and financial access and development.

For Advanced-Country Regulators and
Supervisors of Global Banks

Potential negative spillovers from Basel III and related
regulatory reforms in advanced economies can be con-
tained only if sufficient and adequate data are available
for an appropriate assessment. In this regard, we rec-

ommend the following:

B Regulators in advanced economies should, fol-
lowing the example of the US Federal Finan-
cial Institutions Examination Council (FFIEC),
make bank-level data on foreign exposures
public, including data on loans to EMDEs. Cur-
rently, the FFIEC mandates that banks holding
US$30 million or more in total claims on res-
idents of foreign countries report their expo-
sure to any country that exceeds 1 percent of the
bank’s total assets or 20 percent of its total cap-
ital, whichever is less. Increased availability of
these data would allow an expansion of the cur-
rently extremely limited research on the effects
of Basel IIT on cross-border lending to EMDEs.

m If these data cannot be made public, we
recommend that the International Banking
Research Network (IBRN)—a group of research-
ers from more than 30 (with the number
growing) central banks and multilateral insti-
tutions that analyzes issues pertaining to global

banks—broaden and deepen its analyslis on


http://www.bu.edu/cgef/#/2017/Country

the cross-border spillover effects on EMDEs.
The IBRN is particularly well suited to do this
analysis because of its researchers’ technical
expertise and access to microlevel data. We
also recommend that regulators from EMDEs
whose central banks are currently nonmem-
bers of the IBRN make efforts to connect with
(and if appropriate, join) this network to take
advantage of the methodologies already devel-
oped by IBRN researchers.

For Regulators, Supervisors, and Debt Management
Officials in EMDEs That Are Home to Regional or
Global Banks

B To maximize the benefits from improved region-
alization and internationalization arising from
increased South-South cross-border lending, it
is crucial that the new lenders achieve the high-
est standards of quality and transparency in their
operations. In particular, it is essential that the
new lenders display high levels of transpar-
ency regarding their international lending and
demonstrate that they have effective mecha-
nisms for risk assessment when extending large
amounts of loans, particularly to low-income
countries. Appropriate mechanisms for resolv-
ing debt problems, should they arise, also need

to be in place.*®

For Regulators, Supervisors, and Those in Charge
of Debt Management Policies and Strategies in
EMDEs That Borrow from EMDE Lenders

B Borrowers’ responsibilities with regards to South-
South cross-border lending are just as important
as those for lenders. It is therefore essential that
borrowers’ debt management strategies aim at

balancing the risks and benefits of South-South

48. At present this recommendation is applicable to China’s authorities,
given the role of their large banks in extending large loans to low-income
countries; it also applies to all countries that are home to regional or global
banks that show room for improvement in their risk management processes
and standards of transparency (such as the need to regularly publish finan-
cial statements and management reports).

lending, as well as those related to all other types
of international indebtedness.

Macroprudential regulations and policies de-
signed to prevent overindebtedness and potential
currency mismatch problems need to be in place.
Although a number of EMDEs have made signif-
icant advances in this area, there is still much
room for improvement in many others, includ-

ing many low-income countries.

For Multilateral Organizations

B We recommend that the IMF and other interna-

tional financial institutions (IFIs) undertake a rig-
orous research agenda on the relative costs and
benefits of international capital market finance
versus global bank lending as external sources
of funding for EMDEs. One important avenue of
research that would provide valuable guidance to
EMDE:s is a thorough assessment of the conditions
under which EMDES’ funding through capital
markets is relatively more or less stable than that
from international banks. It is crucial to under-
stand whether the behavior of institutional inves-
tors holding EMDE bonds is either more or less
procyclical than that of international banks hold-
ing claims on these countries. Such knowledge
would help in deriving appropriate recommen-
dations that neither expose EMDEs to excessive
risk nor unduly constrain them from access-
ing much-needed external sources of finance.
This recommendation stems from the principle
of minimizing the trade-off between increased
financial access (in this case to international capi-

tal markets) and greater financial stability.

Through its country surveys, the World Bank, on
its own or in collaboration with other IFIs, could
help assess the extent of spillover effects from
international regulations on EMDEs. In 2017 the
World Bank undertook a “limited countries’ sur-
vey” (a pilot) along these lines and found that most
respondent banks viewed Basel III capital and

liquidity requirements as having had an adverse
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effect on foreign long-term funding, including for
infrastructure finance.* Such surveys, covering a
large number of EMDESs, should be undertaken on
a regular basis (every two or three years), as this
would help both in assessing progress on existing

issues and in responding to new challenges.

B (Case studies, in the form of evaluation assess-
ments, should also be part of a surveillance scheme
for the specific purpose of identifying unintended
consequences of Basel III in EMDEs as implemen-
tation proceeds and more countries participate.
The FSB, in collaboration with the BCBS, is the
natural institution to take responsibility for this
task, extending the country coverage of its existing
framework on the postimplementation evalua-
tion of Group of 20 (G20) regulatory reforms.*® For
this purpose, we recommend that the FSB ask the
World Bank or the IMF or other multilateral devel-
opment banks (MDBs) to undertake this work, in
collaboration with EMDE regulators and analysts,
as part of their mission to maintain financial sta-
bility while deepening and increasing the inclu-

siveness of EMDEs’ financial systems.

B As spillovers are identified in individual coun-
tries, technical assistance from multilateral orga-
nizations for dealing with these adverse effects
will be needed. To ensure a timely response,
we recommend that the expanded evaluation
assessments suggested above be combined with

a technical assistance program.

The Special Challenge of
Infrastructure Finance

The decline of cross-border bank lending to EMDESs
has manifested itself in a reduction of banks’ exposure
to certain business lines that are crucial for economic
development. Infrastructure finance is an important
example. There are also issues with regard to trade
finance, which are discussed in Annex V.

49. See Briault et al. (2017).
50. See FSB (2017).
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Although infrastructure finance in advanced countries
recovered rapidly after the crisis and has expanded fur-
ther, it has stalled in the EMDEs as a group, as shown in
Figure 6. One reason for this difference is that, as dis-
cussed above, bank finance in advanced countries has
been partly replaced by bond finance—an option that is
less readily available to many EMDEs (particularly the
low-income countries) at the longer maturities neces-
sary for infrastructure funding. Indeed, some banks in
the developed world have divested themselves of their
project finance portfolios.” Although Basel III is only
one of several factors that can potentially explain this
lack of expansion, there is increasing evidence that it is
a slowly moving factor whose greatest impact may be
yet to come, posing challenges for EMDEs in the future.
The effect of Basel III on bank-based infrastructure
finance is a particular concern in many EMDEs given
the limited sources of alternative, market-based fund-
ing available and the large infrastructure gap that still
characterizes these economies.

The possible impact of Basel Il on infrastructure finance
could manifestitself across several different dimensions,
since infrastructure investment in EMDEs is financed
from several sources: cross-border bank lending, lend-
ing by affiliates of advanced-country banks, and lend-
ing by domestic banks. As reported by the FSB (2018b),
while infrastructure finance in advanced economies
has more than doubled since the crisis, infrastructure
finance in EMDEs has remained stable since 2009, at
around US$75 billion annually. According to the same
report, more than 60 percent of infrastructure funding
to EMDEs comes from funders in advanced economies,
and half of overall external funding is from the 10 larg-
est providers, all of them banks. The relative impor-
tance of different sources of private-sector funding
for infrastructure, however, varies significantly across
countries, with some larger emerging markets seeing a
large share of infrastructure funded by domestic banks
(see Garcia-Kilroy and Rudolph [2017] for the case of
Brazil). In addition to bank and market-based finance,

cross-border funding by Chinese financial institutions

51. See Watson, Farley & Williams LLP (2012).



Figure 6. Infrastructure Finance in Advanced Economies and EMDEs (US$ billions)
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under the country’s Belt and Road Initiative plays an
increasing role. Given the importance of cross-border
lending, which is greater in EMDEs than in advanced
economies, and given that such lending is concentrated
in the major currencies, many practitioners regard cur-
rency risk as critical (FSB, 2018b). At present this risk is

borne mostly by domestic banks and developers.®

Although infrastructure finance is not a well-defined
asset class, most such finance shares some common
characteristics, including a tendency toward longer
maturities and a lack of collateralizable assets in the
early stages of funding. Initial cash outlays are almost
always high, yet regular debt servicing flows are usu-
ally possible only after construction is complete and the
projectisin operation. Infrastructure projects are highly
heterogeneous in terms of their precise risk profiles;

52. Several global data collection efforts are under way in the area of infra-
structure finance. See, for example, work undertaken by the Organisation
for Economic Co-operation and Development (OECD, 2018) and the G20
(Global Infrastructure Hub, www.gihub.org) to improve information on fund-
ing structures and gaps.

2011
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also, as one might expect given the characteristics of
EMDEs discussed in Section II, the funding options and
risk profiles of infrastructure projects differ between
advanced and developing economies. For large projects,
risk tends to be greatest in the preoperational phase,*
then dissipates during the operational phase. In some
EMDESs, however, this risk may not dissipate as fast as
in some advanced economies. One reason is that most
large projects require some sort of relationship with the
public sector, if not in the form of direct contracts, then
at least through licenses, permissions, or regulation.
Any risk of changes in the relationship that could have a
material impact on the operation of the project (such as
changes in contractual terms, e.g., in the prices and fees
that infrastructure and utility providers are allowed to
charge) may have to be managed throughout the life of

the project.>*

53. This also explains why Basel III attaches a risk weight of 130 percent to
exposures to project finance in the preoperational phase, as opposed to
100 percent during the operational phase.

54. Multilateral guarantees are one instrument that might be used to miti-
gate such risks. See Ketterer and Powell (2018) for a discussion.
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Box 2. Basel Il and Infrastructure Finance®*

The regulatory reforms under Basel III may have
an impact on bank lending for infrastructure along
several dimensions. (Although many of these reg-
ulations are not yet in effect, banks often react in
advance to expected future changes in regulation.
For example, many large banks in the United States
and Europe have already increased capital buffers
well in advance of the deadline. Especially for long-
term assets, banks price in known future regulatory
changes at origination even when those changes
are to be phased in slowly.) First, a tightening of the
large exposure rule can result in smaller banks being
crowded out of the market. According to the 2014
Basel large exposures framework, credit exposures
to a single counterparty or group of connected coun-
terparties are limited to 25 percent of a bank’s Tier 1
capital (compared with limitations defined relative
to overall capital under previous frameworks). Sec-
ond, the newly introduced aggregate output floor in the
finalized version of Basel III, which creates an increas-
ing regulatory and supervisory bias against the use of
internal ratings-based capital requirements, can increase
capital requirements for infrastructure projects.* The
alternative approach of using external ratings might
not be available given the lack of such ratings in many
EMDEs, so that a more conservative, standardized
model would have to be applied. Specifically, there
would be a 130 percent weight in the construction
phase and a 100 percent weight in the operational
phase (80 percent if the project is considered of high

55. This box is partly based on Garcia-Kilroy and Rudolph (2017).

56. In the final version of Basel 111, total risk-weighted assets (RWA) esti-
mated by banks’ IRB models cannot be lower than 72.5 percent of RWA
as calculated using the Basel III standardized approach. The 72.5 per-
cent restriction was termed an “aggregate output floor” by the BCBS. So,
although banks could use IRB models, doing so would not necessarily
result in significantly lower risk weights. In addition, given the limited
infrastructure financing by banks in EMDEs, sufficient data might not be
available to construct such IRB models.
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quality), which makes project finance more expen-

sive than, for example, corporate finance.

Athird constraint comes through liquidity require-
ments: under the new rule establishing a net stable
funding ratio (NSFR), assets with a maturity over
one year have to be matched with funding with a
maturity of over one year.”” Although the matching
need not be exact, banks will tend to try to match
longer-term assets, such as infrastructure loans,
with longer-term funding, which might increase
(possibly to prohibitive levels) the cost of infra-
structure funding, especially for banks that do
not have easy access to medium- and long-term
funding. Similarly, the liquidity coverage ratio (LCR)*®
requires 100 percent high-quality liquid assets for
special-purpose vehicles, which are often used
for project finance, and for the undrawn portions
of revolving credit facilities. This is in contrast to
other types of credit facilities (e.g., in corporate
finance), where only a proportion is reflected as
drawn. Finally, banks might be reluctant to com-
mit to a longer-term funding structure given
the increased uncertainty over further regula-
tory tightening. This concern is not unwarranted.
Since the 2008 crisis, there have been frequent
changes to regulatory standards, from Basel II.5
to Basel III itself to the recent additional reforms
to Basel III (which are so substantial that they are
sometimes referred to as Basel IV in the private
sector), with discussion of another round a few
years hence (sometimes referred to as Basel IV
orV).

57. The objective of the NSFR is to better match maturities of assets and lia-

bilities on banks’ balance sheets.

58. The objective of the LCR is for banks to hold sufficient liquid assets to

sustain them for 30 days during times of stress.



Although Basel III is only one of several regulatory
reforms over the past few years with possible impacts
on infrastructure finance, it can influence the provi-
sion of bank funding for infrastructure through sev-
eral channels. As described in more detail in Box 2,
the higher risk weights and limitations on the use of
internal risk models prescribed under Basel III can
make infrastructure funding more expensive, and
the large exposure rule limits the ability of smaller
banks to fund infrastructure projects. In addition, the
new liquidity requirements can have a dampening
impact on maturity transformation, which is import-
ant for infrastructure projects that rely on long-term

funding.

The limited availability of hedging instruments in
EMDEs, critical for risk management in infrastructure
finance, has been mentioned as an additional chal-
lenge that Basel III might exacerbate. Figure 7 shows
that markets for over-the-counter (OTC) interest rate
derivatives, an important means of hedging, have been
historically much shallower in EMDEs than in advanced
countries, and have even experienced a reduction in

volume in recent years.

Already under Basel II, capital requirements took into
account off-balance-sheet items, including derivative
positions. The requirements have become more expen-
sive under Basel I1I, and these items are now also subject
to liquidity requirements. In addition, requirements
for higher capital on non-centrally cleared derivatives,
the posting of additional margins for OTC derivatives,
and additional clearing fees to process transactions have
made derivative transactions significantly more expen-
sive for banks. These requirements might also apply to
derivative transactions with large cross-border banks,
which might attract a higher capital requirement on the
counterparty side and thus make them more expensive
for local banks in emerging markets. This higher cost
might make banks more reluctant to engage in deriv-
ative markets, which ultimately might not only reduce
the provision of hedging and risk management services

for their clients but also impede the development of

local capital markets in EMDEs. This is especially the
case because many EMDEs are heavily bank-centric;
thus, banks have an important role to play in developing

capital markets in these countries.

