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Abstract

The 1997 Asian financial crisis has revealed the limitations of the current state of monetary
and financial monitoring system in most Asian countries in comprehensively addressing
financial and monetary problems and issues. This paper attempts to propose a macro-
prudential indicators (MPI) framework for monitoring vulnerability of financial markets. A
literature survey on studies leading indicators has been presented. An illustrative and simple
framework for analysis and interpretation of core set of 22 leading indicators (that were
identified from 67 commonly agreed Asian Development Bank Indicators for selected Asia-
Pacific countries, namely Fiji, Indonesia, the Philippines, Thailand, Viet Nam, and Taiwan,
Province of China ) has been presented using annual time-series data for the afore-mentioned
countries. A correlation and volatility analysis of Thailand’s annual and quarterly data (1994-
2002) has also been performed in order to propose a simple methodology for constructing
benchmarks for early warning signals and for developing a composite indicators. This above
analysis carried out in this paper highlights the usefulness of MPIs as a tool for monitoring
financial vulnerability.
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Introduction

Several emerging market economies witnessed a large number of financial crisis
in last decade which resulted with severe economic, social and political problems. On
many occasions these financial crisis did not occur in a single country but had a
contagion effect to other regional countries as well. For example, the Asian crisis of
1997 and the Latin American crisis of 1994 affected many countries in the region.

The Asian economic and financial crisis of 1997 has spawned a considerable
body of analysis as to its origin, causes and resolution. Initially, the Asian crisis
ignited the debate between the macrofundamental and the investor panic views. The
Asian crisis differed from previous crises in several key respects. First, it was a capital
account crisis, not a traditional current account crisis. Second, unlike other crises of
confidence of the 1980s and 1990s, its root causes were structural: premature
financial sector liberalization, weak governance, and policy mistakes in managing
private capital flows. Another important characteristic of the crisis was that financial
contagion tended to be mainly regional, requiring regional solutions. The consensus
view favors the crisis-of-confidence-cum-structural weakness stance. It follows from
this that monitoring the stability of financial markets, including asset markets, and
devising early warning systems for predicting vulnerability in these markets would
enable the authorities to deal better with potential crises and to develop more
effective policy interventions to that end.

For monitoring vulnerability of financial markets, there is a need to define
financial vulnerability. However, there is no universally accepted definition of what
constitutes financial vulnerability. In general, typical characteristics of financial
vulnerability include: (i) a significant deterioration in the public’s confidence in
financial institutions and markets, (ii) inability of the financial institutions to perform
their core functions effectively, and (iii) significant economy wide spillover effects of
the financial vulnerability.

Monitoring financial markets will involve detection of significant fragilities within
the financial system which, in turn, may destabilize the financial system. This will also
involve detection of potential disturbances emerging from outside the banking system.
In this regard, there is a need to devise an appropriate early warning system for early
detection of vulnerability of the financial system of a country. Leading indicator
approach to monitoring financial vulnerability can be used in predicting turning points
of vulnerability of financial system of a country. This approach is very useful because
(i) early detection and timely recognition of financial vulnerability will allow
policymakers to trigger preemptive policy measures to counter the vulnerability,




financial supervisors to formulate and implement corrective measures, and
businesses to adjust their business strategies; (ii) these indicators can give early
warning signals which could not be obtained for standard macroeconomic models;
and (iii) these are reliable and inexpensive forecasting tools.

Objectives and Scope

In order to develop measures of financial sector vulnerability and methods to
analyze them, there is a need to develop appropriate indicators. However, there is no
universally accepted set of indicators for monitoring financial markets. International
Monetary Fund (IMF) has introduced Financial soundness indicators (FSIs) which are
defined to be indicators compiled to monitor the health and soundness of financial
institutions and markets, and of their corporate and household counterparts. FSls
include both aggregated microprudential indicators of the health of financial
institutions and indicators that are representative of markets in which financial
institutions operate. FSls include indicators of the health of major clients of financial
institutions, such as corporate and household sectors. On the other hand,
Macroprudential indicators(MPIs) are relatively broad set of indicators. MPIs include
both FSlIs and other indicators, such as macroeconomic variables related to financial
system vulnerabilty that support the assessment and monitoring of the strengths and
vulnerabilities of financial systems, notably macroeconomic indicators(IMF, 2002).

The identification of an appropriate set of country-specific MPls which are best
suited to signaling a perilous financial or economic situation prior to a financial crisis
will be useful the assessment and monitoring of the strengths and vulnerabilities of
financial systems.

The Asian Development Bank (ADB), through a technical assistance project
(RETA 5869), undertook the development of a system of commonly agreed MPI for
selected developing member countries, namely Fiji, Indonesia, the Philippines,
Thailand, Viet Nam, and Taiwan, Province of China. The main objectives of the
project were to (i) identify and compile a set of FSI that can be used to monitor the
asset and financial markets; (ii) strengthen the institutional capacity of central banks
of the selected countries in compiling and analyzing relevant indicators for crisis
monitoring; and (iii) to facilitate cross country comparisons of economic and financial
vulnerability.

During the ADB’s technical assistance project’'s inception workshop, six
participating countries, namely Fiji, Indonesia, the Philippines, Thailand, Viet Nam,
and Taiwan, Province of China, in consultation with representatives from International
Monetary Fund (IMF), Bank for International Settlements (BIS), Deutsche
Bundesbank, Bank of Japan, Bank of Korea, Australian Bureau of Statistics, United
Nations Economic and Social Commission for Asia and the Pacific (UNESCAP), and
ADB identified a set of 67 commonly agreed MPIs together with 43 additional MPIs
with the following subsets of indicators:

External Debt and Financial Flows (8 indicators);
Money and Credit (17 indicators);

Banking (14 indicators);

Interest Rates (12 indicators);



e)
f)
9)

Stock Markets and Bonds (9 indicators);

Trade, Exchange Rate and International Reserve (10 indicators); and
Business Survey Data (9 indicators): mainly manufacturing but also
Construction, Retail and Wholesale Trade and Services.

Bhattacharyay (2001) discussed the above indicators in detail.

The development of a system of commonly agreed ADB MPIs and additional
country-specific MPls in the Asia-Pacific region will facilitate monitoring economic and
financial vulnerability of individual country as well as cross-country comparisons.
However, there is a need for identifying a smaller and more operationally useful “core
set” of indicators for properly periodic monitoring the financial system. This core set
should have the following desirable characteristics: (i) These indicators should be
leading or at least coincident indicators which will have early warning capability in
order to prevent crisis; and (ii) For the short-term monitoring, the frequency of the
availability of indicator should be monthly or quarterly.

Based on the above ADB MPIs, this study will propose a macro-prudential
leading indicators framework for selected Asia-Pacific countries that could give early
warning signals of vulnerability of financial markets, and support regular economic
and financial monitoring. A literature review of leading MPI indicator framework
proposed by academicians, researchers and supervisory organizations as well as
international and regional organizations such as IMF and ADB, and studies on
leading MPIs will be presented.

This paper will also present MPI/FSls that have been used by selected
developed and developing countries. This study will evaluate the performance of the
above leading indicators for some countries in the Asia-Pacific region and propose an
approach to analyze and interpret these leading indicators. A time-series analysis,
namely, volatility and correlation analysis on the quarterly and an annual data (1994-
2002) for leading indicators of Thailand will be performed to study the relationship
among these indicators and their statistical behavior. This will help in further
streamlining the core set of indicators and to propose a framework to construct a
composite indicator based on correlation analysis and constructing threshold or
benchmark for individual series based on volatility analysis. This is to be noted that
the objective of this framework is not to predict crisis but to provide early warning for
vulnerability. However, these indicators could be used for predicting crises using a
suitable quantitative technique.

Macroprudential Indicators

The MPIs are a broad set of indicators that reflect the vulnerability of the financial
and real economic systems to shocks. The importance of MPIs in any analysis,
especially those carried out under a policy framework on vulnerability analysis, cannot
be overemphasized in light of the extensive damage that currency, banking and
financial crises could inflict on the economy.

The development of the MPI is rather recent, as indicated earlier. The tools that
are utilized to quantify and qualify the soundness and vulnerabilities of the financial
system are varied and can potentially be made as complex or sophisticated as



needed. Depending on the complexity, the operation of a monitoring system
demands resources and technical expertise. The IMF, for instance, uses aggregated
microprudential data to assess the current health of financial institutions. In addition,
for their own monitoring purposes, the IMF employs stress tests and scenario
analysis to determine the sensitivity of the financial system to macroeconomic
shocks, most importantly as part of the IMF’'s comprehensive financial sector stability
assessments (FSSAs) of its member countries, and increasingly in its routine
surveillance (IMF, 2001a). Of course, the more sophisticated the system, the more
costly it is to monitor and conduct macroprudential analysis or operate early warning
systems.

The effectiveness of the monitoring system should be evaluated according to the
purpose with which they are designed. For instance, EWS can be evaluated on their
record in predicting a crisis. Leading indicators, such as the Conference Board, on the
other hand, can be assessed on their ability to pick up turning points in the business
cycle. The IMF MPI analysis will be evaluated on how well it can track the
vulnerability of financial system as well as how it can effectively disseminate the
information to economic agents in the pursuit of better disclosure. Despite the
increasing interest in more complex techniques employed in deploying monitoring and
early warning systems(see Berg and Pattillo, 1999 for a review), it should be borne in
mind that there are at least two aspects in monitoring—the technical identification and
interpretation of the indicators. It is thus important not only to define the purposes to
which the indicators are to be used as but also the analytical framework within which
they are to be interpreted.

