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Financial System Stability Framework:
The Emerging Economies Experience
— Mudasiru. A. Adegbite *

l. Infroduction

he?2 7-2008 globol financio! crisis and the resuitont recession led fo ¢ profound
re- examination of macroecenomic policy and fina ial regulatio  The focus
on financial stal. ..ty had triggered regulatory reforms such as the Basellll occord
hich envisions more stringent capital regulation and other prudentiol tools. Macro-
prudential policy was motivated by the fact that micro-prudential reguiction s
necessary but not sufficient to deal with systemic risk. Micro-prudential regulation as
amp  :di aselland il copital accords tends to view financial institutionsin isolation
and aims mainly ta ensure that each is individually solvent. Beyand traditional micro-
prudentialregulation, the 2007-2008 crisis has led to a new focus on macro-prudential
policy to address systemic risk and its consequences on the economy {Bernanke,
2009).

Macro dential analysis gained its prominence since the economic meltdown. Itis
different from traditional macroeconomic policies but addresses issues of financial
stobility in @ more holistic manner. Priar to the global financial crisis, the primary
purpose of fraditional market policy was price stability with the belief that this would
eventually lead ta financial stability. Also, financial supervision had focused mare on
individucl financial institutions with 1+ expectation that this would guarantee the
stat 'y of the entire financial system. Since the crisis, it is now clear that financial
stability would be difficult to achieve based on the fraditic  al monetary and micro-
prudential policies. The mocro-prudential analysis is, therefore, amed at preventing
the accumulatian of systemic risk wilthin the financial system and the need to
promptly addressissuesreicting ta the systems' stability.

The objective of this paper is fa review the macro-prudential framewaork, its tools and
its nexus with financial stability. The experience of the emerging market economiesin
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interaction among policy makers on policy choices that impact on systemic risk,
resolufion of conflicts among policy objectives and instruments as well as and
deploy ent of tools fo limit systemic risk. Furthermore, many jurisdictions still lack
specific institutional arrangemenits for the conduct of macro-prudential policy and

| require time fo finestune existing structures to the requirements of mocro-
prudential policy framework.

ll. Macro-Prudential Policy Tools, ramework and Financiai Stabilif
Macro-prudential policy tools had relled on the fraditional micro-prudentiol tools of
capital, igquidity and leverage rolios but with adjustments fo contfain potential
sources of systemic risk such as pro—cyciicality and interconneciedness, This calls for
the development and use of additionai policy instruments as recommended in both
Basel Il and lll, especially issues of copital buffers and conscious efforts of preventing
financial crisis. This would extend beyond the traditionat role of a central bank. The
use of capital buffers and reserve requirements by central banks would provide
effective tools for controlling systemic liquidity if their targets are expanded from bank
deposits to liabilities of other financial institutions. The effectiveness of monetary and
fiscal policies when regional policy coordination is sub-optimal remains fo be
adequately understood. The experience of the European Union countries had
" 3jhlighted the dangers in ineffective macro-and micro-prudential policy cutcomes
and ine :ctive banking supervision. In the Economic Community of West African
States (ECOWAS) biock, the barking environment has been characterised by
uncoordinated supervision amongst relevant agencies. In Nigeria, there is grov g
importance of the Financial Sector Regulation Coordinating Comm e (FSRCC] in
the area of policy coordinotion to prevent reguiatory arbitrage evenin the absence
of forr 1l macre prudential policy arangement to drive the process. There is
therefore an increasing need for the Central Bank of Nigeria, Ministry of Finance,
Nationol Planning Commission and other members of FSRCC to provide clear
guideiines for a formal Committee on macro-prudential policy which could be
independen! of the Central Bank. Whatever the framework that is adopted,
hc zver, the Central Bank of Nigeria will have to play a key role in assessing systemic
risks, as it has the expertise and analytical copacity toundertake such a task.

Macro-prudentialframew: <institutional arrangements in other jurisdictions:
As a result of the economic crisis in major economies, several developed countries
nave in recent times established separate boedies for macre-prudential policy as
. tinct from microprudential supervisory arrongements. This is aimed at
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emerging macro prudential policy framework. While the process in Nigeria is sfil
emergi |, it is important to note thot the issue of financial stability has assumed c
prominent focus in public policy formulation and the Central Bank of Nigeric remains
akey elementin this arrangement.

Iv. Experience of Some Emerging Economies in Macro-Prudential Policy
Framework Implementation
IV.1 IMFFinancial Stabilityand icro-Prudential Survey
In a survey conducted v the Manetary anc Capital Market Depart  ent of the
international Monetary Fund (IMF) in 2010, aimed at assessing the international
experience with financial stability and the evolving macro-prudential frar ark,
three areas were identified for study. These included the institutional setup for mocro-
prudential policy, the a lytical approach o systematic risk monitoring cnd the
macre prudential toolkit. The survey covered 63 countries and European Centra: Bank
(ECB) including all countries in the G.20 and those subject to mandatory Financial
Sector Assessment Programs (FSAPs)
Major findingsclf  esurvey  zre:
1. Macro-prudential policy is becoming an overarching public poficy in the wake
of the globalfina ial crisis;
2. Conductofmacrowrudential pelicy isa mulfi-agency Consensus process;
3. A voriety of indicators and quantitative tocls are used for systemic risk
idenfificatic mor ™ ying and assessment; and
4. | croprudential policy is viewed as having a wide range of instruments. The
tool kit contains most notably, prucentiol and monetary tools as well as fiscal
and competition policies.