Surveys of market practitioners and EMDE regulators
have indeed pointed to concerns about the effects of
Basel IIT on infrastructure finance, although opinions
on the importance of its impact vary widely. Specifi-
cally, banks have raised concerns about the effects of
Basel III limitations on their use of IRB models on core
business lines; this concern is reflected in recent sur-
veys, such as the 2016 IIF survey and Ernst & Young’s
seventh annual global bank risk management survey.*
Also, in a recent pilot survey conducted by the World
Bank, which includes responses from 20 banks from
EMDEs and 4 global banks, the large majority of banks
stated that Basel III capital and liquidity requirements
have had an adverse effect on foreign long-term fund-

ing, including for infrastructure finance.*®

However, survey evidence reported in the FSB’s
evaluation of the effects of Basel III on infrastruc-
ture finance indicates that currency mismatches
are seen as more relevant than regulatory barriers
(FSB, 2018b)." The same FSB evaluation found limited
quantitative evidence for an effect of Basel III reforms
on infrastructure financing, although the findings
are subject to several caveats. First and foremost, the
impact on infrastructure finance is likely to be slower
moving than that on other segments because infra-
structure finance involves fewer larger transactions,
typically with longer maturities. Further, the evalu-
ation focused on differential effects across different
countries and banks, to better control for demand-
side factors, rather than on absolute effects. In doing

so, the evaluation found that the different Basel III

59. The survey included responses from 67 banks in 29 countries, including
23 of 30 G-SIBs.

60. See Briault et al. (2017).

61. Some additional regulatory changes might also affect infrastructure
finance in EMDEs, such as the new IFRS 9 accounting standards. Under
IFRS 9, some credit facilities, such as longer-duration retail mortgages and
longer-term uncollateralized facilities (including structured-finance and
project-finance deals) will become costly. See Maggi et al. (2017).
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Figure 7. Turnover of OTC Interest Rate Derivatives in Advanced Economies and EMDEs (net

gross basis in US$ billions)

o

[ | O
Tp) <
o

S £
o

® 0
o BKse)
8 .

Q -
3

g K5
o

S - &
S o
o |

(e}

- o
o

O —

Te] L ®]
O FO

1998 2001 2004 2007 2010 2013 2016

= = Advanced Economies (lhs)

Source: Authors’ calculations based on BIS (2018). Derivatives Statistics.

regulations had only a limited effect on the aggregate
availability of infrastructure finance. Furthermore,
the analysis does not point to a more pronounced
change in spreads for any of the groups of banks more
strictly bound by the Basel III requirements; how-
ever, for banks with weaker liquidity profiles, there
is some indication that regulation has contributed
to reduced average maturities of their infrastructure
loans. Finally, global systemically important banks
(G-SIBs), which constitute the most important provid-
ers and are subject to additional capital requirements,
have reduced the maturities of their loans more than
other banks have. When comparing the effects of the
reforms between EMDEs and advanced countries,
the evidence does not point to any significant effect
on infrastructure volume or pricing, although it does
point to some substitution of bank financing with
market-based financing. In summary, it is too early
to reach definite conclusions in this area, and further

research will be valuable.
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= EMDEs (rhs)

Recommendations

Our set of recommendations here is diverse and relates
to both cross-border and domestic infrastructure
lending. They are guided by four of the five EMDE
characteristics we have identified as relevant—variable
access to international capital markets, high volatility,
shallow capital markets, and capacity and governance
constraints—as well as our three principles. As before,
our recommendations are targeted at different groups
of policymakers and stakeholders.

For Home-Country Regulators and Supervisors of
Global Banks

B Because cross-border funding for EMDE infra-
structure is mostly denominated in foreign curr-
ency and thus subject to additional risk, regu-
lators in EMDEs should consider giving a more
favorable treatment to lending for infrastruc-

ture in local currency (by, e.g., domestic banks



or domestic affiliates of international banks)
than in foreign currency, to encourage use of
the former. This difference in treatment might
relate especially to liquidity requirements for
special-purpose vehicles (SPVs), because these
are often more binding than capital require-
ments. This issue is important in the context
of consolidating foreign affiliates into global
parent banks’ balance sheets and will require
cooperation between home- and host-country

supervisors.®?

For Multilateral Organizations and
EMDE Regulators

B We recommend the increased use of credit
enhancements, whether provided by interna-
tional players, such as MDBs, or by domestic play-
ers, to improve the risk profile of bank lending
for infrastructure finance through risk sharing
and risk mitigation. Such credit guarantees can
be effective if fairly priced, especially in terms
of lengthening tenors and thus achieving a bet-
ter match of maturities between assets and lia-
bilities for developers. Such guarantees should
attract capital relief but only in line with the
guarantor’s credit rating or standing. However,
they should be used with caution as they may
exacerbate moral hazard. Idiosyncratic risks can
be guaranteed at the domestic level, but sys-
temic (country-level) risks are best guaranteed
by global players, such as MDBs.

m The ability to hedge risks is of great value for
banks providing funding for infrastructure.
Therefore access to derivative markets is key,
and regulatory reforms in this domain can have
an important impact. While the possible effect of
Basel IIl and other regulatory reforms on the role
of banks in derivative markets has been widely

discussed, no clear consensus has arisen. We

62. The next section deals with additional home-host issues.

therefore encourage more research in this area

and careful tracking of developments.

m Efforts to develop infrastructure as an asset class
(or as a set of asset classes) and to seek standard-
ization in various aspects of infrastructure proj-
ect development (in terms of the analysis of cash
flows and risks, the types of contracts that are
used, and the terms of securities issued) should
be pursued and intensified.®® If projects can be
developed in a more standardized fashion, and if
there is agreement on the different dimensions
of risk and how they should be quantified, it
may become easier to issue securities backed by
infrastructure projects. Moreover, financial reg-
ulators may be able to better assess the risks for
banks lending to SPVs that finance such projects.
Given sufficient evidence on risks, lower risk
weights might be appropriate for projects that
comply with an identified set of risk parameters.
Ketterer and Powell (2018) discuss these issues
and suggest the creation of aggregator SPVs that
would acquire individual projects and issue
bonds attractive to institutional investors. This
kind of bond financing might allow the global
banks that had initially financed the projects to
move them off their balance sheets, so they can
then use their expertise to finance new projects.
It could also further the development of long-
term capital markets in many EMDEs where they

are now shallow.

A point related to this last recommendation is that the
tighter capital and liquidity requirements for infra-
structure finance should serve as an additional incen-
tive to develop the nonbank segment of the financial
system in EMDESs. If tighter regulatory requirements
under Basel III reduce the bank funding available for

infrastructure, this might be an intended consequence

63. This relates to the discussion in BCBS (2017b, paragraph 48) on what con-
stitutes a high-quality project finance exposure). There have been efforts by
the Argentine G20 presidency and the OECD toward defining infrastruc-
ture as an asset class in the form of greater standardization.
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of a stronger focus on global stability; it thus height-
ens the focus on contractual savings institutions, such
as insurance companies and pension funds, as natu-
ral investors in long-term and low-risk assets such as
infrastructure (Della Croce and Gatti, 2014). The pol-
icy agenda to develop long-term finance is a long one,
comprising not only institutional reforms, adjustment
of regulatory frameworks, and better incentive struc-

tures for financial institutions, but also initiatives to

Center for Global Development

meet broader socioeconomic challenges, such as pen-
sion reform. Among the various nonbank institutions,
life insurers and pension funds are especially import-
ant from a regulatory perspective, given their long-
term investment horizons. This policy agenda varies
greatly from country to country, however, and it is crit-
ical to identify the bottlenecks to the development of
long-term finance in each country and gauge how best

to address them. We return to this topic in Section V.



Section IV.

Issues Arising from the Basel
Framework for the Operation of
Global Bank Affiliates in EMDEs

Affiliates of foreign banks are important partici-
pants in the local financial systems of many EMDEs.
In Botswana, the Czech Republic, Mexico, Poland,
and Uganda, for example, the share of foreign banks
in total local banking assets exceeds 70 percent (Fig-
ure 8). Asreported in World Bank (2017), foreign banks,
both global and regionally based, account for about
40-60 percent of all bank assets in Latin America and
the Caribbean, sub-Saharan Africa, and emerging Europe
and Central Asia.

Section III showed a decline in international banks’
cross-border bank lending to EMDEs (a flow measure),
but total claims of international banks on EMDEs (a stock
measure) tell a different story. Total claims of interna-
tional banks are equal to their cross-border bank claims
plus the local claims of their affiliates. Using BIS data, Fig-
ure 9 shows the behavior of both these two components of
international banks’ claims on EMDEs. Notably, whereas
cross-border claims remained practically stagnant when
comparing 2007 (the pre-global crisis year) with 2017

Figure 8. Percentage of Foreign Bank Assets in Total Bank Assets (selected EMDEs)
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Figure 9. Cross-Border and Local Claims by Foreign Banks on EMDEs (US$ trillions)
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(almost a decade after the crisis), local claims increased
significantly over that period (although there was an
important reduction in 2013-16). That is, international
banks’ exposures to EMDEs are increasingly accounted
for more by the activities of their affiliates (both branches

and subsidiaries) than by cross-border positions.**

Another recent phenomenon is a decline in the rela-
tive importance of international bank affiliates from
advanced countries operating in EMDEs. This is partly
explained by the insistence of advanced-country super-
visors, during and after the global financial crisis, that
their banks focus on strategic core assets in their home
countries. Affiliates of international banks based in the
EMDESs have taken up some of the slack.

The participation of foreign banks inlocal financial sys-
tems offers well-documented benefits, which need not
be examined here. The discussion that follows focuses
on the important observation that there are significant

differences in the overall regulatory and supervisory

64. See World Bank (2017) for a more detailed discussion.
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frameworks between the countries that are home to
international banks and the countries that host those
banks’ affiliates. Because of these differences, imple-
menting the Basel framework in global and regional
banks might bring about important challenges for

bank supervisors in countries that host foreign banks.

Differences in Basel Accord
Compliance between Domestic and
Foreign Banks

The foreign affiliates of global and regional banks are
usually independent, locally incorporated financial
institutions, subject to local regulation and supervi-
sion. But their strategic business decisions are invari-
ably made in the bank’s home country, and they are
subject to home-country regulatory supervision as
well. The supervisors of global banks based in advanced
economies require that regulations be applied and
enforced on a consolidated basis; that is, all obligations
of compliance of a global bank with Basel III require-

ments apply to the entire banking group, including its



foreign affiliates. Since the recommendations under
Basel Il are primarily directed to internationally active
banks, most home-country supervisors of global banks
have moved promptly to comply.®® In contrast, a large
number of EMDEs are far from implementing Basel III,
and many are still on Basel I.% These large differences in
regulatory and supervisory frameworks might impose
additional costs on the operations of foreign bank affil-
iates, which need to meet both home- and host-country
requirements. These differences might also create an
unlevel playing field between domestic and foreign
banks in EMDEs,% which could add to the latter’s costs of
doing business there (discussed in Section II) and might
reduce their incentives to maintain affiliates in EMDEs.

A second, and perhaps more important, issue relates to
the quality of the regulatory and supervisory framework
in some EMDEs that are themselves home countries of
international banks. The move toward increased par-
ticipation of South-South lending via affiliates (which
complements their cross-border lending—see Sec-
tion IIT) has been especially important in supporting the
financing needs of some countries where the retrench-
ment of activity of banks based in advanced economies
has been most pronounced, including some of the poor-
est countries in the world. However, this expansion can
be effective only if the new lenders are strong institu-
tions. If instead problems should arise in these lenders,
the result can be severe contagion effects, and a sharp
contraction in access to credit by several EMDEs might
follow. As an example, Box 3 presents some regulatory
concerns related to the rapid expansion of pan-African
banks since the global financial crisis.®*°

65. Recent changes to Basel IIl have moved forward the deadline for full com-
pliance with capital requirements to 2023-27.

66. In a May 2018 survey, the Financial Stability Institute found that out of
100 non-Basel Committee members, 60 had adopted some element of the
Basel III capital requirements, 51 had adopted the LCR, and 14 the NSFR. (see
Hohl et al., 2018).

67. In some EMDEs, some components of the regulatory and supervisory
framework can actually be more stringent than called for in Basel III. This,
however, does not eliminate the problem of an unlevel playing field between
domestic and foreign banks.

68. Cross-border activities by African banks have expanded rapidly in recent
years. For example, Ecobank, with headquarters in Togo, has a presence in
more than 30 African countries (see IMF, 2017a).

69. Latin America is another region where there has been a large expansion
of regional banks, including a large presence of Colombian banks in Central
America and the activities of Brazilian banks in other Latin American countries.

Box 3. Pan-African Banks:
Regulatory Challenges

The recent expansion of pan-African banks has
taken place mostly through subsidiaries, though
there has also been a significant increase in
their cross-border lending. This trend reflects
increased economic integration within Africa
and supports improved competition in the con-
tinent’s banking industry. But the expansion
also poses risks. As discussed in Enoch, Mathew,
and Mecagni (2015), weaknesses in banking reg-
ulatory and supervisory frameworks in many
African countries increase their vulnerability
to severe financial difficulties. These weak-
nesses relate to failures to meet basic princi-
ples for effective banking supervision, such
as those outlined in the Basel Core Principles
(BCBS, 2012a), including guidelines for licens-
ing and ownership structure, use of accounting
standards, consolidated bank supervision, and
cross-border coordination between supervisors
(especially on frameworks for crisis manage-
ment and resolution), among others. According
to Enoch and coauthors, compliance with the
Basel Core Principles on home-host relation-
ships is particularly low in African countries
compared with the rest of the world. Given the
increased financial linkages between countries
in Africa, deep problems in African banks with
an important presence in the region could lead
to serious contagion effects, threatening finan-
cial stability in the region and access to finance

for large segments of the population.”

70. For an in-depth discussion, see Beck et al. (2014,).

Recommendations
For Regulators and Supervisors in EMDEs

m In EMDEs where regulators can identify a set of
local banks as systemically important, such that

their problems could adversely affect the rest of

Making Basel lll Work for Emerging Markets and Developing Economies

37



38

the financial system, they could consider sub-
jecting these banks to regulations along the lines
suggested by the BCBS for domestic systemically
important banks (D-SIBs).” This recommenda-
tion, which is consistent with the principle of
proportionality, not only would increase the safety
of EMDES’ financial systems but also would help
reduce the regulatory gap between peer institu-
tions (large, systemically important local banks
and foreign affiliates of global banks), thus miti-
gating the problems of an unlevel playing field.

m  Consistent with the principle of containing adverse
spillover effects from the home countries of mul-
tinational banks, we recommend strengthen-
ing, when necessary, the soundness and quality
of the governance and operations of regional
and global banks headquartered in EMDEs. To
this end, high priority needs to be given to the
following:

1 Regulatory and supervisory improvements,
including steps to ensure full regulation
and supervision of bank holding companies;
implementation of consolidated and risk-
based supervision; alignment of key pruden-
tial norms with international standards,
such as concentration limits; and enhance-
ment of data availability on banks’ cross-

border exposures

O Improvements in cross-border collaboration
between supervisors by introducing (when
not already in place) regional supervisory
colleges and ensuring that annual meetings
between supervisors take place. Supervisory

colleges should pay particular attention to the

71. Criteria recommended by the Basel Committee to identify D-SIBs include
the following: (1) size; (2) interconnectedness with the rest of the financial
system; (3) substitutability/financial institution infrastructure, including
considerations related to the concentrated nature of the banking sector; and
(4) complexity of operations. The committee recommends imposing higher
capital requirements on these banks, and that the additional capital be met
fully by Common Equity Tier 1. In addition, the committee recommends that
national authorities put in place any additional requirements and policy
measures deemed necessary to contain the risks posed by domestic systemi-
cally important financial institutions (D-SIFIs). See BCBS (2012b).
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quality of the capital held by a parent bank or
holding company and its capacity to provide
financial support to a distressed subsidiary in
another EMDE.

O Increasing efforts to establish workable
cross-border resolution mechanisms and
early-action processes should severe prob-
lems arise in EMDE-headquartered regional
or global banks. Indeed, this recommenda-
tion applies globally, to supervisory author-
ities in advanced economies as well as to
those in EMDEs.”” As the FSB Resolution
Steering Group has recognized,” significant
work remains to be done to establish effec-
tive resolution regimes for systemically
important banks. Most important, serious
challenges remain with regard to operation-
alizing these plans and testing their opera-
tional effectiveness.