The ADB MPIs, on the other hand, are a set of commonly agreed MPls, among
participating countries in RETA 5869, used for monitoring the soundness of the
economy, particularly the asset and financial markets. For monitoring the current
health or soundness of the asset and financial markets, national authorities or market
players can compare the ADB MPIs with certain thresholds or benchmarks. These
benchmarks can be generated from historical data or could be provided as standards
by international financial institutions. More sophisticated forms of EWS could be set
up by individual countries using the ADB MPIs and other statistics which satisfy their
specific needs. Although the MPIs are not comparable across countries due to
differences in their definition, or in data availability or accounting/compilation
standards, it is still instructive to contrast the patterns of the MPIs of crisis affected
countries with those of countries that did not suffer from a similar turmoil. The ADB
MPIs will aid the aforementioned efforts by providing readily available and updated
sets of MPIs across participating member countries. The availability of the MPI could
initially form the basis of a peer review process, which could be further refined and
formalized as the practice is carried out.

The IMF Framework for MPI Analysis

Since the advent of the Asian crisis in 1997, IMF has collaborated with national
authorities and other international financial institutions in developing MPIs (which the
IMF now refers to as financial soundness indicators) and formulating methods in
analyzing these indicators of financial soundness. This interest was stimulated, in
general, by the rethinking over the effectiveness of mode of IMF surveillance prior to
the Asian crisis. Indeed, the fact that the Asian crisis was largely unanticipated has
exposed the gaps in surveillance systems on the national, regional, and global levels,



including within the IMF’s bilateral and global surveillance systems. As part of the
response, the IMF has worked to create a new Architecture of the Global Financial
System, which incorporates more enhanced monitoring and early warning processes,
as well as to create strong public disclosure and public information requirements in
the design of the New Financial Architecture. In particular, IMF has started to include
financial sector surveillance as a core activity, to enhance traditional IMF bilateral
surveillance, which during the pre-crisis period, tended to concentrate on
macroeconomic policies and balance of payments, and paid lesser attention to issues
such as the consequences of financial liberalization, maturity mismatches, build-up of
fragility in the financial system, and other capital account issues (UN ESCAP, 2000).
These aforementioned issues have been at the core of the loss of confidence in the
region during the crisis. Since then the IMF has been working on a series of initiatives
to enhance its ability to assess the strength and weaknesses of financial systems and
develop the analytical and procedural tools to perform this task. Among these
initiatives are the ongoing efforts to develop and use MPIs. This section outlines the
IMF framework for MPI analysis as reported in IMF (2001a).

The IMF considers macroprudential analysis as a key element in designing a
policy framework on vulnerability analysis. While the focus is the soundness or health
of the financial system, it also incorporates general macroeconomic analysis as well
as structural analysis to supplement the assessment of the financial system. Among
the major components in macroprudential analysis is the specification of MPIs, which
are indicators needed in producing reliable assessments of the strengths and
vulnerabilities of financial systems, and the encouragement of enhanced disclosure of
financial indicators to the markets (IMF, 2001a). Moreover, MPIs are an integral part
of the FSSAs, in which they provide inputs to stress testing exercises, and will be
increasingly integrated into the regular IMF surveillance of economies whenever
major financial sector issues are to be analyzed. One can note that the objectives of
macroprudential analysis directly address the two major causes of the crisis—the
weakness in the financial sector which was largely undetected and the destabilizing
capital flows owing to abrupt shifts of investor sentiments. Thus, timely and
appropriate information is a very key element in the process.

IMF MPls

The set of MPIs is the statistical building block of macroprudential analysis. It
needs be appreciated that in an increasingly complex and integrated global setting,
there are myriads of channels where the banking or financial sector can be affected.
For example, domestic variables such as credit growth as well as international ones,
such as world interest rates, could have an impact on the health of the banking or
financial system. Hence, there are potentially numerous indicators that can be
collected. In addition, structural issues such as ownership structure and concentration
could also affect the robustness of the financial system. Furthermore, there are
different levels of analysis that can be conducted and each type calls for different
MPIs. For instance, macroprudential analysis focuses on the system wide health and
stability whereas microprudential analysis deals with conditions of individual financial
institutions (Crockett, 2000).

Given the aforementioned considerations, IMF has adopted a small “core set” of
MPIs, which includes mainly aggregated microeconomic indicators of the health of the
financial institutions and indicators of the health of the major clients of financial



institutions. Furthermore, the coverage of the MPI also extend to indicators of key
developments in markets in which financial institutions operate such as real estate
markets. Because of the increasing interdependence of the different sectors in an
economy and between economies, the set of MPIs should be comprehensive. IMF’s
initial list of MPIs has three main groupings—aggregated microprudential indicators,
macroeconomic indicators and market-based indicators—to reflect the health of
financial institutions and the broader extent of systemic soundness of the financial
system.

The aggregated microprudential indicators mainly adopt the CAMELS?
framework, which is comprised of six groups of indicators reflecting the health of
financial institutions: Capital adequacy, Asset quality, Management soundness,
Earnings, Liquidity, and Sensitivity to market risk. The macroeconomic indicators are
the indicators of soundness in the banking sector and forms an integral part of
banking supervision (IMF, 2001a). In addition, the macroeconomic variables reflect
the overall economic activity and the vulnerability of the economy to shocks
particularly to currency crises and capital flow reversals (Evans et al, 2000). The
market-based indicators, on the other hand, incorporate information such as interest
rate spreads, not found in the CAMELS, but have a bearing on market or foreign
exchange risk of a particular country. Table 1 reports the MPIs under development in
the IMF. There has been further development of the indicators as exhibited in Table
1. IMF introduced FSls, details of which are presented in Tables 2 and 3.

Table 1: Initial List of Macroprudential Indicators

Aggregated Microprudential Indicators

Macroeconomic Indicators

Capital adequacy
Aggregated capital ratios
Frequency distribution of capital ratios

Asset quality

(a) Lending institution
Sectoral credit concentration
Foreign currency-denominated lending
Nonperforming loans and provisions
Loans to loss-making public sector
entities
Risk profile of assets
Connected lending
Leverage ratios

(b) Borrowing entity

Debt-equity ratios

Corporate profitability

Other indicators of corporate
conditions

Household indebtedness
Management soundness

Economic growth
Aggregate growth rates
Sectoral slumps

Balance of payments
Current account deficit
Foreign exchange reserve adequacy
External debt (including maturity structure)
Terms of trade
Composition and maturity of capital flows
Inflation
Volatility in inflation interest and exchange
Rates

Volatility in interest and exchange rates
Level of domestic real interest rates
Exchange rate sustainability
Exchange rate guarantees

Lending and asset price booms
Lending booms
Asset price booms

2 CAMELS is an acronym for six categories of bank performance: capital adequacy, asset quality,
management, earnings and liquidity, and sensitivity to market risk.



Expense ratios

Earnings per employee

Growth in the number of financial
institutions
Earnings/profitability

Return on assets

Return on equity

Income and expense ratios

Structural profitability indicators
Liquidity

Central bank credit to financial
institutions

Deposits in relation to monetary
aggregates

Loans-to-deposits ratios

Maturity structure of assets and
liabilities/

Liquid asset ratios

Measures of secondary market
liquidity

Indicators of segmentation of the
money market
Sensitivity to market risk

Foreign exchange risk

Interest rate risk

Equity price risk

Commodity price risk

Contagion effects
Financial market correlation
Trade spillovers
Other factors
Directed lending and investment
Government recourse to the banking
system
Arrears in the economy

Market-based indicators

Market price of financial instruments, incl.
Equity

Indicators of excess yields

Credit ratings

Sovereign yield spreads

Source: Evans, O., Leone, A, Gill, M. and Hilbers, P., “Macroprudential Indicators of Financial System

Soundness”, IMF Occasional Paper, 192, IMF, 2000.

While a broad array of MPIs could give a comprehensive assessment of the
financial system, oftentimes the process of collecting and interpreting indicators can be
tedious and time consuming. The September 1999 consultative meeting also called for a
core set of indicators but was not in favor of using composite indicators for these would
be overly simplistic and could be misleading. For this reason, IMF is considering a
smaller set of MPIs, which are more useful and convenient for periodic monitoring. The
core set comprises 15 indicators for the banking system that are found to be highly
useful for monitoring, compilation and dissemination efforts by national authorities (IMF,
2001b).The core set focuses on the banking sector and covers the main categories of
bank risk following the CAMELS framework in bank supervision. The IMF core set of FSI

is reported in Table 2.



Table 2: Core Set of IMF FSIs For Deposit Taking Institutions

Capital Adequacy

Asset quality

Earnings and profitability

Liquidity

Regulatory capital to risk-weighted assets
Regulatory Tier | capital to risk-weighted assets

Non-performing loans to total gross loans
Non-performing loans to net of provisions to capital
Sectoral distribution of loans to total loans

Large exposures to capital

Return on assets (net income to average total assets)
Return on equity (net income to average equity)
Interest margin to gross income

Noninterest expenses to gross income

Liquid assets to total assets (liquid asset ratio)
Liquid assets to short-term liabilities

Sensitivity to market risk

Duration of assets
Duration of liabilities
Net open position in foreign exchange to capital

Source: Sundararajan, V., et.

al.,“Financial Soundness Indicators: Analytical Aspects and Country

Practices”, IMF Occasional Paper No. 212, 2002.