IV.2 Some Specific Country Experiences

IV.2.1 Nigeria

Nige 1's mocroprudential policy framework is noscent. e initial steps involved
increased policy coordinction through the activities of the financial sector regulation
coordinating committee chaired by the CBN. Also the Bank ad facilitated the
pubiicc n of half-yearly finoncial stability report, though the legislation on financial
stability as a key objective in the central bank Act has not been ratified. A direclorate
for financial stability within the central bank h | since been crected to drive the
necessary policy initiatives for macre prudential policy framework and financial
stakility os a key policy objective throcugh the establishment of financial system
stakility commitiee.
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IV.2.2 SouthKorea

Huo-kyu Rhu, in a seminar paper that reviewed the progress of Macro-Prudential
Policy Framewcrk in South Korea noted that “there has not vet been a full-blown
discussion of the macro-prudentiail policy frc  ewerk, rather we are just taking steps to
improve the current policy coordination framework”, He stated that amongst G-20
member countries only South Korea and Australia do not state "financial stability™ as
an explicitobjective in their central banks Acts.

IV.2,.3 South Africa

The Reserve Bark of South Africa has a ful-fledged Financial Stakility Department
which coordinates activilies relaling to macro-prudential policy analysis. Macro-
prudential analysis has been used in detecting vulnerabilities in the financial system.
Thisinvolves, ¢ 1ongsiothert 1gs, the idenfification of financial soundness indicators
(FSls) and the methods used to analyse them, The main method of identifying macre-
prudential indicafors within the South African cantext are outlined as ensuring
compliance with internaticnal best practice, making use ¢f economic theories and
faking into account the linkages between various sectors of the economy. The
analytical methods include monitoring frends of mecro-prudential indicators and
developing models tc as...t In the analysis. Stress testing remained one of the most
popularmodeling fechnigques used by most insthifutions.

IV.2.4 Thailand

The Bank of Thailand coaordin 25 matters relating to macro-prudential palicy. In a
keynote address, Wal agase (2004), af a workshop on Macro-prudential policy
framework, opined that “no institutional framewaork of macro-prudenticl policy fits all
countries alike, yet we know now that cenfral banks should play a leacing role forits
expertise- albeit, it is still importont to involve the Ministry of Finance in a coreful
monner’". This further underscores the need for infer-agency cooperafion in
aperoticnalising an effective macro-prudenticl policy framework.

V. Be fitsol .acro-PrudentialPolicy
In most ji sdictions macro-prudential policy fromewaork has  lined acceptance
amongst policy makers, especially the monagers of the economy. The framework
offers some distinct benefits when compared with microrudential fromework ond
other palicies. These benefits incluce the following:
s issues of systemic risk and financial stability
Apart from its comprehensiveness, macra-prucential policy analysis
addresses the systemicissuesrc er thonindividual institutions, thus, providing
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a holistic overview of the entire financial system. The focus on financial stability
rather than the solvency of individual institu..ns is a distinct advantage.
Financial stabllity provides a more  :aiistic measure of policy effectiveness
rather than price stability arinstitutional sclvency.

Policy consistency

The grawing awareness amongst public policy advisors for pclicy consistency
and coordinotion underscores the benefit af macro prudential policy analysis
where inter-agencies coaperation ond support are key elements af its
implementation.

Prevention of market failures

The use of macroprudential policy fromework could help in preventing
morket failures and finoncial crisis. The institutional arrangements in macro-
prudential policy analysis provided safeguards for appraising the finonciol
systemn in @ more robust monner by employing economic modeling which
relied on a wide range of data to identify the systemic risks and the factors
responsible for these risks os well as measures fo prevent or ameliorate the
risks.

Credible alternative to monetary and fiscal policiesMacro-prudential policy
framework provides credible alternative to monetary and fiscal policies.
Monet +and fiscal policies are directed af addressing issues of interast rates,
credit, taxes and subsidies, among others, whereas macro-prudential policy
takes a broader perspective in addressing issues of financial stability, systemic
risks, interactions with the institutions and effective coordination o achieve a
comman objective. Macro-prudential policy analysis without undermining the
relevance of fraditional economic policies provides additional tocls 1o policy-
makers for effective and proactive management of the economy.

Challenges and Prospects of Macro-Prudential Policy Framework
Challenges

As macro-prudential policy analysis is gaining traction over micro-prudential analysis,
there are some challenges facing the full scale impieme  tation of the policy in most
jurisdictions. These challe  jesinclude the fallowing:
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macro-prudentiol palicy framework. The slow progress in the impiementation of Basel
Il ond Il copital occords in most emerging economies notwithstanding  with
appropriate incentives, macro-prudential policy should enhance the overall policy
environment ond provide appropriate respe se to issues of financial crisis in both
emerging and developed economies.

VIi. Conclusion

The importance of macre-prudential policy framework and its usefulnessin addressing
financial stability is increasingly manifest. Also, the inter-agencies cooperation for the
achievements of effective palicy outcomes can no more be neglected. While the use
of macroprudential policy framework is still evolving in most emerging economies,
lessons from matured markets are central to policy fc  wlation andimplementationin
the emerging economies. The need for further study on the effectiveness of macro-
prudential policy in aadressing systemic risks and ulfimately ensuring financiol stability
should be ¢ en odequate priari This will help ta sustain the current achievement
and extend the frontier af knowledge in public policy formulatian.

The conter Harary issues of systemic risk anclysis, the strict copital requirements
including capital buffers in Bosel Il and the establishment of strong institutional
arrangements are key crifical success foctors in implementing effective macro-
prudential policy both at individual cauntry and regional levels. Emerging economieas
alsa needed io focus strategically on systemicc < importont banking institutions as
well as ather components of the financial system in order to properly identify the
sources af syste ic risk and the actions to be taken to mitigate these risks. There is an
urgent need ta properly articulate action pians in emerging eccnomies t¢ address
issues relating to Basel lll capital accord for its effective implementation before the
2019 deadline.
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