Theseand otherrecommendationshave been advanced
by Enoch, Mathew, and Mecagni (2015) and Beck et al.
(2014) for the case of pan-African banks. Enforcement
and enhancement of Pillar 2 of the Basel framework,”
as applied to regional banks headquartered in EMDEs,
seems to be a priority.

In addition, given the wide spread of regional banks in
EMDEs, we offer a recommendation for what we term

regional systemically important banks (R-SIBs):

B Subject R-SIBs to a set of regulations that would
combine elements from Basel III recommenda-
tions for D-SIBs with those for G-SIBs. Although
this approach would retain discretion for home-
country regulators (as in the case of regulations
for D-SIBs), in cooperation with host-country

72. Although China is not an advanced economy, it is home to four of the
world’s global systemically important financial institutions (G-SIFIs); it is
therefore subject to regulatory treatment for the implementation and oper-
ationalization of cross-border resolution plans similar to that in advanced
economies.

73. See FSB (2019a).

74. Pillar 2 of the Basel framework contains the key principles of supervi-
sory review, risk management guidance, and supervisory transparency and
accountability to deal with banks’ risks.



regulators, it would also require the establishment
of an agency or agencies that will be in charge of
identifying, on an annual basis, those banks that
can be characterized as R-SIBs. (This role is per-
formed by the FSB in the case of the G-SIBs.)

For Multilateral Organizations

B Underscore the urgency of support from multi-
lateral organizations (IMF, World Bank, African
Development Bank, etc.), in the form of technical
assistance, to improve the quality of the regula-
tory and supervisory framework in some EMDEs
that are home countries to international banks.
The multilateral organizations already recognize
this need,” but an important question remains
as to the extent to which countries are taking full
advantage of that support and whether adequate
coordination and cooperation between multi-

laterals are taking place.

® Beyond the activities of EMDE regional banks,
improved cross-border coordination between
supervisors of advanced-economy global banks
and host-country supervisors in EMDEs is also
needed. In many cases, most of this coordination
is limited to memorandums of understanding
as a basis for the exchange of information and
participation of EMDE supervisors in colleges of
supervisors. However, given the practically non-
existent capacity of host EMDEs to adequately
assess the quality of large global banks, we rec-
ommend that the multilateral organizations
help design and put in place clear agreements
between countries on crisis resolution. Such
agreements should specify the individual coun-
try’s responsibilities in case of failure of either
a global bank’s subsidiary in that country or the
parent bank.

75. See Lagarde (2017).

Differences in Regulatory Treatment
of Sovereign Exposures between
Foreign and Domestic Banks

Regulatory treatment of sovereign exposures has not
changed from Basel II to Basel III. However, a discus-
sion of this topic, even if it raises no new issues, is still
highly relevant. Under the standardized approach (the
approach used by mostbanksin EMDEs that have incor-
porated Basel IT or III into their regulatory framework),
risk weights are assigned according to the ratings pro-
vided by credit rating agencies (or in some cases export
credit agencies). However, national authorities have
the discretion to apply lower risk weights to banks’
exposures to their sovereign of incorporation when
the exposures are denominated and funded in local
currency. To date, most authorities from EMDEs have
assigned a risk weight of zero to paper issued by their
sovereigns and denominated in local currency.

In contrast, global banks that use their internal rat-
ing models to estimate capital requirements for other
classes of exposure (such as corporate and specialized
lending) are required to use these models for sover-
eign exposures as well. These banks are also required
to apply a consolidated regulatory treatment to the
risks taken by a parent bank and its subsidiaries; that
is, global banks have to assess their risks with refer-
ence to the consolidated balance sheet of the parent
bank and its domestic and foreign subsidiaries.” The
implications for the treatment of sovereign paper by
subsidiaries of global banks active in EMDEs are two-
fold. First, because of consolidation, home-country
supervisors disregard the location of assets and lia-
bilities; this can result in differences in treatment of a

given EMDE’s local currency-denominated sovereign

76. Generally speaking, Basel III should apply on a consolidated basis to all
internationally active banks to capture all risks undertaken by the whole
banking group. However, as an alternative, the Basel III capital framework
allows the application of capital requirements to internationally active
banks on a stand-alone basis if the same objective is achieved, and provided
that the entire book value of any investments in subsidiaries and significant
minority-owned stakes is deducted from the bank’s capital. In a number of
EMDEs that apply Basel III capital requirements, this alternative approach to
consolidation is followed and applied to all banks, whether internationally
active or not.
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paper, depending on whether the paper is held by a
local subsidiary of a global bank or by a domestic bank
of the EMDE. It is plausible that the same sovereign
paper issued by an EMDE government could be treated
as a foreign currency-denominated asset if held by a
local subsidiary of a global bank and as a local currency-
denominated asset if held by a domestic bank (see
Carstens, 2015).

Second, in calculating risk weights (for estimating
capital requirements) for sovereign exposures using
the IRB approach, global banks need to estimate the

7 How-

probability of default of these exposures.
ever, since cases of default of government securities
denominated in local currency are rare, there is not
sufficient historical data with which to estimate these
probabilities. Facing these constraints, global banks
tend to use the same types of variables used by credit
rating agencies (e.g., GDP per capita, ratios of external
debt to exports and of international reserves to GDP,
fiscal balances, and the inflation rate) to estimate the
default probability of local currency-denominated
government debt. This method, however, does not
differentiate between the default probability of sov-
ereign paper denominated in local currency and that
of sovereign paper denominated in foreign currency,
even though a sovereign default crisis is much more
likely when the sovereign debt is denominated in for-

eign currency.””

Thus, because of the combined effects of home-
country consolidated supervision and the use of the
IRB model by global banks, the risk weight attached to a
given EMDE government security denominated in local
currency might be larger for a subsidiary of a global
bank than for a domestic bank. This, in turn, increases
the relative costs for subsidiaries to hold EMDE gov-
ernment paper. Given the importance of these banks

in the provision of liquidity for government securities,

77. Banks using the foundation IRB approach need to estimate the default
probability; banks using the advanced IRB approach need to estimate both
the default probability and the loss-given-default.

78. The Task Force is thankful to Pascual O’Dogherty, former executive of the
Central Bank of Mexico, for discussions and clarifications on this point.

79. See Reinhart and Rogoff (2009).
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the financing costs of EMDE governments would face
upward pressure.® Mexico exemplifies the unlevel play-
ing field between domestic and foreign banks that can
result from the implementation of Basel III by global
banks (see Box 4).

Beyond the issues regarding the differential regula-
tory treatment of sovereign exposures denominated
in local currency between subsidiaries of global banks
and domestic banks, there is an ongoing debate over
the Basel III (and II) recommendation that countries’
supervisors be granted national discretion in assigning
risk weights to government securities denominated
and funded in local currency. As mentioned above,
the regular practice followed by most supervisors in
EMDESs (and in advanced economies) is to assign zero
risk weight to this type of government security. The
issue, as considered in a discussion paper by the BCBS
(2017¢), is whether this preferential treatment for gov-
ernment securities could be a source of excessive risk

taking by banks holding these securities.

Although assigning positive risk weights makes sense
for foreign currency-denominated sovereign bonds
issued by local governments (and for all government
bonds issued in highly dollarized countries, includ-
ing those with pegs and currency boards), the mat-
ter is quite different when it comes to government
bonds issued in local currency. A positive risk weight
on local-currency domestic sovereign bonds simply
increases the cost of government borrowing with-
out reducing the probability of bank failure, because
a sovereign default is ultimately an event within the
government’s control. In the case of such a default,
however, local banks are likely to be affected by these
circumstances in many ways other than simply the
losses sustained on their local currency-denominated
government bond holdings: if a currency crisis or

recession should accompany the default, local banks

80. This issue has been raised by Carstens (2015), who also argues that the
equal treatment of banks’ exposures to sovereigns and their central bank
under Basel II and III does not make sense, since central banks can always
repay their local currency-denominated liabilities. Assigning a positive risk
weight to the deposits of foreign bank subsidiaries held at a host-country
central bank would further unlevel the playing field between domestic and
foreign banks operating in EMDEs.



Box 4. Foreign Banks versus Domestic Banks in Mexico: Implications from the
Implementation of the Basel Framework by Global Banks

As shown earlier in Figure 8, Mexico is among
those EMDESs that have a sizable participation of
subsidiaries of global banks in the local financial
system (about 70 percent of total assets in Mexi-
co’s case). In such circumstances, changes ininter-
national regulations can have far-reaching
impacts. For example, using data and infor-
mation from the Central Bank of Mexico, the
Comision Nacional Bancaria y de Valores, and
the IBRN, Levin-Konigsberg et al. (2017) show
that increased capital requirements in the
United States had a negative and statistically sig-
nificant impact on growth in bank lending by
US foreign affiliates in Mexico. As discussed in
CGFS (2018), the international implementation
of Basel III had a different impact on bank lend-
ing by affiliates of foreign banks than on lending
by domestic banks in Mexico; this difference was
also statistically significant. Although both types
of banks reduced their credit growth rate follow-
ing the regulatory change, the reduction by the
former was larger. Further research by econo-
mists from the Bank of Mexico (Bush, Lopez, and

are almost certain to suffer losses from these events
as well. An increase in risk weights for local-currency
sovereign bond holdings by domestic banks seems,
therefore, not necessarily in line with the underlying
risk and has the disadvantage of making government

funding costlier.

Recommendations

The issue of differential regulatory treatment of sover-
eign exposures between foreign and domestic banks is
an extremely complex one, since it involves the willing-
ness of home-country supervisors to trust the assess-

ment of host-country supervisors for the treatment of

Lopez, forthcoming) shows that foreign sub-
sidiaries decreased their credit growth rate by
almost 5 percentage points compared with the

growth rate for domestic Mexican banks.

Also, in response to the latest BCBS assessment of
Mexico’s implementation of the Basel recom-
mendations (BCBS, 2015), the Mexican authorities
argued that the BCBS’s Regulatory Consistency
Assessment Program should help align regula-
tions between countries with a large presence of
foreign bank subsidiaries and the parent coun-
tries of those subsidiaries “in order to prevent
distortions due to the asymmetric treatment of
similar risk exposures by home and host juris-
dictions.” Such distortions could result in an
unlevel playing field between foreign subsid-
iaries and domestic banks. In particular, the
Mexican authorities cited home-country reg-
ulations and the criteria for treating Mexican
sovereign exposures as taking precedence over
host-country regulations, which could affect the

local activities of global bank subsidiaries.

local currency-denominated sovereign exposures. The
ideal solution would be to reach agreement at the global
level on a uniform methodology for treatment of sover-
eign exposures that can be applied by both home- and
host-country regulators. However, recognizing that this
is not feasible in the short run, the first of the following
two recommendations to the BCBS and other multilat-

eral organizations represents a second-best solution:

m Start a process of analysis and intergovernmen-
tal discussions to identify additional conditions
to be met by host countries that would encour-
age global banks and home-country supervisors
to apply, at the consolidated level, host-country
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treatment to local currency-denominated sov-
ereign exposures. One possibility would be to
agree on threshold values for a set of easily verifi-
able and widely available macrofinancial indica-
tors (including, but not limited to, international
credit ratings). For host countries whose indi-
cators surpass the thresholds, home-country
supervisors and global banks would accept, at the

consolidated level, the host country’s regulatory

Center for Global Development

treatment of local currency-denominated sover-

eign exposures.

For the calculation of regulatory capital, keep in
place the existing recommendation of granting
national discretion to countries’ supervisors for the
assignment of risk weights to government securi-

ties denominated and funded in local currency.



Section V.

Financial Stability and Financial
Development Issues Arising from

the Implementation of Basel Il in
EMDEs Themselves

The previous sections focused on the impact of imple-
menting Basel III in advanced countries on the vol-
ume, composition, and stability of external sources
of finance for EMDEs. This section now turns to the
implementation of Basel III in EMDEs themselves and
its implications for financial stability and the devel-
opment of local banking systems and capital markets
in these countries. The discussion again draws on
our identification of five key characteristics of most
EMDEs and the challenges faced by their financial
systems: variable access to international capital mar-
kets, high macroeconomic and financial volatility, less
developed domestic banking systems and public cap-
ital markets, limited transparency in both the finan-
cial system and the real economy, and capacity and
governance challenges. Also as before, our discussion
and recommendations are based on the three princi-
ples discussed in Section II: proportionality, minimiz-
ing negative spillover effects from the adoption and
implementation of Basel III in advanced economies,
and minimizing the trade-off between financial sta-

bility and development.

Since many EMDEs have not yet implemented
Basel IIT (but might be considering it) or are in the
early stages of implementation, the following is based
less on quantitative analysis and more on a consider-
ation of the incentives that regulatory changes cre-

ate, as well as on inferences from previous regulatory
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changes.®' As in previous sections, we stress that the
question of whether to implement some or all of the
Basel III recommendations is only one of several reg-
ulatory challenges facing banks and bank regulators
in developing countries; others include “know your
customer” and tax disclosure rules. In low-income
countries, the impact of such transparency rules on
bank activities might even be greater than that of
changes in the regulatory framework, given the lim-
ited formality of many firms and households in many
developing economies.

The following discussion is split into three parts. We
first discuss to what extent Basel III satisfies the sta-
bility needs of EMDEs; we then focus on the potential
effects of Basel IIT on lending in EMDEs; finally, we dis-
cuss alternative financial intermediation channels that

can support growth in these countries.

Stability of the Financial System

Although the primary objective of recent regula-
tory reforms is to strengthen the resilience of bank-

ing systems to both exogenous and endogenous

81. See Rojas-Suarez (2015) for an example of issues related to the implemen-
tation of Basel I1I capital requirements in Chile. Fang et al. (2018) offer one of
the first assessments of increasing capital requirements under Basel III in an
emerging market; they find that higher capital requirements have a short-
lived, negative impact on bank credit in Peru, although this effect becomes
statistically insignificant in about half a year.
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systemic shocks, they have been primarily designed with
advanced financial markets and their crisis experience
in mind. As already discussed in the introduction,
stronger capital buffers can reduce the probability
of bank failure and give regulators important tools
for tackling financial distress in individual banks, not
least because the higher a bank’s capital adequacy,
the more time there is for regulators to intervene
before the bank becomes insolvent. The newly intro-
duced liquidity requirements are considered to better
gauge available liquidity during distress situations
and have addressed maturity mismatches on banks’
balance sheets. The introduction of countercycli-
cal capital buffers has provided regulators with tools
to address fragility risks arising from credit cycles.
Without proper adjustment and calibration, how-
ever, these reforms might not have the same fragility-
reducing effect in EMDEs as in advanced economies,

as we discuss below.

On the one hand, the complexity of Basel III (and
before that Basel II) makes it difficult to implement,
and parts of it are less relevant to many EMDEs. Given
limited supervisory capacity, this complexity can invite
regulatory arbitrage and regulatory capture. Tight-
ening regulatory requirements on regulated entities
can also result in activities moving outside the regula-
tory perimeter, thus possibly increasing systemic risk
(Box 5). On the other hand, the sources of systemic
fragility might be different in emerging markets than
in advanced countries and thus unforeseen under

Basel III. We discuss each issue in turn.