In addition, the IMF selected a set of encouraged indicators, consisting of
additional indicators for the banking sector, as well as indicators for the non-bank
financial sector, the corporate and household sectors, and real estate markets. It is
reported in Table 3. The provision of an encouraged set of MPI in addition to the core
set, is designed to provide a degree of flexibility in the section of relevant indicators that

takes into account the country specific features of financial systems.

Table 3: Encouraged Set of FSls for Deposit Taking Institutions

Deposit-taking institutions

Market liquidity

Non-bank financial institutions

Corporate sector

Capital to assets

Geographical distribution of loans to total loans

Gross asset position in financial derivatives to capital
Gross liability position in financial derivatives to capital
Trading and foreign exchange gains (losses) to total income
Personnel expenses to noninterest expenses

Spread between reference lending and deposit rates
Spread between highest and lowest interbank rate
Customer deposits to total (non-interbank) loans

Foreign currency-denominated loans to total loans
Foreign currency-denominated liabilities to total liabilities
Net open position in equities to capital

Average bid-ask spread in the securities market 1/
Average daily turnover ratio in the securities market 1/

Assets to total financial system assets
Assets to GDP

Total debt to equity

Return on equity (earnings before interest and taxes to average

equity)

Earnings before interest and taxes to interest and principal
expenses

Corporate net foreign exchange exposure to equity
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Number of applications for protection from creditors

Households Household debt to GDP
Household debt service and principal payments to income

Real estate markets Real estate prices
Residential real estate loans to total loans
Commercial real estate loans to total loans

1/ Or in other markets that are most relevant to bank liquidity, such as domestic foreign exchange markets.
Source: Sundararajan, V., et. al.,“Financial Soundness Indicators: Analytical Aspects and Country Practices”,
IMF Occasional Paper No. 212, 2002.

Macroprudential Analysis

As mentioned earlier, work on analyzing the MPIs is, like the identification of the
MPIs, is still in the preliminary stage. Some of the methods being explored include stress
testing and scenario playing, Value-at-Risk (VaR) models, and sectoral balance sheet
analysis. However, as echoed in the September 1999 Consultative Meeting of the IMF,
analyses of financial sector vulnerability cannot rely on quantitative indicators alone. It is
also important to consider qualitative elements s in the assessment of the vulnerability of
the financial sector, such as the institutional circumstances and legal framework (Evans
et. al., 2000).

Stress testing adds a dynamic element to the analysis of MPIs; that is, it gives
indication of the sensitivity or probability distribution of MPI outcomes in response to
different macroeconomic shocks and scenarios (IMF, 2001a). There is a range of stress
tests depending on the nature of the risk and nature of shocks. One risk model looks at
the impact of changes in a macroeconomic variable, such as general economic
slowdown, on the changes in indicators of bank exposure to credit risk, such as non-
performing loans (NPLs). The results of stress tests provide information on the elasticity
of a given MPI to macroeconomic shocks, and such a measure of sensitivity can itself be
used as an indicator of bank vulnerability to risk factors (IMF, 2001a).

Another approach in assessing the vulnerabilities of the financial sector is the
VaR Technique. It is a statistical measure of the maximum risk exposure given the
history of recent, large market changes. This approach assesses the vulnerability of the
banking system to unforeseen events by estimating the changes in the net worth of a
bank if prices of its assets, either on and off balance sheets, were to move in an
unfavorable trend. Though appealing, the VaR has demanding data requirements and
the required level of detail of the data make this approach practically suitable only to
individual institutions. Thus, VaR is rarely used in conducting aggregate soundness
analysis (IMF, 2001a).

Sectoral balance sheet analysis, on the other hand, is designed to assess
vulnerabilities in the financial system from stresses originating elsewhere in the
economy. Under this approach, national accounts are broken down into the sectoral
components of households, banking institutions, government, etc. By constructing the
specific asset and liabilities of each sector and identifying the sensitivity of the
components to changes in asset prices, or interest rates, specific points of vulnerability
can be picked up. One favorable feature of this framework is that it shows the linkages
among sectors that could transmit financial disturbances and could thus help identify
areas of buildup of financial stress across sectors and imbalances between asset and
liability exposures within each sector. Limitations of data, as well as inability to capture
off balance sheet items constrain the adoption of this approach.
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Leading Indicator Approach

The methodology used for early warning system can be classified into two broad
categories, namely (i) the leading indicator approach, and (ii) the discrete—dependent—
variable approach (logit and probit models). The former approach extracts early signals
from a set of financial soundness indicators (Kaminsky and Reinhart, 1999; Kaminsky,
Lizondo and Reinhart, 1998; Goldstein, Kaminsky and Reinhart, 2000). The latter
approach, on the other hand, utilizes logit and probit models (Frankel and Rose, 1996;
Eichengreen, Rose and Wyplosz, 1995; Berg and Pattillo, 1999; Schnatz (1998, 1999).
Bussierie and Frantzscher (2002) discussed the above methodologies in detail.
Kaminsky and Reinhart (1996) and Kaminsky, Lizondo and Reinhart (1998) pioneered
the leading indicators approach.

The leading indicator approach is traditionally used in predicting turning points of
business cycles primarily in industrialized countries. Since the 1997 Asian financial
crisis, this approach has been used as early warning systems of currency crisis. In this
approach, a set of financial vulnerability indicators is developed and these are
transformed into binary signals: When a particular indicator exceeds a critical threshold,
a signal is sent. For example, if the ratio of short-term debt to GDP (gross domestic
product) (expressed as a percentage) exceeds a given threshold, this given indicator
sends a red signal. The selection of an optimal threshold is very important. If a low
threshold is chosen, this indicator will send more signals over time. However, this will be
at the cost of more false alarms.

Davis (1999) presented various econometric studies used to examine which
financial and macroeconomic developments are closely linked to the incidence of
systemic banking crises. Among these studies, Hardy and Pazarbasioglu (1998)
attempted to identify leading indicators using lagged variables in a multivariate logit
models. The analysis was based on a comparable set of indicators belonging to 38
countries for the period 1980-1997. The results of the study showed that the banking
crisis is closely linked to the following variables:

A sharp decline in GDP growth;

Boom-bust cycles of inflation, credit expansion and capital inflows;
Increasing real interest rate;

An increasing incremental capital output ratio;

Decreasing bank deposits;

A significant fall in the real exchange rate;

Falling imports; and

An adverse terms-of-trade shock

Nl WN =

The leading indicators differ from countries in one region to those in another
regions. Asian distress had been preceded by credit growth and increasing foreign
liability, which measured the banking and corporate sector vulnerability.

Kaminsky and Reinhart (1996) studied 20 developed and developing countries
for the period 1970-1995 in order to identify macroeconomic leading indicators with
systematically different behavior during the period prior to banking and currency crises.
The following leading indicators were identified:
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A continuous sharp decline in GDP (recession);
Falling terms of trade;

Crashes in stock market; and

An increase in real exchange rates.

Ideal Set of Leading Indicators for Macroprudential Surveillance in Developed

Countries

Davis (1999) attempted to identify a broad ideal set of generic indicators derived
from the theory of financial instability and empirical studies of the incidence of financial
crises. These indicators are more suitable for developed countries due to unavailability
of some of these indicators in developing countries. These indicators can be broadly
classified as: (i) flow-of-funds indicators; (ii) financial prices; (ii) monetary data; (iii)
Indicators on banks; (iv) external financial indicators; (v) and overall macroeconomic
Indicators; and (vi) qualitative indicators. These indicators are presented below:

(i) Flow-of-funds Indicators:

Corporate and Household Sector Gross Indebtedness, relative to Income
(Sectoral Income or GDP) or Gross Financial or Total Assets:

1.

aoRrwN

No

Corporate and Household Deficits; (Private sector debt could be
estimated by the stock of bank lending to the non-bank private sector as a
proportion of GDP)

Corporate Debt Level;

Corporate Debt-Equity Ratio;

Household Debt Levels;

Measures of Income Gearing (Interest Payment as a proportion of
Income)

Total Assets of Banks relative to Non Bank Financial Institutions;

Growth of Lending to any individual market and to a given sector or
region;

Investment Pattern of Institutional Investors

8.

9.

The Balance between sources of corporate debt finance in Banking and
Bond Markets;
Maturity period of Debt (Short term or long term): Domestic and Foreign
(cross-border)

Banking Development

10. Growth of Banks’ Balance Sheets
11. Overall Capital Adequacy of Banking Sector

(ii) Financial Prices;

1.
2.

