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Ed Basel-11l not Suited for
Emerging World Banking

Capital norms meant to guard the security-centricdeveloped world financial system are
IlI-suited for deposit-intermediating developing country banks, and would hurt growth too
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ALOK SHEEL
here are fundamental differs
nees between financial syste-
ms inadvanced market econo-
and those inemerging

izt lwl and tl(“‘.'(‘](]|]l1‘|§_, t*t'tmtm'nw-,

cexplain w 1\' financial inter me-
diation helduprelatively well inthe
se economies even asfinancial mar-
ketsfroze in AMEs during the rece-
nt globalfinancial crisis.

The biggest difference is that
AMEs have increasingly moved to-
wards reliance on short-term mon-
ey anid capital markets for funding,
and money created againstvolatile
finanecial assets and immovative pro-
ducts exchanged over the counter
{*shadow banking”. EMDEs, howey-
er continuetobe dependentonmore
stabledeposit-basad funding.

This difference is critical. Finan-
cial systems in both EMDEs and
AMEs become vulnerable during
downturns in the business cvele on
accountof deterioration in assetqu-
ality. Ever since deposit insurance
was put in place fallowing the banli-
ing panicduring the Great Depressi-
on, deposit-based banking is nolon-
seransceptible to fundingrisks aris-
ing from finaneial panics and bank
runs. Aslong as theireapital iscali-
brated to cover asset quality deterio
ration during business downturns,
EMDE banks no longer face major
funding risks other than a general
decline in financial savings, aslong
as external currency-denominatec
deposits are kept within prudent
limnits througheapital controls,

AMEs are, in addition, exposad to
funding risks arising from finan-
cial panic characteristic of buildup
of leverage in capital markets. This
vulnerability has inereased ol low-
ing the repeal in 1999 of the Great
Depression-era Glass-Steagall Act
in the US that drew a firewall be-
tween  deposit-based banls  and
those (investment banks) that rely
on capital markets,

Basel- banking rcapital norms
were calibrated to cover risks aris-
ing out of traditional depesit-based
banking. They were not designed to
cover fundingrisks emanat ing firom
sharp maturity mismatches and at-
tendant difficulties in rolling over
eradit on account of financial panic
that can result in rapid deleverag-
ing, credit freeze and a breakdown
infinancial intermediation.

Financial panichas insomeway or
theother always been preceded by a
considerable rise in leverage, The
primary drivers of leverage in
AMEs and EMDEs are sirikingly
different. Inereasing  leverage in
AMEsin the pericd leading up to the
global financial ecrisis was an at-
tempt o increase returns on capital
in an enviromment of low returns,
High credit growih in DEs, like
India, on the other hand, was pri-
marily to finance high rates of
growth and iwestiment in the real
enoncimy. The returns on capital in
EMDEs are now significantly high-

er, as a result of which global pro-
duction has long been migrating to
these countries

There was, of course, alsospecula-
tive investment in ceriain assef
classes, but margins on such credit
were incrementally raised in re-
sponss to the risingpacect craditex-
pansion through conservative mac-
1o prudential financial regulation.
This is a defining characteristic of
EMDEs like India, wherere gulators
have not hesitated to spot and prick
asset bubbles, rather than simply
itingtoclean up after they burst.

Following the recent global financ-
ial crisis, a slew of financialregulai-
arvreforms are being contemplated
under the aegis of the G20, Finan-
cial Stability Board (FSB), the Basel
Commmittes on Banking Supervision
(BCES)and other standards-setting
agencies to protect the integrity of
financial intermediation. Are thess
headedin theright direction?

EMDEs clearly nesi to increase fi-
nancial savings to accelerate grow-
th and development, notwithstandi-
ng the fact that in recent years, capi-
tal was flowing uphill from EMDEs

s. This was arguably a tem-
porary :md unsustainable phenom-
enon that may be about tochange as
the global economy rebalances.
AL Es, on the other hand, neal ma-
jor regulatory changes that inocu-
late them more effectively against
the riskstheirfinancial systern face,
and also roll back some of themore
extreme forms of financialisation
that exposes them to greater risk in
the first place without conmensu-
rate impact on grow th.