Complexity of Implementation

Many elements of the Basel III framework (as with the
Basel II framework before it) rely on ready and ample
availability of data. In many smaller and less finan-
cially developed economies, however, the needed data
are often lacking, making the more data-intensive
risk-weighting schemes, such as the IRB model, less
applicable. This might create a bias toward the stan-
dardized model. Subsidiaries of many multinational

banks, however, might insist on applying the same
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risk-weighting models as their parent banks, which
could result in certain conflict with host-country

supervisors, as discussed in Section IV.

Recommendations

m Given limited data availability and capacity
constraints—two features we have identified
as characteristics of EMDEs—the principle of
proportionality suggests that in areas where
risk modeling involves unavailable high data
requirements, or where modeling is costly and
subject to high uncertainty (e.g., for market and
operational risk), it might be useful to consider
using simple capital surcharges in lieu of these

data-intensive models.

B The characteristics of small financial systems,
together with the principle of proportionality,
suggest that in implementing Basel III, EMDE
regulators should prioritize key risks (includ-
ing credit and liquidity risks) in their banking
sectors, matching their efforts to the country’s
supervisory capacity. However, these key risks
vary widely across EMDEs, as does supervisory

capacity, so that one size does not fit all.

B [n implementing these recommendations, how-
ever, regulators need to avoid an excessive reli-
ance on the principle of proportionality. A
significant danger is that if different coun-
tries adapt regulations in very different ways,
the whole idea of a common standard may be
lost. Such “multipolar” proportionality could
erode the level playing field and render cross-
country comparisons and assessments, such as
the Financial Sector Assessment Program (FSAP)
and rating agency analyses, more difficult. The
problems are particularly relevant across groups
of countries where there is growing financial
integration. To mitigate this risk we recommend a
regional approach, whereby groups of regulators
across EMDE regions would agree on a set of pro-
portionalrules for theirregion. That is, the princi-

ple of proportionality would be maintained but



Box 5. Shadow Banking®

As banks face more stringent capital and liquidity
requirements, as well as tougher disclosure and
supervision standards, there is a tendency for finan-
cial intermediation to move outside the regulatory
perimeter into nonbank institutions, undertaking
many bank-like activities but not subject to this reg-
ulation.®®* The emergence of this “shadow banking”
is not in itself undesirable, as it can be the result of
financial innovation and could increase competi-
tion in the financial system. However, if pursued
purely for regulatory arbitrage, it points to import-
ant regulatory gaps. Given the interconnectedness
of intermediation across the regulatory perimeter,
and given the implicit financial safety net guarantee
that shadow banking might enjoy, the emergence of
these institutions poses new regulatory and super-
visory challenges to properly determine the regu-
latory perimeter in order to avoid such arbitrage.
Although shadow banking has been a challenge for
financial policy independent of changes in the bank
regulatory framework, the tightening of bank regu-
latory standards under Basel III can be expected to
produce more movement of intermediation busi-
ness into the shadow banking area.

The phenomenon of shadow banking has been
discussed among regulators mostly in reference to
advanced economiesanditsroleintheglobal finan-
cial crisis. But attention has recently expanded
to EMDEs as well (as discussed in FSB, 2018b),
where the importance of shadow banks has also
increased in recent years. Most notably, China has
seen the emergence of so-called trust companies

82. Although the FSB has decided to rename shadow banking as “non-
bank financial intermediation,” we prefer to retain the name “shadow
banks” to clearly distinguish these institutions from other, regulated
nonbank financial institutions, including contractual savings institu-
tions, which we discuss later. See FSB (2018a).

83. The FSB includes the following entities under nonbank financial
intermediation, or shadow banking: money market funds, credit invest-
ment funds, exchange-traded funds, credit hedge funds, private-equity
funds, securities broker-dealers, securitization entities, credit insurance
providers or financial guarantors, finance companies, and trust compa-
nies. Although some of these entities might fall under nonbank regula-
tory frameworks, they are typically not subject to the same regulatory
requirements as banks, even though they might undertake bank-like
business or be part of an intermediation chain that includes banks.
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in reaction to interest rate restrictions on lend-
ing and deposit interest rates; these institutions
are often linked in some way with regulated
commercial banks. In 2016 trust companies
accounted for US$2.9 trillion, or 6 percent of
total domestic financial assets in China. And the
role of shadow banks in EMDESs’ financial sys-
tems has been changing rapidly over the past
few years, with a tendency toward more complex
products and intermediation chains (FSB, 2018c).
In India, housing finance companies and other
nonbank financial institutions are key under-
writers of mortgages and held 46.5 percent of
the outstanding mortgage stock in March 2017
(FSB, 2019a). In Brazil, mapping of interconnec-
tions across different segments of the financial
system has shown linkages to be strong, with
implications for contagion effects in times of
future systemic distress. Finally, crowdfunding
and peer-to-peer lending platforms have arisen
across the globe. To the extent these are stand-
alone financial institutions, they do not consti-
tute a risk to the financial system; however, the
increasing linkages between these platforms and
banks make them a possible source of fragility
that for now goes unregulated.

Although many factors combine to explain the rise
of shadow banks, including technological devel-
opments and the search for safe assets, regulatory
arbitrage plays an important role. When the costs
of lending increase because of tighter capital and
liquidity requirements, as under Basel III, incen-
tives emerge for intermediation to be shifted
to nonregulated entities. Such expansion creates
additional sources of fragility outside the regula-
tory perimeter and additional possible spillover
effects; it thus requires a dynamic approach to
defining and defending the regulatory perimeter.
This very much constitutes an additional chal-
lenge for supervisors who are used to regulating
and supervising clearly defined and identified
institutions.
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applied in a coordinated fashion among reg-
ulators whose financial systems share similar
characteristics. Such a set of rules might include
agreement on which Basel III approaches to
apply, as well as how to adapt specific regula-
tions.®* Moreover, we recommend that stan-
dard-setting bodies cooperate to develop a set
of guiding principles for the development of
proportional frameworks and work with these

regional groups of regulators.

Liquidity Requirements

The implementation of liquidity requirements might
raise its own specific challenges. Liquidity in finan-
cial markets is lower in EMDESs than in most advanced
economies because of the EMDES’ smaller scale and
the limited depth and breadth of their capital mar-
kets. This issue is particularly relevant for interbank
markets, which are often segmented, with some banks
having little or no access, or all banks that do have
access attempting to take similar positions (correlated
demand/supply). EMDEs’ lower overall liquidity also
makes assets that in advanced economies are usually
considered highly liquid (such as government paper) a
less useful liquidity buffer, as some of these assets can-
not be easily offered as collateral in markets at their
original value or sold in time of crisis. Thus, the intro-
duction in EMDESs of liquidity requirements based on
Basel III's definition of high-quality liquid assets (HQLA)
might give a false impression of secure liquidity, espe-
cially in periods of stress or crisis. Indeed, the limited
availability of securities classified as HQLA might lead
to their being hoarded, and thus might even under-
mine liquidity in volatile times, thus defeating the pur-

pose of the regulations.

An additional constraint is many EMDEs" high reli-
ance on foreign-currency funding and their propen-
sity to want to switch to foreign-currency assets during
times of stress. The gross asset and liability positions

of individual banks and other sectors of the economy

84. One example of such close cooperation is the East African Community,
whose Monetary Affairs Committee is coordinating the adoption and imple-
mentation of Basel III across member countries.
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(government, households, nonfinancial corporations)
in local currency and in other, major currencies may
be critical parameters for understanding how a liquid-
ity crisis might develop; the net foreign asset posi-
tion at the aggregate, country level is not a sufficient
statistic. In sum, an inability to guarantee liquidity in
critical markets and in the financial system as a whole
is almost the definition of an EMDE (as discussed in
Section II) and is exacerbated by the shallowness of
interbank markets, the high correlation in liquidity
positions across banks, and the possibility of currency
substitution. A centralized liquidity management tool

might therefore be necessary, as discussed in Box 6.

Recommendations

The following recommendations relate to three of
our key EMDE characteristics: variable access to inter-
national capital markets, high macroeconomic and
financial volatility, and shallow capital markets; the
recommendations are based on the principle of pro-
portionality. We stress that these recommendations
are complementary options intended to address the
micro- and macro-liquidity management challenges

facing many EMDEs.

® Simpler liquidity ratios might be called for in
countries where the data requirements for the
liquidity coverage ratio (LCR) and the net stable
funding ratio (NSFR)®* are not easily fulfilled.
For example, Kenya has introduced the capi-
tal requirement components of Basel III but has
opted to keep simpler liquidity requirements
than Basel III calls for.®*¢ However, for countries
where lack of availability and poor quality of data
are binding constraints for the implementation of
adequate liquidity requirements, improved data
collection to remove these constraints should be

given high priority.

85. The LCR refers to the proportion of highly liquid assets held by financial
institutions to ensure their ongoing ability to meet short-term obligations,
whereas the NSFR aims to promote resilience over a longer time horizon by
creating incentives for banks to fund their activities with more stable sources
of funding on an ongoing basis. See also Annex I.

86. Specifically, banks are obliged to maintain a statutory minimum of 20 per-
cent of all their deposit liabilities and matured and short-term liabilities in liquid
assets (See guideline CBK/PG/05 in https://www.centralbank.go.ke/wp-content/
uploads/2016/08/PRUDENTIAL-GUIDELINES.pdf.)


https://www.centralbank.go.ke/wp-content/uploads/2016/08/PRUDENTIAL-GUIDELINES.pdf
https://www.centralbank.go.ke/wp-content/uploads/2016/08/PRUDENTIAL-GUIDELINES.pdf

Box 6. Suggestions for a Systemic Liquidity Tool

Borrowers in emerging economies can experi-
ence sharp variations in their terms of access to
international markets and to the domestic capital
market. Critically important markets such as the
government bond market may also be subject to
large shocks to liquidity. Although lender-of-last-
resort facilities and international reserves can be
used to support banks with local-currency short-
ages and tointervene in foreign exchange markets,
respectively, a macroprudential systemic liquidity
tool can also help financial institutions weather
periods of foreign exchange illiquidity; it can also
send a useful signal to markets that authorities are
addressing the potential bank fragility risks stem-
ming from volatile access to international capital
markets. In addition, such a tool can help address
a moral hazard problem arising from limited
monitoring capacity by central banks, as commer-
cial banks might try to reduce their own liquidity

holdings, relying on central bank support.

A macroprudential systemic liquidity requirement
can be established in any of several ways. One way
is to require that a fraction of required liquidity be
held with a centralized custodian—mormally, but
not necessarily, the central bank. For this liquid-
ity to be considered a systemic macroprudential
liquidity tool, these liquid holdings need to be
remunerated, to strengthening their role as insur-
ance and reduce the tax effect on the financial
system that results from nonremunerated reserve
requirements (the latter are used as a monetary
policy instrument in a number of EMDEs). If the
assets held by the custodian are denominated
in US dollars (or another hard currency), they
would normally be considered a component of
international reserves. In some cases, commer-
cial banks could hold remunerated deposits in the
central bank, or, where this is not allowed, banks

could conduct repurchase (repo) operations with
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the central bank at an implied interest rate (the
remuneration rate) or hold other assets in spe-
cial accounts. For this policy to create a truly sys-
temic reserve, only assets that will maintain their
liquidity even in the face of a systemic liquidity
shock should be used. This could mean possibly
excluding local government bonds or other local
assets, though other assets in hard currency could
be considered, such as the bonds of other highly

rated sovereigns.

Once the decision has been made to use liquid-
ity requirements as a macroprudential systemic
liquidity tool, their design should be carefully
considered. Higher remuneration rates should be
placed on those liabilities considered to have the
greatest flight risk—typically these are larger time
deposits, often from corporate treasuries that are
managing the liquid assets of a large firm or group
of firms and deposits from mutual funds and other
larger investors. Sight deposits, whether from cor-
porations or individuals, that are truly held for
transactional purposes are typically the least flight-
prone and thus may be assigned the lowest rates

appropriate to lower liquidity risks.

A systemic liquidity policy may also extend beyond
banks to nonbanks or other institutions that offer
deposit-like contracts. In some countries, insur-
ance companies are allowed to offer contracts
that resemble deposits in all but name. In others,
some institutions offer retail customers short-term
repo contracts backed by longer-term government
bonds. And in some cases, mutual funds may pose
liquidity risks. Financial structures differ across
countries, and the links between different types
of financial institutions may also vary. A systemic
liquidity policy may wish to take into account all
such contracts and linkages where they may pose
material risks.
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® To complement Basel III’s bank-specific liquid-
ity requirements with a systemic liquidity tool
(see Box 6), banks could be required to main-
tain a fraction of the liquid assets set aside to
fulfill Basel III requirements with a centralized
custodian such as the central bank. This would
aid monitoring and would allow the relevant
authorities to publicize the systemwide liquid-
ity available. These remunerated liquidity
requirements would thus would simply be a
centralized form of compliance.®” Knowing that
the liquidity is there may boost investor confi-
dence and prevent a systemic problem from
occurring. But if the assets thus set aside are in
local currency, and demand for liquidity were
at some point to switch to hard currency, this
mechanism would be less helpful; it might be
necessary to require that some of this central-

ized liquidity tool be held in hard currency.

Capital Requirements

Although many EMDEs already have capital require-
ments in line with the increased standards under
BaselIll, their regulators may chose to maintain the dis-
tance between international and national standards.
This could have negative repercussions for lending to
the private sector, especially for riskier borrowers such
as SMEs. Specifically, many emerging markets set their
capital requirements a few percentage points above
international standards (a practice known as gold-
plating) to reflect the higher overall risks in their econ-
omies and financial systems; they might therefore, if
international standards are tightened, be tempted to
also increase local standards further (see Box 7), even
though this might still not be binding for banks, at least

not during normal times.®

87. To avoid misinterpretations of the centralized approach, it is important
to emphasize the responsibilities of banks managing their own liquidity by
implementing and enforcing sound liquidity risk management require-
ments. The centralized approach is complementary to bank-level liquidity
management.

88. See, for example, a recent discussion of capital requirements in Andean
countries (Galindo, Rojas-Suarez, and del Valle 2012). This issue is not limited
to EMDEs. Swiss authorities imposed higher capital requirements on G-SIFIs,
a practice known as the Swiss Finish, before the adoption of Basel III and its
capital surcharges for SIFIs.
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Gold-plating raises more fundamental issues, how-
ever. Under the standardized approach, it is relatively
easy for acountry to adopt a higher capital requirement
than the 8 percent recommended minimum under
Basel II (and III). Under the various IRB approaches,
which employ internal ratings and formulas derived
from a particular calibration of a credit risk model,
it is not so obvious how to do this; any ad hoc adjust-
ment would undermine the idea of attempting to use
credit risk models to match capital requirements more
accurately to risk. At the same time, some EMDEs have
extensive databases, including public credit registries,
that cover virtually every loan in their financial sys-
tems; these databases can be used to calibrate appro-
priate capital requirements and check whether the
proposed Basel III IRB approaches are appropriate.
These EMDEs may then wish to consider recalibrating
the Basel III formulas if they have the data available.
Some countries have already used these databases
in this direction (see Majnoni and Powell [2005] for
a discussion of and estimates for the cases of Argen-
tina, Brazil, and Mexico).®® This discussion and the
following recommendations are important not just
in the context of maximizing the stability impact of
the Basel III reforms, but also for the possible impact
of Basel III on lending to specific market segments—a

topic to which we will return.

An additional challenge in EMDEs relates to credit
cycles and the application of macroprudential tools,
including the countercyclical capital buffer, to mit-
igate the impact of these cycles on stability.” Fully
understanding the differences in credit cycles between
advanced economies, emerging markets, and low-in-
come countries, as well as country-specific differences,
is essential for the appropriate design of the necessary

capital buffers.”!