Overall Equity Prices (Stock Market Index);
Equity Prices Index for Financial Institutions;



(iii)

(V)

3.
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Commercial and Residential Property Price Index at National and
Regional levels (Index for share prices of property related companies as a
proxy)

Money Market and Bond Yield Spreads

4.

o

S©OoNO®

Corporate Bond Spreads (for domestic and international (such as Euro)
Bonds) over government bonds;

Spreads Bank Loan to Corporate over government bonds (for fixed rate)
and over interbank rates (for floating rate);

Bank Bond Spreads over Corporate Bonds;

3-month Certificate of Deposits (CD) Spreads

3-month Commercial Papers (CP) Spreads

Maturity Period of Debts;

. Deviation of indices on Equity, Bond and Foreign Exchange Markets from

Past Averages

Monetary Indicators

PONM~

Noo

Growth of Broad Money (M2 or M3);

Total Credit to the Non-Financial Sector

Velocity of Money (Ration of Nominal GDP to Money) and Credit;

Real Short-term Interest Rates (Interbank rate less the current rate of
Inflation);

Real Long-term Interest Rate;

Growth of Bank Assets (Total and by Subsector of Banks);

Regional and Industrial Sectoral Concentration of Bank loans;

Indicators on Banking and Financial Structures (Individual Bank Indicators)

Average, Distribution and Time Series of Individual Bank Data on:

1

2
3
4.
5.
6

7
8
9.
1

Capital Adequacy;

Margin (net income as a proportion of assets;

Liquidity in terms of maturity mismatch and currency mismatch;
Non-performing Loans in Proportion to Capitals;

Overall Return on Assets or Equity;

Profitability;

Whole Sale and Retail Funding;

The above indicators on Investment Banks and Hedge Fund;
Change in Number of Banks;

0. Change in Number of Foreign Banks;

External Financial Indicators

abrwon=

Current Account Deficit (as a proportion of GDP);

Real Exchange Rate;

Real Terms of Trade;

Foreign Exchange Reserve;

International Foreign Currency Lending- Its Maturity and Sectoral
Distribution;
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6. Capital Account Flows in Banking and Portfolio Forms;
7. Short-term Debt in Foreign Currency relative (as a proportion of Total
Domestic Debt and of Short-term Assets in Foreign Currency);
8. Direction of Trade Data- Correlation to other Countries at Risk.
(vi) Overall macroeconomic Indicators

1. Real GDP growth at National and Regional Levels and Forecasts;
2. Real Business Fixed Investment and Forecasts (Overall and Real Estate);
3. Inflation and Forecasts.

(vii)  Qualitative Indicators

1. Easing of Financial Regulation (Ratio of Broad Money to Narrow Money
as a proxy);

2. Recent Financial Innovations;

3. Current Monetary Regime and Its Sustainability;

4. Developments Reducing Entry Barrier to Markets (particularly
Technological Change);

5. Coverage of the Safety Net (notably Deposit Insurance or other Implicit or
Explicit Guarantee);

6. Potential Correlation Risks between Market Prices

7. Structure and Regulatory Features Limiting Contagion (such as, whether
interbank market rate is collateralized, whether payment system is net or
gross, regulations of over-the-counter (OTC) positions and perceptions of
the credibility of central banks and regulatory authorities);

8. Information Gathered from Operational Activities regarding potential for
“herding” and other risks.

Comparison with FSIs Used by Selected Developed and Developing Countries

IMF and World Bank jointly launched Financial Sector Assessment Program
(FSAP) in May 1999. The main objective of this program is to identify financial system
strengths and vulnerabilities and to help develop appropriate policy responses. In this
regard, IMF undertook Financial System Stability Assessments (FSSAs) in selected
countries. In this assessment, all analysis of the health of the banking sector is
performed based on the levels and trends in selected Financial Soundness Indicators
(FSIs), particularly in the areas of capital adequacy, asset quality, profitability, liquidity
and exposure to market risks together with the linkage between these indicators and
changes in the macroeconomic environment. According to the IMF study (Sundararajan,
et.al, 2002), the range of FSI used in FSSA varied somewhat among countries under the
assessment. However, the indicators utilized some adaption of the CAMELS framework.

The most commonly-used FSI in FSSA are presented below, in order of
frequency of use:

(i) Profitability indicators such as returns on assets and returns on equity,
interest margin ratios, and non-interest income and expenses ratios;

(ii) Asset quality indicators, notably non-performing loan (NPL) ratios and
provisions;
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(iii) Capital adequacy ratios, in particular the ratio of regulatory (Basel) capital
to risk-weighted assets;

(iv) Sensitivity to market risk indicators, notably open foreign exchange
exposures; and

(v) Liquidity ratios.

A comparative analysis between FSls used in a developed country, Canada and
a developing Asian country, India is presented below in Table 4. The analysis shows that
Canada uses several liquidity ratios which are not used by India for monitoring purpose.
On the other hand, India uses, capital to assets ratio, NPLs net of provisions ratio, non
interest expense ratio, and volatility liquidity ration which are not used by Canada.

The identification and use of FSIs by a country depends on many factors, such
as, (i) unavailability of raw data for compiling some indicators, (ii) supervisory,
accounting and statistical standards. Even if common indicators are used by countries
for monitoring, these indicators may not be comparable due to difference in prudential,
accounting and statistical standards.

Table 4. Comparison of FSIs used Canada and India

Financial Soundness Indicators Canada India

Capital adequacy

Regulatory capital to risk-weighted assets Used Used
Tier | capital to risk-weighted assets Used Used
Capital to assets Not used Used

Asset quality
(a) Lending Institutions

Loans (or credit) by sector Used Not Used
NPLs to gross loans (or to total assets) Used Used
Provisions (plus collateral values) to NPLs Used Used
Provisions to gross loans Used Not Used
NPLs net of provisions ratios Not Used Used
(b) Borrowing Institutions
Total debt to equity Used Not Used
Earnings
Return on average assets (ROA) Used Used
Return on average equity (ROE) Used Used
Interest margin ratios Used Used
Non-interest income ratios Used Used
Non-interest expenses ratios Not Used Used
Liquidity
Liquid asset ratios Used Not Used
Loans (or deposits) to total assets Used Not Used
Loans to deposits Used Not Used
Loans and/or deposits by currency Used Not Used
Volatility ratio Not Used Used

Sensitivity to market risks
Net open FX position Used Not Used
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Identification and Evaluation of Core Set of Leading ADB MPIs
Commonly Agreed ADB MPIs

The system of ADB MPIs can be classified into three categories, namely, (i)
aggregated microprudential indicators of health of individual financial institutions; (ii)
macroeconomic indicators concerning the health of financial sectors; and (iii) qualitative
business tendency survey indicators. The set is unique as it includes qualitative and
leading business tendency survey indicators as key elements. As these will be covered
more fully in a later chapter, the MPIs should have a clear theoretical link with the
vulnerability and soundness of the financial sector.

The agreed set of indicators is comprised of the core set (commonly agreed) and
some additional ones (specific to country needs). Table 5 reports the list of the 67
commonly agreed indicators.

Table 5: ADB Commonly Agreed Macroprudential Indicators

External Debt and Financial Flows

1. Total Debt’® (% of GDP)—ratio of total debt on nominal GDP.

a. of which public debt

b. of which private debt

Long-Term* Debt (% of total debt)—ratio of long-term debt to total debt.

Short-Term Debt (% of GDP)—ratio of short-term debt to nominal GDP.

Short-Term Debt (% of total debt)—ratio of short-term debt to total debt.

Foreign Direct Investment (% of GDP)—ratio of foreign direct (expressed as flows)
investment to nominal GDP.

Portfolio Investment (% of GDP)—ratio of portfolio investment (expressed as flows)
to nominal GDP

aRrwn

o

Money and Credit’

7. M1 Growth (%)—percent difference from previous period. M1 are liabilities of the
monetary system consisting of currency and demand deposits.

8. M2 Growth (%)—percent difference from previous period. M2 equals M1 plus quasi-
money.

9. Money Multiplier (Ratio)—ratio of M2 to money base. Money base is the sum of
currency in circulation, reserve requirement and excess reserves (with the central
bank).

10. M2 (% of International Reserves)—ratio of M2 to international reserves.

11. M2 (% of GDP)—ratio of M2 to nominal GDP.

12. M2 to international reserves growth-the growth rate of M2 over international
reserves.

% As defined in the World Bank, Global Development Finance 2000 on CD-ROM and categorization of
maturity according to the remaining maturity instead of original maturity.

4 As defined in the World Bank, Global Development Finance 2000 on CD-ROM.

5 Participants at the workshop agreed that these data could be drawn from the monetary statistics that
countries supply to the IMF for publication in International Financial Statistics.
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14.
15.

16.

17.
18.
19.
20.
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Quasi-money (% of GDP)—ratio of quasi money to nominal GDP.

Money Base Growth (%)—percent difference from previous period.

Central Bank Credit to the Banking System—Central Bank’s credit to the banking
system.

Growth of Domestic Credit (% )—percent difference from previous period. Consists of
net claims from central government, claims on official entities and state enterprises,
and claims of private enterprises and individuals.

Domestic Credit (% of GDP)—ratio of domestic credit to nominal GDP.

Credit to Public Sector (% of GDP)—ratio of credit to public sector to nominal GDP.
Credit to Private Sector (% of GDP)—ratio of credit to private sector to nominal GDP.
Capital Adequacy Ratio (%)—ratio of total capital to risk weighted assets (threshold
value is 8% meaning that the ratio should not be less than this value). Ratio of Tier 1
+ Tier 2 capital to risk weighted assets. Tier 1 capital includes issued and paid-up
share capital, non-cumulative preferred stock and disclosed reserves from post-tax
retained earnings. Tier 2 capital can include a range of other entities. These are
undisclosed reserves that passed through profit and loss account, conservatively
valued revaluation reserves, revaluation of equities held at historical cost (at a
discount), some hybrid instruments, general loan loss reserves (up to 1.25% of risk
weighted assets) and subordinated term debt.

. Liquidity Ratio (%)—The ratio of commercial banks’ liquid assets to total assets: a)

domestic liquid asset ratio and b) foreign liquid asset ratio.