While financial regulatory refor-
ms are expected to be implemented
across all jurisdictions, the immedi-
ate impactof mostwould be felt acu-

tely in the relatively light Iyvregulai-
el AMEs, rather Ih‘m in the more

tightlv-regulated EMDE=s. The im-
pactof the new Basel-111 bankingea-
pital adequacy norms. however, will
be almost equal acress both Al Es
and EMDEs even though the nature

of risks in their financial systemsis
quite different.

While no ameount of capital can ba
large enough to inoculate banks and
other financial instimtions against
financial panic and bank runs, as
sovereign and ceniral bank bailouis
wollld always be required. they nev-
ertheless nesd tohold higher amou-
nts of capital and/or pay a special
(‘financial transaction’) tax in nor-
mal titnes, to at least partly compen-
safte the general taxpayer for such
bailouts. BasellIL which sseks to
enhanee the quantity and quality of
capital that banks nesd to hold, and
theproposaltolevy a “financial tran-
sactiontax’, istobeseen inthislight.

While the rationale for tightening
capital adequacy norms for the

banking sector in

L AMEs is selfevide-
The emerging nt.the case forimm-
worldshould  ediately migrating
not be pushed  from Basel-11 to Ba-
towards a =el-11T in EMDESs is
framework not. The argument
calibrated generally given ag-
forrisksin ainst  calibrating
developed capital requirerne-
financial nis to differential
systems risks  faced  in

AMEs and EMDEs
is that this would 1 n-u1| inregulato-
ry arbitrage. This is, howevern not
vEry colvincing because capital wo-
uld migrate to a more regulated en-
vironment. which has its own addi-
ticnal costs, Regulation is a proxy
taxg, admi ttedly difficult to quantify

Om theother hand. there is a dang-
e that scarce savings in EMDES mi-
ghi be pulled away from investment
necessary to sustain current levels
of high growth tocover non-existent
risls in their financial systemns pre-
cisely when their savings are falli-
ng. Thus, Basel-1llconstiiesa dou-
ble whamimy for countrieslile India
that would aggravate both the grow.-
ing savings — investmentgap mani-
fest in a widening current account
deficit—and the runaway structur
al fiscaldeficitof a government that
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wonld nesd to cough up a substanti-
alchunlk of the additional capital by
virtue of itslarge ovmnership of the
bankingsector. The costof capital is
already high in EMDEs on aceount
of the savings-investment gap and
tighter regulation. The enhanced
capital requirements of Basel-111
are alimcst guarantesd to keep it
highin the foresesable fuare,

The moot point is, why should
EMDEs be pushed towarids a regula-
tory framework calibrated for riskis
in AME financial systerns that wou-
ld extract a high developmental oost
throughforegone growth?

So where do we gofrom here? The
reare elements in Basel1I thatcou-
I be applied toBasel -1, suchas tigh-
ter definition of tier-l capital, and a
countercyclical buffer in the event
of btuild-up of excessive credit ace-
ordingtonational circumstances, A
number of EMDEs, such as India,
follow some varianis of this macro
prudential principle anyway How-
ever raising overall II“1|JII‘1|'IT‘('|1.1'II'(‘-
ments, and especially the additional
conservation buffer of 2.5%, is not
relevanifor EMDEs at thisstage.

Thereis, of course, nogood reason
tosuppose that EMDE financial sys-
tems will remain where they are
now. There are two separate issues:
first. stage of development, and sec-
oned, regulatory choice. Tishter reg-
ulation could keep shadow banking
in checl. Alternatively if some
EMDEs see benefits in the develop-
ment of innovative shadow bank-
ing, they could move towands light-
er-tonch regulation — strengthened
by current regulatory changes in
the pipeline — in which event these
EMDEs could migrate to AME-type
financialsvstermns infuture. Financi-
al Sector Assessiment Programimes
(F5APs), mandated for all systemic-
allv-importanteconomiesand juris-
dictions, could periodically assess
whether and when Basel-I1 jurisdic-
tionsshould migrate to Basel-111.
(The aushor isa civil servand.
Views are personal)
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