89. Majnoni and Powell (2005) use credit registry data for Argentina, Brazil,
and Mexico to model capital requirements that correspond to value at risk of
99.0 and 99.9 percent of cases; they find a need for significantly higher capi-
tal requirements than under the Basel II standardized approach.

90. The countercyclical capital buffer is intended to protect the banking sector
against losses that could be caused by cyclical systemic risks. Banks are required
to add capital during boom times, which can then be released in a downturn.
91. In this regard, see the work of Mendoza and Terrones (2008, 2012).



A second concern is whether the credit-to-GDP gap
(the deviation of the credit-to-GDP ratio from its
trend) is the most appropriate baseline for guiding
decisions on the activation and release of the coun-
tercyclical buffer; this concern is especially important
in countries, such as many EMDEs, where structural
changes in the data are present (see Castro et.al (2016)).
Furthermore, measures of the credit-to-GDP ratio are

limited to the regulated sector and thus cannot capture

the development of debt bubbles in nonregulated seg-

ments of the financial system.

Recommendations

B Regulators should aim at a proper calibration of

credit risk weights rather than a generic gold-
plating level of capital requirements. Ideally, deter-
miningriskweights should be adata-driven process,

undertaken with the use of credit registry data to

Box 7. Gold-Plating versus Recalibrating for EMDEs

Many countries have chosen to adopt higher cap-
ital requirements than the Basel II 8 percent rec-
ommended minimum. This practice has been
referred to as gold-plating, although it is perhaps
better understood as a way of ensuring that regula-
tory requirements match the true risks. The move
to Basel IIT in the wake of the global financial crisis
was a recognition that the 8 percent minimum was
not sufficient. Basel IIl recommends a set of buffers
on top of the 8 percent minimum, calls for stricter
requirements on the quality of capital (higher rec-
ommended levels for Tier 1 capital), and includes
a minimum leverage ratio. A pertinent question,
then, is whether EMDEs should continue to gold-
plate under Basel III's stricter rules.

Some countries have already said that they will do
so. For example, the central banks of the East Afri-
can Community (EAC), through their Monetary
Affairs Committee (MAC), agreed to maintain a
4-percentage-point premium (as they did under
Basel I) and apply it to the Basel III minimum
capital adequacy requirements, thus imposing
a minimum core capital-to-risk-weighted assets
(RWA) ratio of 10 percent and a minimum total
capital-to-RWA ratio of 12 percent to all banks
across all partner states in the EAC. The MAC
also agreed that partner states would impose

a capital conservation buffer of 2.5 percent of
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RWA and apply a capital surcharge for D-SIBs of
1.0-3.5 percent of RWA, in line with the Basel III
recommendations. Jordan, on the other hand,
already had higher capital requirements under
Basel II but decided not to increase them further
under Basel III, thus reducing its premium on
balance.? Given the more complex structure of
Basel III, with its suite of possible approaches and
set of add-ons, countries may wish to evaluate
which elements they should implement and how
those elements should be calibrated given the
nature of their own financial systems and their
assessment of the risks. This is not to advocate a
mix-and-match approach or to advocate lower
requirements. Indeed, most EMDEs will likely
wish to have requirements stricter than Basel III.
But given the many different choices available,
countries will need to decide how to implement
the Basel III proposals and whether the Pillar 1
minimum recommendations are sufficient or
should be strengthened.®®

92. In another example, Botswana has maintained its capital adequacy
ratio at 15 percent for many years since Basel I and through Basel II,
with an emphasis on ensuring that about half of the ratio is met from
Tier | capital (shareholder funds plus retained earnings).

93. As discussed in the introduction, members of the FSB and the BCBS
have made a commitment to implement Basel III as recommended
minimum standards.
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calibrate the riskiness of different portfolios. In line
with the proportionality principle, we distinguish
between two groups of countries according to data
availability. For the first group, those where loan-
level data are not available, collection of such data
needs to be improved; in the meantime, capital
risk weights as recommended by the Basel Com-
mittee under the standardized approach might be
the default option. For the second group, where
loan-level data are available, risk weights for credit
exposures can be calibrated to the country’s cir-
cumstances, thus better reflecting actual risk than
what the use of advanced-country profiles and
characteristics would indicate.®* Supervisors can
then compare these country-specific calibrated
risk weights with the capital risk weights that
would apply under both the standardized and the
IRB approaches of Basel III before deciding on the
risk weight model (standardized, IRB or country-
specific) to be prescribed by regulators. As already
discussed, we do not advocate that every coun-
try develop its own risk weights, but rather that
countries enter into regional agreements on such
context-specific calibration.® We also stress that
this approach requires strong supervisory skills

and independence.

m Since the indicator recommended under Basel III
to trigger the countercyclical capital buffer, namely,
the credit-to-GDP gap, might not work effectively
in many EMDEs (or indeed in some advanced coun-
tries),”® other complementary gauges might need
to be considered, as suggested by the Basel Com-
mittee, including real credit growth, credit condi-

tions (e.g., as gleaned from loan officer surveys),

94. Majnoni and Powell (2005) propose a centralized rating-based approach
for EMDEs, which would lie somewhere between the standardized and the
IRB approaches of Basel II. The idea is that banks would rate loans according
to a scale to be set by the regulator, who would also set default probabilities
and capital requirements for different buckets of loans. Such an approach
would allow for an enhancement of the monitoring and enforcement of cap-
ital requirements in EMDEs.

95. There is an argument that such country groups should be formed
according to country characteristics rather than purely geographic criteria.
However, geographically based cooperation among regulators might be eas-
ier to achieve.

96. That this might also be the case in some advanced economies is suggested
by Repullo and Saurina (2011).
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and corporate and household data.” We encour-
age more country-specific and global cooperation
in research to design and test such alternative

gauges.

® In highly volatile environments with hard-to-
identify or nonidentifiable risks (“unknown
unknowns”), limited data availability, or both,
standardized capital and liquidity requirements,
including a stronger focus on the leverage ratio,
might be necessary. This ratio, defined as the
ratio of capital to unweighted assets, has the
advantage of not being subject to variation in
risk weights across asset classes or over time; it

thus constitutes a more consistent capital buffer.

Looking beyond Basel lll Capital and Liquidity
Requirements

One of the characteristics of EMDEs that we have
identified as typical is their higher macroeconomic
volatility.”® A high dependence on commodities trade
(whether as an exporter or as an importer) and high
sectoral concentration result in a higher concentra-
tion in certain assets on banks’ balance sheets and thus
a higher probability of fragility and greater potential
losses when problems occur. Similarly, high price and
exchange rate volatility can translate into volatility
in measures of banks’ liquidity and solvency, especially
in financial systems that rely heavily on foreign-
currency assets and funding. Changes in exchange
rates can thus easily result in asset-liability mismatches
or, even if foreign exchange assets and liabilities are
matched, in increased liquidity or credit risk. This situ-
ation is exacerbated in countries with a high degree of
financial dollarization, especially if foreign-currency

debt is taken on by households and firms without

97. To a certain extent, this is also reflected in the “Frequently Asked
Questions” on the Basel III Countercyclical Capital Buffer, which states that
“authorities are expected to calculate the credit-to-GDP guide, which serves
as a common reference point for taking buffer decisions . . . . [T]he credit-
to-GDP guide does not necessarily need to play a dominant role, but at the
same time it should not be disregarded” (p. 3). One example of the use of
household overindebtedness data is Kukk (2016). For bank-level indicators,
see Fahlenbrach, Prilmeier, and Stulz (2018).

98. For what follows, see, for example, the discussion in Kasakende, Bagyenda,
and Brownbridge (2012).



foreign-currency earnings. High macroeconomic vol-
atility poses even more of a challenge in small financial
systems, as it increases banks’ reliance on risk diver-
sification and hedging tools offered by public capital
markets, which may be in short supply. Another area
of concern not properly addressed are the large com-
mon credit exposures across banks in economies that
are not sectorally well diversified—that is, banks might
all be heavily exposed to the same dominant sector or
sectors of the economy. This lack of diversification calls

for additional micro- and macroprudential tools.

In summary, the capital and liquidity requirements
recommended by Basel III and the core regulatory
toolbox used in advanced countries might not be suf-
ficient to address critical stability concerns charac-
teristic of many EMDEs: the former because they are
often not binding, and the latter because of the lim-
itations mentioned above.” Alternative tools, as rec-
ommended below, might therefore be needed to suit
these characteristics of EMDEs, even if these tools are
not used in advanced countries. Their usefulness var-
ies with the specific characteristics of each EMDE and

its financial system.

Recommendations

B Given EMDES’ higher macroeconomic volatility
and the fact that capital and liquidity require-
ments are often not binding, regulators in
these countries might be better off using cruder
instruments than proposed under Basel III,
including lending and exposure restrictions like
those already in place in some EMDEs. These
restrictions would go beyond single-exposure
limits and could refer to sectoral, geographic,
or foreign-currency lending exposures. The
need for these measures derives from the high
sectoral concentration of many EMDEs, the geo-
graphic concentration of their economic activity

99. There are also additional risks, not fully addressed by Basel III, that affect
both advanced economies and EMDEs. A prominent one is the surge in new
forms of operational risks, such as cybersecurity, legal, and sanctions risks. It
is quite unlikely that Pillar 2 (on banking supervision) would be sufficient to
deal with these risks.

(and thus often of their bank lending), and, in
some cases, the large shares of foreign curren-
cies in their deposit taking and lending. Focus-
ing on a zero net foreign exchange position (i.e.,
matching foreign assets with liabilities) is not
sufficient.

B Macroprudential tools play a critical role in the
regulatory toolbox, but knowledge about what
works under which circumstances remains
limited. We therefore encourage more country-
specific research and global cooperation among
regulatory authorities in this area. EMDEs are, on
average, much more advanced than the advanced
economies in the use of some macroprudential
policy tools that address some of these fragility
sources (see Cerutti et al., 2017), and their expe-
rience thus provides an important analytical
learning opportunity across EMDEs for what has
worked and what has not worked to address dif-

ferent sources of fragility.

Development of the Local Banking
System and Reallocation of
Bank Credit

Although regulatory standards aim primarily at the
stability of individual banks and of the banking system,
they can have important repercussions for the devel-
opment and efficiency of local banking markets in
EMDEs. Tighter capital requirements, in terms of both
higher levels and a higher quality of capital (including
introduction of the leverage ratio), as well as the intro-
duction of new liquidity requirements, can increase
costs for banks, not only by making them to tap more
expensive funding sources and increase their holdings
of lower-return liquid assets, but also through higher
compliance costs. These higher costs might induce
banks to withdraw from certain product markets,
which might reduce competition for lending. Although
such effects can arise in both advanced economies and
emerging markets, most EMDEs rely more heavily

on the banking system than on local capital markets;
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thus, any increases in costs and any reduced availabil-
ity of bank lending will have much broader repercus-
sions for these economies. These consequences are
intentional and might increase stability (subject to the
caveats discussed in the previous subsection), but it is
important to keep in mind that financial stability is a
precondition, though not the only one, for a thriving

and efficient financial system.

In the following, we discuss different channels through
which Basel III adoption can affect the development of
local banking systems. We consider specificrecommen-
dations throughout the text before presenting more
general recommendations for EMDE regulators, as well
as for international institutions and fora regarding the
regulatory reform process, to address these different
costs and distortions.

Complexity and Compliance Costs

The excessive complexity in Basel III relative to the
human and technical infrastructural capacity of many
low- and lower-middle-income countries makes the
implementation of Basel III (and Basel IT) and compli-
ance with these standards, even under the standard-
ized approach, very costly in these economies. The
skill base in many EMDE supervisory agencies is lim-
ited, and they often must compete with commercial
banks for the best staff, which increases costs. Crit-
ically, the limited scale of financial systems in many
developing countries implies that these compliance
costs—mostly of a fixed-cost nature—have to be dis-
tributed over fewer assets and across smaller and
fewer transactions.'® Compliance costs and appro-
priate calibration to the needs of each country are
thus critical considerations for EMDEs when deciding
whether and to what extent to adopt and implement

Basel III recommendations.

On a more general level, a focus on implementing
the complex Basel III rules could divert resources

away from other priorities, such as financial inclusion

100. See, for example, Bossone, Honohan, and Long (2001).
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or the development of nonbank financial institu-
tions. This problem relates to the potential trade-off
between financial development and stability, whereby
an emphasis on implementing Basel III might pull
resources away from initiatives to deepen and broaden

the financial system.

Recommendations

® Given the lower level of banking-sector develop-
ment and capacity constraints in many EMDEs,
and in line with the principles of proportionality
and of reducing the trade-off between financial
stability and efficiency, it is critical that EMDEs
undertake a cost-benefit analysis before intro-
ducing new regulatory standards. Such an anal-
ysis should weigh the possible benefits of greater
stability from new regulatory tools and policies
against the costs for regulators, regulated enti-

ties, and the economy.

® To smooth the transition to new regulatory stan-
dards, it is important to announce any changes
early and allow for long implementation peri-
ods, including a gradual introduction of tighter

capital or liquidity requirements.'”!

Effects on Cost, Volume, and
Composition of Lending

Capital requirements are currently not binding for
many emerging-market banks, and overall it seems
unlikely that, in the short to medium term, tighter
capital requirements will reduce aggregate lending

by banks in most emerging markets;'°> however, the

101. The example of Peru, as discussed in Fang et al. (2018), has shown the
advantage of a gradual and preannounced implementation process in limiting
the impact on aggregate lending.

102. See, for example, the discussion in Galindo, Rojas-Suarez, and del Valle
(2012) cited earlier. See also Fang et al. (2018) for the case of Peru. However,
especially in many low-income countries, it is not capital or liquidity require-
ments that are constraining but rather institutional deficiencies and the lack
of bankable projects and clients. Looking beyond banks to the macroeco-
nomic picture (including the level of government debt), there is even a con-
cern of rising overindebtedness in many low-income countries.



tightening of capital and liquidity requirements might
have negative repercussions for the funding of specific
sectors. One can expect changes in the composition of
loan portfolios, and of balance sheets more generally,
as lending becomes pricier and more limited in seg-
ments that are considered riskier as well as in segments

that rely more on longer maturities.

Take, for example, SME finance. As shown in Figure
10 (and by an extensive literature), SMEs face substan-
tially tighter financing constraints than do large cor-
porations. SME lending makes up only a small part of
banks’ loan portfolios, but given that SMEs rely much
more on bank finance than do larger corporations and
have fewer alternative formal funding sources avail-
able (Beck, Demirguc-Kunt, and Maksimovic, 2008),
the effect on the real economy of changes in bank
regulations might be exacerbated.'”® This effect is
stronger in EMDEs than in advanced countries, given
the former’s higher opacity of firms and the narrower

array of assets available for collateral.'**

There might be similar negative effects on securitiza-
tion. Securitization—the origination of loans by banks
andthesubsequentbundlingandsaleoftheseloanson
capital markets or their direct placement with inves-
tors—has been used by banks for many decades, but
its use increased rapidly in the 2000s, in the run-up
to the global financial crisis. Advantages of securitiza-
tion are that it increases banks’ lending capacity and
allows risk to be transferred to other parties, thus
benefiting both the banks themselves and investors
with an appetite for these securities. Securitization

has been most popular for homogeneous long-term

103. Although an important part of the discussion in this area has focused
on a tightening effect of Basel III on SME finance, there might also be
countervailing effects favorable to SME lending, such as the tightening of
large exposure rules. Similarly, the LCR liquidity requirement includes the
assumption that credit to small firms is drawn down only by 5 percent in
a 30-day period (the drawdown assumption for large firms is 100 percent),
which might also favor SME lending.