Banking

22.

23.

24.
25.
26.
27.

28.
29.
30.
31.

32.

33.

Bank Capital (% of Total Assets)—ratio capital equity including reserves, profits and
loss to total assets.

Total Assets (% of GDP)—ratio of total assets (as in Monetary Survey without
interbank positions) to nominal GDP.

Growth of Total Assets (% )—percent growth from previous period.

Share of 3 Largest Banks (% of total asset)

Net Operating Profits (as % of period-average Assets)

Loan-Loss Provisions (% of Non-Performing Loan)—ratio of loan loss provision to
non-performing loans

Non-Performing Loans (% of total loan)—ratio of non-performing loans

Loans to the Key Economic Sector & (% of Total Loans)

Real Estate Loans (% of Total Loans)—ratio of real estate loans to total loans.

Total Loans (% of Total Deposits)—ratio of total loans to total deposits (i.e., demand
deposits, savings deposits and time deposits)

International liability from Banks with Maturities, Total (Mn US$)—total international
liability from commercial banks.

a. Short-term borrowing

b. Long-term borrowing—more than one year

International liability with Maturities, one year and less (Mn US$)—total international
liability from commercial banks.

Interest Rates (mean rate)

(In case of monthly data, average of daily rates; in case of quarterly data, monthly
averages are to be applied)

34.

Central Bank Lending Rate (a.o.p.)—average of period; rate at which the monetary
authorities lend or discount eligible paper for deposit money banks.
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36.

37.

38.

39.

40.

41.
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Commercial Bank Lending Rate (a.o.p.)/Prime Rate—average of period; ratio of
commercial bank lending rate to prime rate. Prime rate refers to the short and
medium term financing needs of the private sector.

Money Market Rate/Interbank Rate (a.o.p.)—average of period; rate at which short-
term borrowings are effected between financial institutions.

Short-term (3 mos.) Time Deposit Rates—interest rates of savings account held in a
financial institution for 3 months or with the understanding that the depositor can
withdraw only by giving a notice.

Long-term (12 mos.) Time Deposit Rates—interest rates of savings account held in a
financial institution for 12 months or with the understanding that the depositor can
withdraw only by giving a notice.

US$ (international market)/Domestic Real Deposit Interest Rate—unweighted
averages of offered rates quoted by at least 5 dealers early in the day for 3-month
certificates of deposit in the secondary market.

Bond/Treasury Bill Yield (short term)—yield to maturity of government bonds (short-
term)

Bond/Treasury Bill Yield (long term)-yield to maturity of government bonds (long-
term)

Stock Markets and Bonds

42.

43.

44,

45.

46.

47.

48.

Foreign Share in Trading (% of Total Volume of Trading)—proportion of foreign
share in trading to total volume of trading.

Share of 10 Top Stocks in Trading (% of Total Volume of Trading)—proportion of top
10 stocks in trading to total volume of trading.

Composite Stock Price Index (Capital City; in national currency unit)}—equity price
index of national capital city and expressed in national currency unit.

Composite Stock Price Index Growth (Capital City)—percent difference from
previous period of equity price index; end of period and based on national currency
unit.

Composite Stock Price Index (Capital City; in US$)—equity price index of national
capital city and expressed in US$.

Market Capitalization (% of GDP)—ratio of market capitalization to nominal GDP.
Market Capitalization refers to the total market value of stocks or shares.

Stock Price Earning Ratio

Trade Exchange and International Reserves

49.
50.
51.
52.
53.
54.
55.

56.

Export Growth (%)—export growth (FOB) percent difference from previous period.
Import Growth (% )—import growth (CIF) percent difference from previous period.
Trade Balance (Mn US$)—difference between exports (FOB) and imports (CIF)
Current account deficit/surplus (Mn US$)

Exchange Rate (average of period)—national currency unit to the US$

Exchange Rate (end of period)—national currency unit to the US$

Real Effective Exchange Rate—ratio of an index of the period average exchange
rate of a currency to a weighted geometric average of exchange rate for the
currencies of selected countries adjusted for relative movements in national prices of
the home country and the selected countries. Refers to the definition used in the
IMF, IFS series.

International Reserves (Mn US$)—international reserves include total reserves
minus gold plus gold national valuation.
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57. Growth of International Reserves (% )—percent difference from previous period.
58. International Reserves (% of imports)—ratio of international reserves to total imports.

Business Survey Data (Manufacturing, Construction, Trade, Services)

59. Assessment of Current Business Situation

60. Expectations on Business Situation in Next Months/Quarters
61. Limits to Business (Present Situation)

62. Stocks of Finished Products (Present Situation)

63. Assessment of Order Books

64. Selling Prices (Future Tendency)

65. Employment (Future Tendency)

66. Financial Situation (Present Situation)

67. Access to Credit (Present Situation)

A. Additional Indicators
External Debt and Financial Flows:

1. Short-Term Debt (% of foreign reserves)
2. Use of IMF credit (% of GDP)—ratio of IMF credit to nominal GDP

Money and Credit (these data can be drawn from IFS)

3. Growth of Currency in circulation (%)
4. M3 Growth—percent difference from previous period. M3 equals M2 plus liabilities of
other financial institutions.

Banking

5. Non-Performing Loans (% of Average Assets): simple average of assets over the
period

6. Loans to Commercial Real Estate Sector (% total loans)

7. Loans to Residential Real Estate (% total loans)

8. International liability from bank with Maturities, over 1 year and up to 2 years (Mn
US$)—total international liability from commercial banks.

9. International liability from bank with Maturities, over 2 years (Mn US$)—total
international liability from commercial banks.

10. International liability from bank with Maturities, unallocated (Mn US$)—total
international liability from commercial banks.

11. Gini coefficient of market shares of banks in terms of assets.

Interest Rates

12. Real Deposit Rate (3 mos.) (a.o.p.)— average of period; defined as the difference
between deposit and inflation rate.

13. Real Lending Rate (3 mos.) (a.0.p.)—average of period; defined as the difference
between commercial bank lending and inflation rate.

14. Real Lending Rate—Real Deposit Rate (each 3 mos.)—difference between
commercial bank lending rate and deposit rate.
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15. Real Lending Rate/Real Deposit Rate (each 3 mos.)—ratio of real lending rate to real
deposit rate.

Stock Markets and Bonds

16. Gini Coefficient of Market Share of Stocks in Trading — measure of concentration of
market capitalization (inequality of market share among the stocks traded during the
day). It is the ratio of the actual concentration of total value stocks among traded
companies to the maximum concentration.

where:

N +1
GiniC jent =
iniCoefficien N1 N(N 1 (zpaj

P.= is the rank of each company in the stock market counting
from the top in terms of stock assets or market capitalization

a. = stock asset of ith company
A = total asset or market capitalization of all securities
N= total number of companies listed

17. Turnover in stocks (as % of Market Capitalization)
18. Turnover in Bonds (as % Market Capitalization)
a. Volume of Government Bonds Traded
b. Volume of Corporate Bonds Traded
19. Turnover in Mutual Funds (as % Market Capitalization)
20. Foreign investment in stock by sector

Business Survey Data (Manufacturing, Construction, Trade, Services)

21. Production/Turnover (Present tendency)

22. Production/Turnover (Expected Tendency)

23. Capacity Utilization (Present Situation)

24. Credit Demand by Sector (only for Survey in Financial Sector)

Supervisory Surveys
25. Lending and Credit Standards of Financial Institutions
Additional Topics from IMF Indicator List

(For definition No. 20-38 see IMF Questionnaire)

26. Number of applications for protection from creditors

27. Corporate debt-equity ratio

28. Ratio of Corporate Post-Tax Profits to Equity

29. Ratio of Corporate Debt Service Costs to Gross Corporate Income
30. Corporate Net Foreign Currency Exposure

31. Ratio of Household Total Debt to GDP

32. Ratio of Household Mortgage Debt to GDP
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33. Household Debt Owed to Depository Corporations

34. Ratio of Household Debt Service Costs to Household Gross Income

35. Rate of Growth in Number of New Depository Corporations

36. Proportion of Institutions Having License Withdrawn

37. Spreads Between Reference Lending Rates and Reference Borrowing Rates

38. Spreads Between Depository Corporations' Securities and the Rate of Comparable
Treasury Securities

39. Spreads Between Depository Corporations' Subordinated Debt Securities and the
Rate for Comparable Treasury Securities

40. Distribution of 3-Month Local Currency Interbank Rates for Different Depository
Corporations

41. Average Interbank Bid-Ask Spread for 3-Month Local Currency Deposits

42. Average Maturity of Assets

Others
43. Real Estate Price Index and Its Growth Rate
identification of Core Set of Leading Indicators

Bhattacharyay and Nerb (2002) identified a core set of leading indicators that
could give early warning signals of vulnerability of financial markets, based on trend
analysis of the series of 67 commonly agreed MPIs compiled by selected Asian
countries under the above ADB project. Those indicators which exhibited conspicuous
behavior prior to 1997 Asian financial crisis are selected.

One of the main objectives of this exercise is to identify indicators which appear to
be particularly promising for financial and economic monitoring and which therefore
should be included in a core list of harmonized indicators at ADB. Although a broad and
exhaustive set of indicators could potentially give a more complete assessment of the
soundness of financial systems, they can be costly to compile and unwieldy to maintain
for the purpose of periodic monitoring. Hence, the workshops recommended that a
separate core set of MPIs of manageable size be kept and updated regularly. Apart from
this core set of indicators, there will be a number or series of special importance in some
countries but not in all.

As indicated earlier, one criterion for inclusion in the core set of MPIs is early
warning capacity. Hence, the MPI should be a leading indicator or at the very least, a
coincident one. For a short-term monitoring system, however, only indicators which are
available at least on a quarterly basis (even better on a monthly one) can be useful.
However, this requirement is not always fulfilled by many Asia-Pacific countries.

As the data series provided by the countries participating in RETA 5869 are not
very long (available only from 1995 onwards or even later) and are not always complete
over the whole time span, it may not be appropriate at this stage to apply formal
statistical methods like regression or factor analysis to identify the best candidates for a
harmonized set of core MPIs but to use in this first round graphical inspection of the
series. In a later stage, more formal statistical methods should be applied to identify the
exact informational content of those series and to use multivariate analysis to estimate
the joint impact of different subsets of indicators for explaining and forecasting banking
and currency crises.
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In choosing the core set of MPIs, the study applied trend analysis on the set of
indicators earlier identified to see how they were behaving prior to the 1997 Asian
financial crisis. According to this pragmatic approach, the following series have been
selected for the core set of ADB MPIs. In cases where a clear lead could not be
detected, this is labeled with coincident/leading. It appears at this stage that it is not
possible to give a range of the lead in months or weeks. For this purpose, observations
over a longer time span and the construction of a synthetic curve acting as reference
series to measure the lead against would be necessary. Table 6 presents the core set of
leading MPIs which are selected on the basis of trend analysis of commonly agreed
indicators.

Table 6: The Core Set of Leading MPIs

Type of Indicator Title Characteristics

Money and Credit

7. M1 Growth (in %) leading

8. M2 Growth (in %) leading

4. (additional) M3 Growth (in %) leading

15. Central Bank Credit To Banking System coincident/leading
16. Domestic Credit Growth (in %) coincident/leading
17. Domestic Credit Growth (in % of GDP) coincident/leading
19. Credit to Private Sector (in % of GDP) coincident/leading
Banking

26. Net Bank Profits (in % of Total Assets) leading

31. Total Bank Loans (in % of Total Deposits) leading

33. International Borrowings with Maturities leading

one year and less (Mn. US$)
6. (additional) Real Estate Loans leading

Interest Rates

36. Money Market Rate/Interbank Rate leading

Stock Markets and Bonds

44, Composite Stock Price Index leading
47. Market Capitalization (in % of GDP) leading
48. Stock Price Earning Ratio leading

Trade Exchange and International Reserves

55. Real Effective Exchange Rate coincident/leading
56. International Reserves leading
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Business Survey Results

59. Current Business Situation coincident/leading
60. Expected Business Situation

(next 6 months) coincident/leading
62. Stocks of Finished Products coincident/leading
65. Employment (Present Situation) coincident/leading
66. Financial Situation (Present Situation) coincident/leading

According to business cycle and economic indicator research, reliable indicators
(both coincident and leading) should not only have a sound statistical basis (e.g. broad
coverage, representative, no missing data), short delay in publication, limited ex-post
revisions, a good track record in the reference period, and importantly, a solid theoretical
foundation. Otherwise, there exists the problem of measurement without theory (“fishing
in the data”).

Evaluation: lllustrative Analysis of Interpreting Leading Indicators for
Financial Vulnerability

Any monitoring process, like the MPI analysis, has two main parts—one is
objective and the other, subjective. The objective element includes identification and
collection of the indicators while the subjective element comprises their interpretation.
Economic theory, along with empirical evidence of indicators anticipating crises drives
the process of identification of the indicators. The interpretation or analysis, on the other
hand, is conducted based on a framework derived from the literature on economic crises
and financial markets. In addition, quantitative analysis can be complemented by
qualitative assessments or value judgments. The task of developing MPls and
interpreting them present considerable challenges especially to policy makers. For policy
makers in developing countries, this challenge is all the more daunting because of the
relatively novel application of MPIs in developing country settings, more generally.

There are numerous ways of interpreting MPIs and as yet, there is no consensus
as to what constitutes an “optimal” system. The analysis or interpretation of MPIs could
be undertaken using methods of considerable complexity such as the VaR models.
Bernhill, Pappanagiotou, and Schumaker (2000) used VaR framework to measure
banks’ integrated market and credit risks. Alternatively, it is possible to use simple rules
of thumb (such as “safe” or prudent current account deficits or “reserves equivalent to
months of import cover”’) as benchmarks for assessing the vulnerability of economic and
financial systems. The choice of the analytical method will depend on the particular
objective of the process and the cost involved. Obviously, systems which try to track the
probability of a crisis tend to be more complex (and costly) than those that merely signal
indications of possible vulnerabilities. At present, no universal model exist which can
produce accurate probability of a crisis for any country.

Benchmark and norms play an important role in guiding interpretations of leading
MPIs. A benchmark can be constructed in various ways. Commonly used methods
include: (i) historical average of the MPIs (ii) use benchmark of other countries at similar
levels of financial and economic development (iii) cross country comparisons (iv)
benchmark constructed from econometric or statistical studies, and (iv) prudential limit
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stipulated by financial institutions or markets supervisory authorities at the aggregated
levels.

A natural starting point for interpreting MPls is to construct simple benchmarks,
which signify the critical levels of vulnerabilities in the financial and economic systems. In
principle, once MPIs cross the benchmark, a signal is emitted that alerts policymakers to
look more closely or to investigate possible stresses in the financial or economic
systems. Again, the choice or level of benchmark is determined by the objective of the
model used as well as the availability of good quality data. For example, early warning
systems that use composite indicators (Kaminsky, 1998, for example) tend to use more
sophisticated methods of computing for the benchmarks. On the other hand, simpler
models such as Salvatore (1999) employ conventional standards or “rules of thumb” as
benchmarks.

Determining the appropriate benchmark or critical factor is very much a matter of
policy judgment considering that policy makers have to weigh the tradeoffs involved. To
illustrate, a lax benchmark permits stresses to develop to unsustainable levels before
policy makers are made aware of the need to implement crisis-preventive measures.
Too tight benchmarks, on the other hand, may lead the monitoring system to emit too
many false signals that do not really warrant attention and perhaps erode faith in the
usefulness of warning indicators. In the final analysis, the choice of the benchmark will
depend on the degree of accuracy that the users expect from the monitoring system.

An attempt will be made in this section to illustrate the use of simple benchmarks

in interpreting the MPIs for selected countries that participated in ADB’s project: RETA
5869. The objective of the exercise is to use the MPI system in detecting indications (not
probabilities) of vulnerabilities in the economic and financial systems. Hence, The ADB
MPI analysis does not make claims on crisis prediction. The objective is to give a “first
pass” alert signal to the respective authorities when MPIs deviate from what is
considered “normal” levels. Neither is the ADB MPI analysis geared to generate
composite indicators or a single “vulnerability” or “crisis” index. Because the ADB MPI
analysis is aimed to give a general indication rather than a strict probability of crisis, as a
first approximation the benchmarks employed are determined as simple averages of the
MPIs available during the pre-crisis period. On occasion, this procedure generates
“benchmark” levels that appear extreme or “imprudent”. These cases are noted in the
text, and some a priori more prudent levels are suggested. Besides, the analysis should
not be determined solely by the application of MPI, but has to be complemented by
gualitative assessments.

The most significant limitation in interpreting the ADB MPIs is the short data
span—which covers only the period 1994 to 1999, and includes the structurally different
pre-crisis, crisis, and post-crisis periods. The second limitation pertains to the frequency
of the MPI, as only annual data are readily available from some of the participating
RETA countries. Hence, the benchmarks constructed are rather simple and merely
illustrative.

In identifying the benchmarks of the ADB MPIs, recourse has been made on
known information on episodes of crisis. In this illustrative case, the five-year range is
divided into three segments: (i) the pre-crisis period (1994—1995), (ii) the crisis period
(1996-1997), and (iii) the post-crisis period (1998-1999). Alternatively, a ceiling can be
calculated as the average of the values of the MPIs over the three periods. As the data
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series provided by the countries participating in RETA 5869 are not very long and are
not always complete over the whole time span, it is not appropriate at this stage to apply
formal statistical methods like regression or factor analysis to identify the best
candidates for a harmonized set of core MPIs but to use in this first round graphical
inspection of the series.

The Bhattacharyay and Nerb (2002) identified 22 MPIs that appear to be suitable
leading indicators. The analysis of this set of 22 core leading indicators is presented in
the following sections. Due to the lack of required data, the analysis on Viet Nam is not
included.

lllustrative Interpretation
Money and Credit

It is observed that a rapid growth of money and credit usually precede financial
and currency crises. One view is that too rapid a growth in money and credit may lead to
uncontrollable inflation, loss of international reserves, and ultimately, the demise of the
currency regime (Krugman, 1979). Another view is that excessive money and credit
growth, in light of an underdeveloped banking system, may easily lead to speculative
and unproductive investments—such as real estate ventures in Thailand—that could
eventually strain the financial sector of an economy (Moreno, 1998). The next section
attempts to illustrate the behavior of the MPlIs reflecting money and growth with the crisis
episode. The objective is to analyze the movement of the monetary and credit MPIs prior
to the crisis in order to get a rough indication of whether the specified indicators are
indeed leading.