104. Analysts have also argued that the reduced eligibility of collateral for
regulatory capital purposes under the new bank reforms might have adverse
consequences on the pricing and availability of finance for SMEs (FSB
(2019D)).

loans backed by good collateral, such as mortgage
loans. More recently, securitization schemes for SME
loans have also been attempted. As the global finan-
cial crisis made clear, however, there are serious
risks to securitization: it creates incentives for banks
to take aggressive risks and relax their screening of
borrowers (because the risks can be passed on to the
securities buyers); it encourages herd behavior, as
banks pile into promising new securitization activi-
ties and then exit en masse when trouble arises; and
it promotes stronger connectedness across finan-
cial institutions, including across borders, resulting
in strong contagion effects during times of systemic
distress.

Basel IIT has introduced tighter risk weights for secu-
ritized assets,'® with these weights increasing not
only with lower credit ratings but also with longer
maturities, while at the same time it has tightened the
assumptions to be used for IRB models. These tighter
requirements might reduce the ability of banks to tap
additional funding through securitization, with poten-
tially negative repercussions for private-sector lend-
ing, including housing and SME lending.

In summary, tightening of regulatory requirements to
increase financial stability can have repercussions for
the composition of banks’ loan portfolios, with riskier
sectors seeing a reduction in lending. If (and only if)
the resulting benefits for financial stability are clear,
this is a price worth paying. However, given that many
EMDEs have not, or not fully, adopted and imple-
mented the Basel III recommendations, more analysis
is called for. We stress that we do not advocate an eas-
ing of risk weights for specific lending segments, but
rather the adoption of alternative tools and policies to
foster access to funding by SMEs and other disadvan-

taged groups.

105. See BCBS (2016).
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Recommendations

m To repeat an earlier recommendation: it would

be helpfulif regulators calibrated risk weights for
specific lending segments to the circumstances
of different EMDEs where such data are available
(or if not, to develop such data sources when fea-
sible). In other words, regulators should seek to
fine-tune these risk weights to the stability needs
of EMDEs. This effectively amounts to regulators
undertaking a modified (country- or region-spe-
cific) approach to replace the risk weights that
would apply under the standardized approach or
the Basel III IRB approach (see the earlier discus-

sion in the section on capital requirements).

0 One example of this is SME lending; more
generally, the risk profile of different lending
segments might be different for assessment
on aloan-by-loan basis than for assessment as

a whole portfolio. However, such calibration

Center for Global Development

Figure 10. Proportion of Investments Financed by Banks for Small, Medium-Sized, and Large
Enterprises in EMDEs (average 2015-17 in percent)

Large

might not necessarily result in lower risk
weights for SME lending but could result in
higher ones.

0 Another loan category that could benefit
from country- or region-specific calibration
is portfolios of securitized loans. Informed
by the transatlantic experience of the global
financial crisis with debt claims based on
securitized assets, regulators have raised
the risk weights on these assets. However,
there is wide variation in the development of
securitization markets across the globe, and
thus in the risk profile of securitized assets,
which therefore again calls for country- or

region-specific calibration.

® Policymakers often profess their support for

lending to certain “marginalized” groups, such
as SMEs, but they should avoid the temptation
to use regulatory subsidies, such as risk weights



that do not reflect the true risk of SME loan
portfolios, to tilt the trade-off between finan-
cial development and stability. In the best case,
doing so might not have any impact (such as the
SME support factor in the European Union'%®); in
the worst case, however, it might result in greater
fragility. In line with the Tinbergen rule—the
number of policy instruments should match the
number of policy objectives—rather than using
stability-oriented regulatory tools, it would be
better to use other, nonregulatory tools, such as
partial-credit guarantee schemes. Beyond such
market interventions, it is critical to focus on the
institutional framework that enables SME lend-
ing, including the establishment and effective
functioning of credit and collateral registries,
contract enforcement, and reform of the legal
system at large, and on creating a competitive
environment that provides incentives for lend-

ers to reach out to the SME market.

Some Broader Recommendations for the
Regulatory Reform Process

We also offer the following recommendations to help
maximize the benefits and minimize the challenges of
Basel III adoption and implementation for local bank-
ing system development. These recommendations
concern regulators in EMDEs and in IFIs, including
the FSB.

m Given the spillover effects on EMDEs of regula-
tory reform decisions in advanced countries, it
is important to deepen mechanisms for learning
from other EMDE regulators as a complement
to consultations with international standard-
setting bodies. Along the same lines, it might be
helpful for EMDE regulators to coordinate with
each other with respect to the adoption and imple-
mentation of Basel I11, to jointly identify problems

106. Although Izquierdo et al. (2017) find some evidence for a positive effect
in the case of Spain, an EU-wide study found no evidence (EBA, 2016). See
also Mayordomo and Rodriguez-Moreno (2018) for findings similar to those
of the EBA study.

and work on solutions. Regional associations of
central banks, such as the African Association of
Central Banks (AACB) and the Regional Associ-
ation of Latin American and Caribbean Central
Banks,'” could provide an institutional setting
for such coordination.

B More research needs to be conducted in EMDEs
themselves to examine the repercussions of
Basel III implementation for credit allocation
in the real economy.'”® On the one hand, there
is a ready availability of microlevel data in many
EMDE:s (e.g., in the form of credit registry data).
On the other hand, any research agenda set in
the FSB member countries will primarily inev-
itably focus primarily on global or advanced-
country questions and challenges. An active
research agenda on the Basel III challenges for
EMDEs will be an important accompaniment to
the adoption and implementation of Basel IIT in
these countries and to allow for fine-tuning of
this process. Research initiatives similar to the
IBRN, but focused on EMDEs, perhaps coordi-
nated by regional associations of central banks
or regional development banks, could prove

useful.!?

Although most of the recommendations in this section
are targeted at policymakers and regulators in EMDEs
who are considering whether and how to adopt and
implement Basel III, we recognize that the adoption
of Basel III in advanced countries and large emerging
markets might constitute an externality for EMDEs to
the extent they see themselves under an obligation to
adopt this framework to signal their regulatory and
supervisory quality.

107. Known in Spanish as the Centro de Estudios Monetarios Latino-
americanos (CEMLA).

108. One such example is the recent Peru study mentioned above, which
relied on data and information from the local authorities as part of the FSAP
(Fang et al., 2018).

109. One example is the recent research project initiated by the Latin America
office of the BIS on the effects of macroprudential policies across different
Latin American countries. Another is a recent research initiative by the Inter-
American Development Bank on the effect of competition, using microdata
available from several Latin American central banks.
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B Given that many EMDEs have been eager to
adopt and implement at least parts of Basel III,
even though its standards were developed
primarily with large cross-border banks in
advanced economies in mind, it would be good
to open the standard-setting processes to more
meaningful input from more EMDE represen-
tatives. The Basel Committee already includes
some EMDE representatives, and the strength-
ened role of the G20 opens the process for sig-
nificant input from the largest EMDESs, but more
will be needed in order to take the interests of
smaller and less developed EMDESs directly into
account. This could be done by including non-
G20 EMDE:s in the standard-setting process on a
rotating basis. Alternatively, one could consider
creating additional chairs that represent certain
groups of EMDEs, which countries within each

group would fill on a rotating basis."°

m Compliance with the Basel Core Principles (BCP)
is a prerequisite for effective implementation of
Basel III recommendations. However, in many
EMDEs there are significant deficiencies in meet-
ing key provisions of the BCP. Thus, it is import-
ant that the IFIs (including the Basel Committee)
make explicit efforts to favor adoption of the
BCP as the primary signal of regulatory quality in
EMDEs, thus helping to change the public per-
ception that compliance with Basel III is the right
metric for EMDEs to follow. One way to go about
thiswould be to set aregular timetable for assess-
ment of individual EMDEs’ compliance with the
BCPs, perhaps undertaken by the World Bank or
the IMF. At the moment, BCP assessments are
undertaken in the context of the FSAP, and not
on a regular basis for many smaller develop-
ing economies, and the findings are published
only with approval of the government. A more
prominent role for BCP assessments would help
strengthen the focus on the BCP as a metric for

regulatory quality.

110. This would imitate the arrangement in the World Bank and IMF execu-
tive boards.
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Looking beyond Banks: Financial
Development and the Real Economy

As discussed above, some EMDEs might experience a
reductioninbanks’long-termlending, as well as in their
lending to riskier borrowers and riskier asset classes,
upon their adoption of Basel III. These are intended
consequences, as they aim to make the banking sys-
tem more resilient and more stable, but they do leave
a funding gap for certain segments of the economy.
Put differently, the increasing focus on the stability of
the banking system puts a premium on the develop-
ment of nonbanking financial institutions. Concerns
regarding the nonbank financial segments are two-
fold. On the one hand, there might be a “knock-on
effect” from the Basel process to the regulation of non-
bank financial intermediaries, tightening their capi-
tal and reserve requirements and imposing on them
more stringent maturity-mismatch and liquidity con-
straints (as happened in the case of Solvency II for the
insurance industry in Europe). That is, the tendency
to restrict aggressive risk taking in the banking system
might inform and motivate similar regulatory reforms
for other, nonbank financial segments, which in turn
might reduce their risk appetite, to the detriment of
long-term financing economywide. Such restrictions
might include regulation of insurance companies and
pension funds, as well as of cooperatives and microf-
inance institutions. Concern about this cross-segment
effect of regulation is partly informed by the fact that
financial systems in many EMDEs (especially in Latin
America) are dominated by financial groups with activ-

ities across banking, insurance, and capital markets.

Thereisaneed for these segments to play astrongerrole
in intermediation. As banks face new liquidity require-
ments that restrict their ability to transform matur-
ities, they will come to play less of a role in long-term
finance. The need thus arises for nonbank financial
institutions to take a greater role in this activity. Con-
tractual savings institutions, including life insurance
companies, pension funds, and mutual funds, typically
have long-term liabilities that should be matched with
long-term assets. Developing and strengthening these



institutions in EMDESs, together with public and pri-
vate capital markets, for both equity and debt, should
therefore be a priority. Enhancing the availability
of equity funding would also help address the debt-
equity imbalance in many EMDEs, with second-tier
capital markets an option in larger EMDEs. Where
public capital markets do not exist or are very shallow
(mostly because of their small scale), fostering the pri-
vate equity industry is an important policy objective
that requires a conducive regulatory and legal frame-
work, as well as adjustments in the capital account

regime in the case of foreign equity funds.

Recommendations

One of the principles set out in this report is the need to
minimize the tension between the objectives of finan-
cial development and of financial stability in EMDEs.
This tension might arise especially in those EMDEs
where supervision of different segments of the financial
system is concentrated in a single institution, such as in

m

the case of Mexico." Together with the principle of pro-

portionality, this prompts two recommendations:

m Although financial stability is the primary
objective of regulation, it will be important to
strengthen the developmental objective of reg-
ulation or supervision of nonbank segments of
the financial system by setting it as a secondary
objective to rebalance the trade-off between that

objective and the stability objective."?

B The principle of proportionality demands a regu-
latory framework that ensures a level playing field
for institutions offering similar financial prod-
ucts. This means similar regulatory requirements
for similar financial services and products, as
long as the overall risk of the financial institutions

offering the products or service is also similar.

111. There might, however, also be an opposite trend, pushing intermediation
business outside the bank regulatory perimeter to these more natural long-
term investors.

112. This is similar to the case of Bank of England, which has competition as
a secondary goal. Having a developmental objective as secondary goal means
that such aspects must systematically be assessed ahead of regulatory/super-
visory decisions.

This serves the purpose of avoiding both regula-
tory arbitrage and too stringent regulation and
supervision where not needed (see Claessens and

Rojas-Suarez [2016] for an in-depth discussion).

Reforms to support the development of contractual
savings institutions are wide ranging and country spe-
cific but have the overall goal of increasing domestic
saving and the provision of long-term funding. Here
the focus should be on privately owned and managed,
but regulated, institutions. Among the policies that
have been proposed (and implemented in a number of
countries) are such major reforms as shifting the pen-
sion system from a pay-as-you-go system toward a cap-
ital-based (or “funded”) system. Where this has been
undertaken, it has entailed regulatory and governance
reforms in the pension fund and insurance sectors
and efforts to ensure a competitive environment (e.g.,
by allowing foreign players to use basic tools such as
mortality tables). A related matter is the development
of public capital markets and private equity and debt
investment vehicles, to allow contractual savings insti-

tutions to channel their funding.

m It is important to avoid excessive political inter-
ference in this process. A call for the development
of nonbank sources of funding does not imply a
call for more government-owned and -managed
development finance institutions. Although
such institutions can, in theory, contribute to
financial deepening and can help maintain pri-
vate sector lending during downturns, the expe-
rience with direct lending by these institutions
in most EMDEs has been very negative." On the
other hand, existing development finance insti-
tutions can take an important role in develop-
ing new market segments, as discussed by De la
Torre, Gozzi, and Schmukler (2017).

B An additional option to foster the development
of nonbank financial institutions would be for
countries to create a “champion” for long-term

finance in the regulatory and political landscape.

113. See World Bank (2012).
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This would follow the example in some countries
of financial inclusion champions, which focus
specifically on vetting policies and regulations
under the aspect of making the financial system

more inclusive and launching policy initiatives."*

114. Some very different institutions have taken the role of financial inclu-
sion champion in different countries. In Kenya, it is primarily the central
bank; in Colombia, a government-sponsored think tank called Banca de las
Oportunidades; and in Indonesia, a Financial Inclusion Council with repre-
sentation by the government, bank supervisors, and the central bank.
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A long-term finance champion would similarly
vet policies and regulations so as to promote the
deepening of long-term finance in the country
and would launch policy initiatives in this area.
Such a champion would not necessarily have to
be based on a formal legal authority or grounded
in a law; it could instead be an informal arrange-
ment or take the form of a council of different

regulatory and political entities.



Section VI.

Concluding Remarks

A sound financial regulatory framework is critical for
minimizing the risk imposed by financial system fra-
gility while also allowing the system to support the
real economy. The global financial crisis has led to an
overhaul of the international regulatory framework
known as Basel III. A number of countries have already
adopted some of the Basel III recommendations, but a
significant proportion of EMDEs are still considering
whether to adopt this framework wholesale, partly, or
at all. Even should they choose not to adopt Basel 111, its
adoption by the advanced countries (and others) will
render them vulnerable to spillover effects from those
countries through effects on cross-border bank flows
and altered behavior of local affiliates of multinational
banks.

This report has discussed how to make Basel III work
for EMDEs, starting from the observation that devel-
oping and emerging economies and their financial sys-
tems have certain typical characteristics that require
an adjustment to Basel III regulation in these jurisdic-
tions. Specifically, their volatile access to international
capital markets, their high macroeconomic and finan-
cial volatility, their shallow financial systems, their
limited transparency and data availability, and their
difficult governance and capacity challenges, taken
together, require a different approach to regulatory
reform than what might suit the typical advanced
economy. We have also posited that proportionality
as to risks and capacities, minimization of negative spill-
over effects from the adoption and implementation of
Basel III in advanced economies and large emerging
markets, and minimization of the trade-off between
financial stability and development are important
principles to be observed in determining how to make

Basel III work in these economies. It is the interaction
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of these principles with the above characteristics that

has driven our analysis and recommendations.