M1 Growth

Figure 1 plots M1 annual growth rates across five member countries, namely,

Fiji, Indonesia, Philippines, Taipei, China and Thailand. A visual inspection of the graph
indicates that the behavior of M1 growth prior to crisis appear to conform to theory for
Thailand and the Philippines. Prior to the outbreak of the crisis, there is some indication
that M1 growth rates in both the Philippines and Thailand were relatively high. However,
these growth rates were followed by the sudden increase in M1 growth after the crisis.
Of course, this behavior may simply be due to the up-tick of consumer spending
following the low consumption levels during the crisis years, or a scale effect. The
behavior of M1 growth rate for Indonesia, however, does not seem to fit with the patterns
observed with the Philippines and Thailand.

M1 surged on two occasions, during the pre-crisis period and during the post-
crisis period. A correction was made during the crisis period. Hence, based on the
patterns of M1 growth for the participating countries, it is not easy to determine the
benchmarks of critical levels.
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Table 7: M1 Growth Across Countries (year-on-year)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji -4.78 12.25 10.61 -2.41 10.92 40.60 -14.50
Indonesia 21.66 22.24 29.17 23.16 30.13
Philippines 13.50 21.70 20.02 16.38 8.98 40.00
Taipei, China 0.74 8.24 11.37 2.87 14.08
Thailand 12.10 9.10 1.20 3.00 30.10 -8.60

Sources: Country Metadata and ADB Website

M2 Growth

The analysis for M2 follows closely that of M1. For the Philippines and Thailand,
there is an indication of relatively high M2 growth rate prior to the crisis of 1997 albeit not
as conspicuous as theoretically expected. Indonesia’s M2 growth rate showed a marked
increase in 1998, seemingly at odds with the theory that money supply usually peaks
prior to a crisis. Hence, M2 may not be a suitable leading indicator for financial
vulnerability in Indonesia as it is for the Philippines and Thailand.

It may be possible to adopt a crude benchmark for M2 growth for both the
Philippines and Thailand by using the average growth rates of M2 in the period prior to
the crisis. For the Philippines and Thailand, the ceilings are 20.54 percent and 14.80
percent (Table 8), respectively, which seems imprudently high. If M2 growth rates reach
these levels, there is a need to look closer into the extent of vulnerability of the real and

the financial systems.

Figure 1: M1 Growth (y-o-y % change)
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Figure 2: M2 Growth (y-o-y % change)
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Table 8: M2 Growth Across Countries (year-on-year)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji 2.97 4.73 -2.36 -8.72 -0.35 14.20 -2.09
Indonesia 29.64 23.22 62.35 11.92 15.60
Philippines 26.76 25.24 15.83 20.48 8.02 19.28
Taipei, China 9.45 9.55 8.03 9.04 7.08
Thailand 17.00 12.60 16.40 9.50 2.10 3.70

Sources: Country Metadata and ADB Website

M3 Growth

Consistent with the above findings, the behavior of M3 in the Philippines and
Thailand generally conforms to expected behavior (see Figure 3). M3 growth rates in
both economies were conspicuously high prior to the episode of 1997-1998. Again,
following earlier procedures, the illustrative country-specific pre-crisis growth rates for
M3 growth in the Philippines and Thailand are 20.54 percent and 15.90 percent (see

Table 9), respectively.
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Figure 3: M3 Growth (y-0-y % change)
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Table 9: M3 Growth (year-on-year percent growth)
Country 1994 1995 1996 1997 1998 1999 2000 Average for
1994-1995
Philippines 26.50 25.31 15.76 20.95 7.37 19.27 20.54
Taipei, China
Thailand 19.60 12.20 2.50 8.90 160  4.40 15.90

Sources: Country Metadata and ADB Website

Central Bank Credit to Banking System

A large increase in central bank credit to banks and other Fls often reflects an
attempt by the authorities to address severe illiquidity in the banking system. If the
condition of illiquidity ceases to be isolated to a particular bank but has become
systemic, it is possible for the illiquidity condition to deteriorate into a solvency issue.
Thus, this indicator should, as empirical evidence has proved, be viewed as a short
leading or coincident indicator. The following figures are the graphs of central bank credit
to banking system across Fiji, Indonesia, Philippines, Taipei, China and Thailand. For
the affected economies, the variable is in accord with theory. However, based on the
given data, it is not possible to establish a common benchmark since this indicator is
expressed in different units for each economy. Alternative specifications may include
central bank credit to banking sector as a percentage of GDP to reflect the relative
magnitude or scale of credit. Nevertheless, an analysis of the behavior of central bank
credit across time could be useful.
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Assuming that the pre-crisis period average of this variable is the norm, it is
reasonable to use this as a benchmark. If central bank credit to the banking system is a
short leading/coincident indicator in which the behavior of this variable is expected to be
abnormal only within a short period prior that represents the run up to the period of
extreme vulnerability.

Figure 4: Fiji Central Bank Credit to Banking System
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Figure 5: Indonesia Central Bank Credit to Banking System
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Figure 6: Philippines Central Bank Credit to Banking System
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Figure 7: Taipei, China Central Bank Credit to Banking System
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Table 10: M2 Growth Across Countries (year-on-year)

Country 1994 1995 1996 1997 1998 1999 2000

Fiji (B Fiji $) 20.15 20.25 0.00 0.00 0.00 0.00 0.00
Indonesia

B Rupiah) 20600.00 24957.00 26912.00 26308.00 18576.00
Philippines

(M US$) 10691.10 13511.00 14104.30 34430.40 31691.80 26859.00

Taipei, China

B US$) 15.33 15.98 12.46 14.65 16.16

Thailand

(B Baht) 31.50 26.50 276.30 139.60 78.90 122.30

Sources: Country Metadata and ADB Website

Figure 8: Thailand Central Bank Credit to Banking System
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Domestic Credit Growth

It is observed that crises are often preceded by high domestic credit growth. This
behavior is graphically evident for Indonesia, the Philippines and Thailand (see Figure
9). For this reason, domestic credit growth may be a useful indicator in picking up points
of increasing vulnerability. Again, as with the monetary aggregates, the pre-crisis period
average can serve as a ceiling or threshold. Following this procedure yields the
illustrative thresholds for Indonesia, the Philippines and Thailand as, 23%, 35% and
18%, respectively, all of which seem excessively high to serve as warning levels. In
contrast, the unaffected economies in the sample—Fiji and Taipei, China—did not
experience domestic credit growth as rapid as the affected economies.
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Table 11: Domestic Credit Growth (%)

Country 1994 1995 1996 1997 1998 1999 2000

Fiji 4.05 1.17 3.93 -10.12 3.76 4.29 5.74
Indonesia 23.01 42.05 28.71 23.96 25.45
Philippines 20.45 31.95 39.09 27.53 -2.73 2.83
Taipei, China 10.45 7.86 8.53 7.86 3.40
Thailand 23.53 13.74 30.10 -3.30 -4.02 -7.40

Sources: Country Metadata and Authors’ Calculations

Figure 9: Domestic Credit Growth (y-0-y % change)

50.00

40.00 //\

30.00 /
/ /\ —Fiji
€ 20.00 Indonesia
% \/ \ Philippines
a 10.00 Taipei, China
\/\ X(——/ — Thailand
0.00 ‘
1994 1995 1996 1997 \W\ZOOO
-10.00
-20.00

Domestic Credit (% of GDP)

This variable is a variation of the preceding section. Because this MPI is
expressed as a ratio, it gives an indication of the relative magnitude or scale of the
increase in domestic credit in relation to the size of the economy.

A visual inspection of the behavior of this particular variable for the three affected
economies reveals that the MPI reflecting domestic credit in percent of GDP tends to be
a short leading or coincident indicator of periods of economic and financial vulnerability.
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Figure 10: Domestic Credit (in % of GDP)
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Table 13: Domestic Credit Growth (% of GDP)

Country 1994 1995 1996 1997 1998 1999 2000 Benchmark
Fiji 47.19 45.58 44 .57 39.09 37.82 35.82 40.64
Indonesia 63.08 76.48 83.52 67.99 73.45 80.00
Philippines 8.24 13.77 19.51 17.11 -1.96 1.77 18.31
Taipei, China
Thailand 108.17 11158 14158 140.22 13496 117.60 140.90

Sources: Country Metadata and ADB Website

As hindsight would suggest, domestic credit growth in percent of GDP reaching
the average magnitudes of the period just before and during the Asian crisis of 1997-98
signal financial sector weakness in the affected economies of Indonesia, the Philippines
and Thailand. For Indonesia, domestic credit as a percentage of GDP reached an
average of about 80 percent in 1997 and 1998. Thailand, on the other hand,
experienced an average figure of 140 percent during the same period. The
corresponding Philippine figures were more moderate at 18 percent. One way of
interpreting these figures is to consider them as the limits, as determined historically,
beyond which the vulnerability degenerates rapidly into a possible crisis.

Credit to Private Sector (% of GDP)

One feature of the recent Asian crisis was that the excessive money and credit
expansion was directed mainly towards private sector borrowing (or borrowing) instead
of financing public deficits. As a consequence, credit to private sector in percent of GDP
should also be monitored. As a graphical analysis shows, this variable moves in tandem
with domestic credit in percent of GDP.
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This variable in the pre-crisis period was at average levels of 70%, 15%, and
133% for Indonesia, the Philippines and Thailand, respectively. Again, in contrast, the
magnitude of this MPI in Fiji, an unaffected country, is very moderate compared to the
aforementioned benchmarks.