The potential adverse effects of Basel III can come
through three channels. The first is through the imple-
mentation of Basel III in the advanced countries for
which it was primarily designed; indeed, their imple-
mentation may have played some role in explaining the
recent reduction in cross-border lending to EMDEs,
a trend that has been, however, partly countered by
an increase in bond issuance by these countries and
in increased South-South lending. The reduction in
cross-border lending generally might also help explain
the even-sharper reduction in infrastructure lending
to EMDEs. As a second channel, in financial systems
where international banks account for a large share of
lending, Basel III can have important effects on com-
petition between the affiliates of advanced-country
multinational banks and domestic banks in EMDEs.
In countries where these affiliates have had to adopt
Basel III rapidly whereas domestic banks have not, the
former find themselves at a disadvantage vis-a-vis the
latter, with negative repercussions for their lending in
the host country and for investment in host-country
sovereign bonds (which under home-country regu-
lation might carry a nonzero risk weight). The third
channel consists of the potential unanticipated effects
on financial stability and financial deepening in EMDEs
from the implementation of Basel III in EMDEs them-
selves. The threat to financial stability arises because
the new international standards might not address
some of the key financial risks unique to EMDEs; the
threat to deepening arises because of the effects on
capital market development due to banks facing higher
costs for their participation, including their possible
market-making role. In addition, the implementation
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of the highly complex Basel III framework in EMDEs
involves compliance costs that might drive some finan-
cial intermediation outside the regulatory perimeter,
thus endangering financial stability.

Our recommendations are directed both at EMDE pol-
icymakers considering how to adjust Basel III to their
economies’ needs and at home-country supervisors of
global banks whose lending to EMDEs, whether direct
or through local affiliates, is influenced by Basel III.
‘We have also offered a series of recommendations for
multilateral organizations, including the BCBS and the
FSB, as well as the IMF, the World Bank, and the regional
development banks. One important recurring theme
has been the need for more evaluation of the impact of
new regulatory tools on EMDEs. Although the FSB has
been undertaking evaluations of the impact of Basel III
on infrastructure and SME finance, these evaluations
are limited to the member countries and thus exclude
the vast majority of EMDEs. Another important theme
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has been the need to improve data availability in EMDESs
(e.g., in the form of credit registries) to better calibrate
capital and liquidity requirements to the risks in these
economies. Finally, we acknowledge the need for
better cooperation between regulators and supervi-
sors in advanced countries and emerging markets
and the important role of multilateral organizations in

this process.

Although more research beyond this Task Force Report
is needed to answer crucial questions on the realized
and anticipated effects of Basel IIl on EMDEs, it is now
clear that the new regulatory standard is transform-
ing the global financial landscape and will do so for
years to come. It is our hope that policymakers from
both advanced economies and EMDEs, as well as from
multilateral organizations and the private sector, can
work together effectively to ensure that Basel III truly
becomes a global public good—promoting financial

stability and supporting economic growth for all.



Annex I.

Capital and Liquidity Requirements under Basel Il

In December 2017 the BCBS issued the finalized ver-
sion of Basel III, the new regulatory framework aimed
at strengthening the quality of risk management, reg-
ulation, and supervision of the banking industry glob-
ally. After a first version was issued in 2010, the Basel 11T
framework underwent a number of revisions begin-
ning in 2013, as a response to regulatory deficiencies

that contributed to the global financial crisis.

A central modification of Basel III from its precrisis
predecessor Basel II is that financial institutions are
now required to hold more capital, and capital of better
quality. In addition, new liquidity requirements, absent
in Basel II, were incorporated. These capital and liquid-
ity requirements, the focus of this Annex, constitute the
so-called Pillar 1 of Basel III. Two other pillars—on the
supervisory review process (Pillar 2) and the enhanced
disclosure and discipline of markets (Pillar 3)—were

also augmented relative to their Basel II versions.

Capital Requirements

Although the minimum capital requirement for banks
was left unchanged at 8 percent, Basel III requires that
common equity constitute the majority of capital, so
as to improve overall quality of bank capital. Thus, the
ratio of common equity to risk-weighted assets (RWA)
was raised from 2 percent under Basel II to 4.5 percent
under Basel III. Basel IIT also introduced two additional
capital buffers:

B A capital conservation buffer, for the purpose
of absorbing losses during periods of financial
stress. Capital for this purpose, set at 2.5 percent
of assets, must be composed exclusively of com-

mon equity.
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® A countercyclical capital buffer, which should be
built up in good economic times and can be drawn
down in times of stress. This buffer can fluctuate
within a range of O to 2.5 percent according to
national circumstances. Capital under this buffer

must come from common equity Tier 1 capital.

The major components in the calculation of RWA are
credit risk, market risk, and operational risk. Since dif-
ferent assets have different risk characteristics, a risk
weight is assigned to each type of asset. There are two
alternative ways for banks to estimate credit risk and
therefore RWA. The first is the standardized approach,
where it is country supervisors who set the risk weights
that banks have to assign to their exposures in deter-
mining RWA. The second is the IRB approach, where
banks meeting certain conditions are allowed to use
their own internal models to estimate credit risk and
RWA. The IRB approach has two levels: (1) the founda-
tion method (F-IRB), where banks estimate the proba-
bility of default for each asset class, and the supervisors
supply other inputs necessary to calculate RWA and thus
capital charges; and (2) the advanced method (A-IRB),
where banks with sufficiently developed internal capital

allocation processes can supply other inputs as well.

The finalized Basel III Accord of 2017 introduced
important changes in the calculation of RWA, and
therefore in capital requirements, from the 2010 ver-
sion. According to the BCBS, the purpose of the modi-
fications was to address two issues. The first was a loss
in credibility of the Basel regulatory framework due to
an observed wide variation in RWA across banks with
similar risk exposures, which made it difficult to com-
pare capital ratios across banks. The second was a rec-
ognition that IRB models, rather than reflecting a better
risk assessment of bank exposures than the standardized
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approach, can be used by banks to reduce capital
requirements. Moreover, assets with low default expo-
sures are difficult to model. Based on these consider-
ations, Basel III introduced constraints on banks’ use of

IRB models. The most important changes are as follows:

m For the standardized approach to credit risk, banks
must provide a more detailed risk-weighting
structure for credit risk and reduce reliance on

external credit ratings.
m For the IRB approach to credit risk,

0 banks may no longer use the A-IRB approach
for exposures to financial institutions and
large corporates;

O no IRB approach may be used for equity expo-
sures; and

Q where the IRB approach is retained, mini-

mum levels are applied to the probability of
default and to other inputs.

B Banks' calculation of RWA generated by IRB
models cannot, in the aggregate, be smaller than
72.5 percent of the RWA estimated using the stan-
dardized approach. This is called the output floor.
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These requirements are supplemented by a non-risk-
based leverage ratio, which is constructed as the ratio
of the bank’s Tier 1 capital (common equity plus other
high-absorbing capital) to its total consolidated assets
(on- and off-balance-sheet exposures). The required
ratio is 3 percent for all internationally active banks.
In addition, the 2017 revision of Basel III made G-SIBs

subject to higher leverage ratio requirements.

Liquidity Requirements
Basel IIT has introduced two liquidity ratios:

® The liquidity coverage ratio, intended to ensure
that banks have the necessary amount of HQILA
to face short-term liquidity disruptions. This ratio
requires that HQLA be sufficient to fund cash out-

flows for 30 days under a severe-stress scenario.

® The net stable funding ratio, aimed at inducing
banks to increase their reliance on stable sources
of funding so as to avoid erosions to their liquid-
ity due to disruptions in more volatile short-
term sources of funding. Thus, this ratio limits

overreliance on short-term wholesale funding.



Annex Il.
Cross-Border Bank Lending to EMDEs: China and EMDE Median

China (USS billions)

100 200 300
1 1

0

/\/\
~ v

-100
1

-200
1

2003 2005 2007 2009 2011 2013 2015 2017

EMDE Median (US$ millions)

100

80
1

60

40

20

© d
2003 2005 2007 2009 2011 2013 2015 2017

Source: BIS LBS.
Note: The charts portray exchange rate and break-adjusted flows.

63



Annex lll.
Cross-Border Bank Lending to EMDEs by Region in Percentages of GDP
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Annex IV.

Anti—Money Laundering Regulations and Cross-Border Transactions

As mentioned in the text, in addition to stricter
prudential requirements under Basel III and other
requirements such as stress tests and IFRS 9 account-
ing standards, the high cost of compliance with new
anti-money laundering (AML) regulations has exacer-
bated the process of de-risking, as reflected in a signif-
icant decrease of correspondent banking relationships
between global banks and banks from EMDEs. Although
the effects of these and other regulatory burdens rein-
force each other, the recent (but still scant) literature
on the subject seems to conclude that the effects of
AML regulation and regulation aimed at countering
the financing of terrorism (CFT) on cross-border bank
flows, while profound, are concentrated in two types
of countries: the poorest, and the small island coun-

tries that can be considered offshore centers.!®

Collin, Cook, and Soramaki (2016) use actual bank-to-
bank payment data to examine the quantitative rela-
tionship between AML regulations and cross-border
transactions. They find that those countries that the
Financial Action Task Force, the international group
with a mandate for setting AML standards world-
wide, has added to an internationally recognized list
of high-risk countries—also known as the “graylisted”
countries—experienced up to a 10 percent reduction
in the number of payments received."® However, these
authors also find no consistent effect of graylisting
on cross-border trade flows or other flows. The study
further reports that the large majority of graylisted

countries are among the poorest in the world. Thus,

115. In a number of EMDESs, to avoid being de-risked, banks have significantly
reduced or fully terminated relationships with customers perceived as “high
risk” by correspondent banks; in cases where these relationships were main-
tained, the cost of services increased to cover the increased risk and costs to the
banks. These customers include SMEs, charitable organizations, and others.
116. For a broader review of the unintended consequences of AML policies for
poor countries, see Lowery and Ramachandran (2015).
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the observed sharp decline in cross-border bank lend-
ing to EMDEs, which in terms of magnitude is mostly
attributable to middle-income countries (emerging
markets), cannot be explained by AML concerns but
instead must be due to other cyclical and structural

factors, possibly including Basel III effects.

As shown in the table, the withdrawal of global banks
from correspondent banking relationships, which can
adversely affect cross-border flows including trade
finance and remittances, has been concentrated in
the Caribbean and in other small countries with small
volumes of transactions, especially in Africa, Europe,

Central Asia, and the Pacific islands."”

Based on IMF appraisals on the effects of the with-
drawal from correspondent banking relationships,
most countries’ financial systems have not been
affected severely. In a few countries, such as Belize,
however, the adverse impact has been reported to be

systemic.

Although further research is needed to obtain defini-
tive results, to the extent that Basel III regulations on
global banks affect cross-border flows from them to
low-income economies, some of the latter might find
themselves doubly impacted. An unintended conse-
quence is that the combination of international reg-
ulations designed to protect system stability (Basel III)
with those aimed at ensuring system integrity (AML/
CFT) could affect the poorest countries most, and those
with a higher probability of being graylisted the most
of all.

117. Exceptions in terms of country (GDP) size are Saudi Arabia and the United
Arab Emirates.



The Withdrawal of Global Banks from Correspondent Banking
Relationships (CBRs)—Assessment in IMF Staff Reports

The Impact of the Withdrawal of CBRs

No significant impact/ The Bahamas, Barbados, Costa Rica, Cypus, Grenada, Guatemala, St. Lucia, Tonga, EL Salvador,

moderate impact Guyana,Jamaica, Kiribati, Kuwait, Lebanon, Morocco, Panama, Samoa, Saudi Arabia, Solomon
Islands, Sri Lanka, St. Kitts and Nevis, St. Vincent and the Grenadines, and the United Arab
Emirates.

Adverse impact Belize, Iran, Liberia, and Sudan.
The Quantification of the Loss of Business in Respondent Banks

The Bahamas Six institutions, representing a small share of total about 19 percent of banking system assets,

have recently lost CBRs.

Belize Only 2 of the 10 domestic and international banks have CBRs with full banking services. The
Central Bank of Belize lost three CBRs.

Liberia All commercial banks have lost at least one CBR in the last 3 years, with the most affected los-
ing about 78 percent of their CBR accounts (SIP).

Panama The total number of CBRs remained stable at 463-464 between March 2015 and End-February
2016 (62 relationships were lost, but Panamanian banks managed to establish 63 new
relationships).

Sudan Sudan lost almost half of its CBRs between 2012 and 2015.

Source. Taken from IMF (2017b, 15). Reprinted with permission.
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Annex V.

Basel lll and Trade Finance

A variety of trade finance products offered by banks,
both international and domestic, support the export
and import activities of countries worldwide."® As the
Committee on the Global Financial System (CGFS, 2014,
hasreported, however, there is no single comprehensive
source of data on trade finance; indicators of this mar-
ket’s evolution must be collected from national sources
and bank-level surveys and databases. For example,
using data from 21 global banks collected by the Interna-
tional Chamber of Commerce trade register, the CGFS
estimated that global banks provided about one-third
of bank-intermediated global trade finance in 2011.
Among emerging markets, Asian countries account for

the largest share of usage of trade finance products.

The figure below, based on data from the US Federal
Financial Institutions Examination Council, shows
recent developments in US banks cross-border
trade finance exposure to EMDEs. As with US banks’
total cross-border lending to EMDEs (see Figure 3 in
the text), there has been a declining trend in cross-
border trade finance in recent years. Although this
decline started only in 2013 (following a recovery in
the immediate postcrisis period), it came at a time
when exports and imports in EMDEs were increasing,
which makes it unlikely that the trend can be purely
demand-side driven."® The decline affected both
middle- and low-income EMDEs (see figure). Accord-
ing to the IIF (2017), European banks have also reduced
their funding of trade finance to emerging markets, or
at least their direct funding—they may still be playing
an important role by taking on the risk of other finan-

cial intermediaries engaged in this activity.'”® Although

118. Interfirm credit between exporters and importers is an alternative
means of funding trade activities.

119. See WTO (2018).

120. As an example, European banks may have been taking on the risk of the
African Export-Import Bank in financing trade.
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some emerging-market domestic banks have taken up
at least some of the slack left by the global banks’ with-
drawal, the capacity of the former is less than that of
the latter.””!

Other evidence supports the hypothesis that supply-
side factors might have played a role in the decline
in trade finance: a 2017 survey by the Asian Develop-
ment Bank, in which 515 banks from 100 countries and
1,336 firms from 103 countries participated, reports
that recent years have seen a large and sustained level
of unmet demand for trade finance. The report esti-
mates that the global gap between supply and demand
for trade finance was relatively stable in 2017, at about
US$1.5 trillion (compared with US$1.6 trillion in 2016),
with emerging markets, especially in Asia and the Pacific,

122

facing the greatest shortfalls.

Available data suggest that cross-border trade finance
has not significantly recovered since 2017, despite an
improvement in global trade volume (although the
recent trade restrictions imposed by the United States
and retaliation by its trading partners might reduce
trade potential in the years to come). Indeed, based on
IMF (2018b) data, the rate of growth of world trade vol-
ume (goods and services) increased from 2.3 percent
in 2016 to 5.9 percent in 2017 and was forecast to reach
4.0 percent in 2018. For EMDEs, the rate of growth
of export volumes more than doubled in the 2016-17
period, from 2.6 percent in 2016 to 7 percent in 2017,
with a forecast of 6.0 percent for 2018. Expectations for
arecovery of cross-border trade finance rest on further
improvements in global trade and completion of the
resolution of banking problems in the advanced econ-

omies, especially Europe. However, new regulatory

121. See IIF (2017).
122. See Di Caprio, Kim, and Beck (2017).
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restrictions, coming especially from “know your cos-
tumer” requirements and from the recent finalization
of the Basel III recommendations, might stand in the

way of this recovery.'”

To an important extent, based on consultations with
multilateral organizations such as the World Trade
Organization and industry participants, the Basel
Committee has acknowledged the specific risk charac-
teristics of the instruments used for trade finance and
has recognized the importance of these instruments
for low-income countries. Short-term letters of credit
are one of the instruments most often used, account-
ing for about half of the total (CGFS, 2014). This instru-
ment is highly collateralized and self-liquidating
and shows a low default ratio.'?* For this reason, the
BCBS (2011) report on the treatment of trade finance
under the Basel III framework establishes lower cap-
ital requirements for trade finance instruments for
banks using the standardized credit-risk assessment
approach. For example, for purposes of calculating
capital requirements for interbank exposures, Basel 111
waives the so-called sovereign floor for confirmed letters
of credit, which are particularly important for low-in-
come countries.'”” The sovereign floor mandates that
a risk weight cannot be lower than that applicable to
exposures to the sovereign of the country where the
bank counterparty is incorporated. This requirement,
which is applied to all other interbank exposures
under the standardized approach, was waived in this
case in recognition that it would imply a risk weight of
100 percent for confirming banks’ claims on counter-

party banks located in low-income countries, which

123. The ICC trade register (ICC Banking Commission, 2017) reports that
around 70-80 percent of its survey respondents (25 trade finance and export
finance banks) agreed or strongly agreed that AML and know-your-customer
requirements and Basel III regulations are barriers to the provision of trade
finance.

124. As recent examples in India have shown, however, there is a substantial
risk of fraud, but this is mainly a tail risk that should be addressed with gov-
ernance reforms rather than through prudential means.

125. As stated in BCBS (2011), “Confirmed letters of credit provide exporters
with additional protection against any losses incurred from importers’ and
issuing banks’ failure to meet their obligations of payments. A typical exam-
ple is the export of goods to a low-income country which in almost all cases
requires a confirmed letter of credit since the exporter generally will not rely
only on the creditworthiness of the importer and its bank” (p. 4).

would adversely affect the trade financing capabilities

of this group of countries.'?®

Despite progress in the regulatory treatment of trade
finance under the standardized approach in the
revised version of Basel III (and relative to Basel II),
global banks caution about a potential adverse effect
on trade credit arising from the newly introduced
aggregate output floor in the finalized version of Basel III.
As discussed in Section II, this floor limits the use of
banks’ IRB models in the calculation of RWA. Specif-
ically, total RWA estimated by banks’ internal models
may not be lower than 72.5 percent of RWA calculated
using the standardized approach. Moreover, under the
revised Basel Accord, banks are no longer allowed to
use the advanced IRB approach for interbank expo-
sures. Currently, global banks do use their IRB models,
rather than the standardized approach, to calculate
capital requirements for trade finance. Thus, facing
constraints in the use of their internal risk-sensitivity
methodologies, global banks might face higher over-
all capital requirements derived from those activities,
such as trade finance, where the standardized approach
calls for more capital than what is needed under their
internal models. This might reduce banks’ profitabil-
ity from trade finance and discourage their activities
in that business line. Regulators from Asian countries,
the emerging-market region that uses trade finance
the most, have also raised concerns about the impact of
Basel III on trade finance. See, for example, the speech
by Shirakawa (2018), vice commissioner for interna-

tional affairs of the Japan Financial Services Agency."”’

Regulators from EMDEs consider trade finance essen-

tial for development. Increased regulatory costs for

126. Specifically, for interbank claims under the standardized approach,
“the sovereign floor will not apply for short-term (maturity less than a year),
self-liquidating, trade related contingent items that arise from the move-
ment of goods” (BCBS, 2017a, p. 10).

127. In his statement, Shirakawa (2018) argued that “Basel III may also affect
trade finance which supports Asian economies by facilitating international
trade. Under Basel III, capital requirements for bank exposures will be
increased by removal of both the A-IRB approach and a certain standardized
approach based on the creditworthiness of sovereign of its incorporation.
Since trade finance usually relies on other banks’ guarantee, these measures
could in turn negatively affect trade finance in the Asian region.”
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trade finance could actually decrease the resilience
of EMDEs to external shocks, especially in the lowest-
income countries. Because of its importance, EMDE
authorities and their countries’ private sectors are the
most interested in helping to maintain the extremely
low default rates observed for trade letters of credit.
We therefore recommend that the BCBS keep open

the discussion regarding capital requirements for

Center for Global Development

short-term, self-liquidating trade letters of credit.
Moreover, in their evaluation of the impact of G20 reg-
ulatory reforms, it is important that the FSB and the
BCBS take into consideration the combined impact
of Basel III regulations and the new IFRS 9 accounting
rules on trade finance. There is a danger that the com-
bined effect of the reforms could be to discourage the
supply of much-needed trade finance to EMDEs.
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Co-Chairs:

Thorsten Beck is professor of banking and finance at
Cass Business School in London. He is also a research
fellow of the Centre for Economic Policy Research and
the CESifo. He was professor of economics from 2008
to 2014 at Tilburg University in the Netherlands and the
founding chair of the European Banking Center from
2008 to 2013. Previously he worked in the research
department of the World Bank and as a consultant for,
among others, the European Central Bank, the Bank
of England, the BIS, the IMF, the European Commis-
sion, and the German Development Corporation. His
research, academic publications, and operational work
have focused on the relationship between finance and
economic development and the policies needed to
build a sound and effective financial system. Recently,
he has concentrated on access to financial services,
including SME finance, as well as on the design of reg-
ulatory and bank resolution frameworks. Mr. Beck
holds a Ph.D. in Economics from the University of Vir-
ginia and an M.A. from the University of Tibingen in

Germany.

Liliana Rojas-Suarez is the director of the Latin
America Initiative and a senior fellow at the Center
for Global Development. She is also an adjunct faculty
member and senior research scholar at the School of
International and Public Affairs at Columbia Univer-
sity and the chair of the Latin American Committee on
Macroeconomic and Financial Issues (CLAAF). From
1998 to 2000 she served as managing director and chief
economist for Latin America at Deutsche Bank. Before
that she was the principal advisor in the Office of the
Chief Economist at the Inter-American Development
Bank. Between 1984 and 1994 she held various posi-
tions at the IMF, most recently as deputy chief of the
Capital Markets and Financial Studies Division. She has

been a visiting advisor at the Bank for International
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Settlements in Switzerland and the Bank of Spain, a
nonresident fellow at the Organization for Economic
Cooperation and Development in Paris, and a visiting
fellow at the Peterson Institute for International Eco-
nomics. She has also served as a professor at Anahuac
University in Mexico and an advisor to PEMEX, Mex-
ico’s national petroleum company. In 2012 she was
named Economist of the Year by the Lima Chamber of
Commerce. Ms. Rojas-Suarez holds a Ph.D. in econom-

ics from the University of Western Ontario.

Task Force Members:

José De Gregorio is the dean of the School of Eco-
nomics and Business at the University of Chile. He was
governor of the Central Bank of Chile (CBC) between
2007 and 2011 and before that served as vice governor
and member of the CBC’s Board. From March 2000
until June 2001, he served as a “tri-minister,” acting as
the minister of the combined portfolios of the Minis-
tries of Economy, Mining, and Energy. Between 1997
and 2000 he was professor and head of postgraduate
programs at the Center for Applied Economics at the
University of Chile. He has also been a professor at the
Pontificia Universidad Catolica de Chile and a visit-
ing professor at the Anderson School of Management,
University of California, Los Angeles, and has taught
at the Massachusetts Institute of Technology. He was
an economist in the Research Department of the IMF
in 1990 and 1994, and he has worked as a consultant
and as a visiting researcher at various international
organizations, including the IMF, the World Bank, the
Inter-American Development Bank, and the United
Nations, and to foreign companies. From 1983 to 1986
he was a researcher at the Corporacion de Investiga-
ciones Econdmicas para Latinoameérica. Mr. De Grego-
rio holds a Ph.D. in economics from the Massachusetts

Institute of Technology.
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Maher Sheikh Hasan is deputy governor of the
Central Bank of Jordan and vice chairman of its Board
of Directors. He is the chairman of the Jordan Loan
Guarantee Corporation, vice chairman of the Jordan
National Payment Council, vice chair of the National
Committee of the Anti-Money Laundering and Counter
Terrorist Financing Unit, board member of the Social
Security Corporation, member of the Technical Com-
mittee for the Management of the General Public Debt
at the Ministry of Finance, council member of the Min-
istry of Awqaf and Islamic Affairs, and member of the
FSB Regional Consultative Group for the Middle East
and North Africa, in addition to his board membership
in the Jordan Payments and Clearing Company. Mr.
Hasan holds a Ph.D. in economics and an M.S. in statis-

tics from Washington State University.

Patrick Honohan was governor of the Central Bank
of Ireland and a member of the governing council of
the European Central Bank from September 2009 to
November 2015. He is currently a nonresident senior
fellow at the Peterson Institute for International Eco-
nomics. Before that he was a professor of international
financial economics and development at Trinity Col-
lege Dublin. He has since become an honorary profes-
sor of economics at the university. He spent 12 years on
the staff of the World Bank as a senior advisor on finan-
cial sector issues. During the 1990s he was a research
professor at Ireland’s Economic and Social Research
Institute. In the 1980s he was economic advisor to the
Irish prime minister. He has also worked at the IMF. Mr.
Honohan holds a Ph.D. in economics from the London

School of Economics.

Louis Kasekende, deputy governor of the Bank of
Uganda. He served for three-and-a-half years as chief
economistattheAfrican DevelopmentBank. Previously,
he served as alternate executive director and later as
executive director at the World Bank for Africa Group
1, a group of 22 countries mostly from anglophone sub-
Saharan Africa. Before joining the World Bank, he
served the Bank of Uganda as its deputy governor

from 1999 to 2002, as executive director for research

Center for Global Development

and policy from 1994 to 1999, and as director of the
Research Department from 1992 to 1994. Mr. Kasek-
ende holds a Ph.D. and an M.A., both in economics,

from the University of Manchester.

Maria Soledad (Sole) Martinez Peria is chief of the
Macro-Financial Division in the IMF Research Depart-
ment. She manages a team of economists responsible
for conducting research and policy work on macroeco-
nomic and financial issues critical to IMF surveillance
activities, with a focus on macrofinancial linkages,
financial flows, and financial systems. Her published
research addresses questions related to financial cri-
ses, market discipline, foreign bank participation,
bank regulation, SME financing, financial inclusion,
and remittances. Before joining the IMF, she worked
at the World Bank, eventually becoming lead econo-
mist in the Finance and Private Sector Development
Research Group. Before that she served as a visiting
economist at the Central Bank of Argentina. Ms. Marti-
nez Peria holds a Ph.D. in economics from the Univer-

sity of California, Berkeley.

Linah Kelebogile Mohohlo was governor of the
Bank of Botswana. Linah Kelebogile Mohohlo was gov-
ernor of the Bank of Botswana for a period of 17 years to
2016, following a 23-year career with the bank during
which she served in a number of operational and
policy areas, including secretarial, human resource
management, economic research, and reserves man-
agement. She has also worked for the IMF under the
Special Appointee program and, in her capacity as gov-
ernor of the IMF for Botswana, she has been a member
of the International Monetary and Financial Commit-
tee, representing the Africa Group 1 Constituency. She
also served on the Commission for Africa and the Lan-
cet Commission on Investing in Health, and she has
chaired the UN High-Level Panel on Recosting as well
as the World Economic Forum on Africa. She is a mem-
ber of the Africa Progress Panel and the Investment
Committee of the UN Joint Staff Pension Fund. She is
arecipient of a number of professional awards, among

which is Botswana’s highest public service award for
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efficient and devoted service, The Presidential Order
of Honor. Ms. Mohohlo holds an M.A. in finance and

investment from the University of Exeter.

Ceyla Pazarbasioglu has been vice president for
equitable growth, finance, and institutions at the
World Bank Group (WBG) since October 1, 2018. In this
role she provides strategic leadership to experts from
around the World Bank and the International Finance
Corporation to help low- and middle-income countries
build the foundations for inclusive and sustainable
growth and thereby make progress toward the WBG’s
twin goals of reducing poverty and boosting shared
prosperity. She oversees a portfolio of nearly $30 bil-
lion of operational and policy work and advisory
engagements in the WBG Global Practices of Finance,
Competitiveness and Innovation; Macroeconomics,
Trade and Investment; Governance; and Poverty and
Equity. Before becoming vice president at the WBG, she
was senior director of the Finance, Competitiveness and
Innovation Global Practice. In this capacity, she pro-
vided leadership for advancing the WBG’s development
goals, with a focus on firm capabilities and innovation,
private-sector led growth, creating markets, finan-
cial sector stability, financial inclusion, and long-term
finance and risk management. Ms. Pazarbasioglu holds

a Ph.D. in economics from Georgetown University.

Andrew Powell is the principal advisor in the
Research Department of the Inter-American Develop-
ment Bank. Through 1994 he dedicated himself to aca-
demic work in the United Kingdom as prize research
fellow at Nuffield College, University of Oxford, and
associate professor (lecturer) at the University of Lon-
don and the University of Warwick. In 1995 he joined
the Central Bank of Argentina, where he was named
chief economist in 1996. He represented Argentina as a
G20/G22 deputy and as member of three G22 working

groups (on crisis resolution, financial system strength-
ening, and transparency) in the late 1990s. In 2001 he
returned to academia, joining the Universidad Torcu-
ato Di Tella in Buenos Aires as professor and director
of graduate programs in finance. He has been a visit-
ing scholar at the World Bank, the IMF, and Harvard
University. He joined the Research Department of the
Inter-American Development Bank in 2005, becom-
ing lead research economist in 2008, and served as
regional economic advisor for the Caribbean Region.
Mr. Powell holds an M.Phil. and a D.Phil., both in eco-

nomics, from the University of Oxford.

Andrew Sheng is a distinguished fellow of the Asia
Global Institute, the University of Hong Kong. He is
the chief advisor to the China Banking Regulatory
Commission, a board member of Khazanah Nasional
Berhad, the sovereign wealth fund of Malaysia, a mem-
ber of the international advisory council of the China
Investment Corporation, the China Development Bank,
China Securities Regulatory Commission, and the Secu-
rities and Exchange Board of India. He is also an advisor
to the United Nations Environment Program Inquiry
into the Design of a Sustainable Financial System. He
served as chairman of the Securities and Futures Com-
mission of Hong Kong from 1998 to 2005, having pre-
viously been a central banker with the Hong Kong
Monetary Authority and Bank Negara Malaysia. He also
worked with the World Bank from 1989 to 1993. From
2003 to 2005 he chaired the Technical Committee of
the International Organization of Securities Commis-
sions. He is also an adjunct professor at the Graduate
School of Economics and Management, Tsinghua Uni-
versity, Beijing, and the University of Malaya, Kuala
Lumpur. In 2009 he became the pro-chancellor of Uni-
versiti Tun Abdul Razak in Kuala Lumpur. Mr. Sheng
holds a B.Sc. in economics and an honorary LL.D., both

from the University of Bristol.
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