Figure 11: Credit to Private Sector (in % of GDP)
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Table 14: Credit To Private Sector (% of GDP)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji 40.59 39.87 39.30 33.37 32.91 31.87 34.27
Indonesia 61.60 67.78 73.86 21.92 23.21
Philippines 6.72 11.91 17.58 13.36 -1.64 -0.54

Taipei, China

Thailand 103.71 107.60 136.97 129.22  122.22 105.60

Sources: Country Metadata and ADB Website

Banking

The Asian crisis unmasked weaknesses in the banking systems in many of the
affected Asian economies. In combination with increasing money and credit, a weak and
poorly regulated banking system can easily lead to deterioration in the quality of credit. A
condition of over investment in unproductive sectors of the economy can be the outcome
of poor credit quality. Often times, the symptoms of a very liquid banking sector can be
excessively high net bank profits, loans, international borrowings and real estate loans.
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Net Bank Profits

Since Fiji, Indonesia and Thailand express net bank profits as a percent of
average assets as opposed to the Philippines where it is expressed as a ratio to total
assets, analysis will then be made separately. Drawing the relationship between net
bank profits and the extent of vulnerability of a financial system is not straightforward. On
one hand, since declining bank profits may compromise the viability of a bank, it can be
indicative of vulnerability. Thailand saw a deterioration of net bank profits as a percent of
average assets prior to the onset of the crisis in 1997. The plunge in profits for the
Indonesian banking system is a direct consequence of the widespread bank failures
owing to the currency crisis. On the other hand, for the Philippines, net bank profits
came from a high level prior to the crisis, and plunged down in the succeeding years.

Figure 12: Net Bank Profits (in % of average assets)
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Figure 13: Philippines Net Bank Profits (in % of total assets)
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Table 14: Net Bank Profits

Country 1994 1995 1997 1998 1999 2000
Fiji 0.48 2.82 1.40 1.90 2.05 1.64
Indonesia 1.37 -18.76 -6.14 1.01
Philippines 1.90 1.49 0.78 0.46
Taipei
Thailand 1.00 -2.05 -3.35 -1.80 -0.14

Sources: Country Metadata and ADB Website

Total Bank Loans (% of Total Deposits)

Across all the affected economies among the RETA participating countries, there
is the observation that the extent of net bank loans was probably excessive prior to the
outbreak of the crisis. Hence, this variable may prove to be a useful leading indicator of
financial and currency vulnerability. Indonesia’s total bank loans as percent of total
deposits was conspicuously higher during the pre-crisis years; the Philippines, although

to a lesser magnitude, shows the same trend.

It is logical to relate the positive relationship between total bank loans (as
percentage of total deposits) and extent of vulnerability of the financial system. The
historical record bears the fact that Indonesia could not sustain the pre-crisis average of
78 percent total bank loans to deposits. The corresponding levels for the Philippines and

Thailand were 105%t and 131%, respectively.
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Figure 14: Total Bank Loans (in % of total deposits)
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Table 15: Total Bank Loans (in % of total deposits)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji 80.52 74.91

Indonesia 78.31 86.38 72.39 26.03 30.52
Philippines 105.24  106.49  104.73 97.75 91.30

Taipei, China 93.17 92.51 93.44 93.02 89.11
Thailand 131.23  131.76  140.62 115.04  110.08  93.71

Sources: Country Metadata and ADB Website

International Borrowings with Maturities One Year and Less

Because of the different sizes of the economies in the sample, this variable, as
measured in absolute levels, cannot be compared across different economies.
Economies have different production capacities, financial sector development, and
hence, may differ in their demand for foreign borrowing. It necessarily follows that this
variable has to be analyzed on a country-specific basis.

For Indonesia and Thailand, international borrowings with maturities one year
and less were definitely at a high point prior to the 1997 crisis. In 1997, Indonesia’s
foreign borrowing was more than US$8.0 billion. The magnitude for Thailand is even
more dramatic; in 1995 its foreign borrowings was close to US$16.0 billion. With the
benefit of hindsight, short-term international borrowings (with maturities one year and
less) reaching these high levels may be a cause for alarm.

For the Philippines, the behavior of the variable is not as clear-cut compared to
the other economies. There appears to be little difference in the magnitudes of the short-
term international borrowings between the pre- and post-crisis periods.
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Million US$

Figure 15: Indonesia International Borrowings with Maturities One Year and Less
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Figure 16: Philippines International Borrowings with Maturities One Year and Less
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Figure 17: Thailand International Borrowings with Maturities One Year and
Less
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Figure 18: Real Estate Loans (in % of total loans)
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Table 16: International Borrowings with Maturities One Year and Less (Mn US$)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji

Indonesia 8573.42 4909.90 3553.77 805.64
Philippines 5584.00 6406.00 5016.00 4418.00

Taipei, China

Thailand 15541.46 13525.24 10776.80 5028.79 576.28 132.17

Sources: Country Metadata and ADB Website
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Real Estate Loans (% of Total Loans)

The banking sectors of the affected economies exhibited high levels of exposure
to real estate loans prior to the crisis. Peak magnitudes of real estate loans were 1997
for Indonesia and the Philippines and 1996 for Thailand.

Table 17: Real Estate Loans (% of Total Loans)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji 4.38 3.69

Indonesia 16.97 15.94 11.91 10.30
Philippines 13.22 13.51 12.05

Taipei, China 24.23 24.62 25.32 25.11 25.04

Thailand 20.17 19.72 17.62 17.03 16.11

Sources: Country Metadata and ADB Website

Interest Rates
Money Market Rate/Interbank Rate (Average of Period)

A sharp increase in this rate signals tight liquidity in the banking system, which
can worsen the incidence of Non Performing Loans (NPLs). In that sense, this indicator
can be said to be a leading indicator or possess an early warning characteristic
particularly for banking problems. Threshold levels for these values should be on a
country-specific basis as the magnitudes for interest rates show large variances across
economies.

With the exception of the Philippines, this variable or indicator is in accord with
theory, albeit with the indicator showing more of a coincident nature rather than leading.
Hence, monitoring this variable is useful in assessing the over-all health of the economy,
especially for Indonesia and Thailand.

Figure 19: Money Market Rate/Interbank Rate
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Table 18: Money Market Rate/Interbank Rate (Average of Period)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji

Indonesia 13.05 18.94 3945 1240 1230
Philippines 096 09 099 081 1.08  0.99

Taipei, China 6.04 515 667 495 473

Thailand 1115 966 2173 263 1.23 1.70

Sources: Country Metadata and ADB Website

Stock Market and Bonds

Stock market developments signal changes in market perceptions of capital
investors. A steep decline in stock prices—which as a rule is also combined with a sharp
drop of market capitalization (% of GDP)—signals weakness in the capital markets
which may spread sooner or later to the real sector of the economy, thus posing the
danger to set in force a cumulative downward spiral. Indicators such as the composite
stock price index and the market capitalization as a percentage of GDP are generally
accepted leading indicators for financial markets. The same can be said for the Stock
PER. If this indicator is already high and increases further, this may signal an increasing
stock asset inflation, which may lead to an asset bubble. On the other hand, if the stock
market index is on the decline, this may consider as a harbinger of lower growth or
recessionary pressures.

Composite Stock Price Index (Capital City, National Currency Unit)

Looking at the composite stock price index data of Indonesia, the shock waves
emanating form the 1997 debacle are evident. The index fell sharply from 1996 to 1997.
The movement of the composite stock price index in the Philippines is consistent with a
bubble (in hindsight). An unusually high index preceded the currency crisis of 1997. In
Thailand, the index was at its peak in 1995, declining significantly in 1996 and on the
crisis year itself.

Figure 20: Indonesia Composite Stock Price Index (capital city, national
currency unit)
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Figure 21: Philippines Composite Stock Price Index (capital city, national currency
unit)
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Figure 22: Taipei, China Composite Stock Price Index
(capital city, national currency unit)
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Figure 23: Thailand Composite Stock Price Index (capital city, national currency

unit)
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Table 19: Composite Stock Price Index (Capital City, National Currency Unit)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji

Indonesia 637.43 40171  398.03  676.92 416.32
Philippines 278581 2594.18 3170.56 1869.20 1968.80 2142.97

Taipei, China 4988.83 688157 8147.84 6832.09 7918.93

Thailand 1280.81 83157 37269 35581  481.92 269.19

Sources: Country Metadata and ADB Website

Market Capitalization (% of GDP)

Of the crisis-hit economies, only the Philippines and Thailand have data on this
indicator. As mentioned previously, movements in the composite stock price index and
market capitalization move in tandem. Hence, as the composite stock price index goes
down, it expected that market capitalization would also go down, and vice versa.

In both the Philippines and Thailand, the indicator is relatively high prior to the
crash, indicating that the market capitalization rate might be taken as a signal of an
asset bubble. It should be noted that identifying the presence of a bubble is quite
difficult. Again, in hindsight, the rapidly increasing capitalization of the stock markets
appears to be a result of asset inflation rather than simply robust growth of the stock

markets.
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Figure 24: Market Capitalization (in % of GDP)
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Table 20: Market Capitalization (% of GDP)
Country 1994 1995 1996 1997 1998 1999 2000
Fiji 4.54 5.37 5.96 7.26
Indonesia
Philippines 8190 8110 9766 51.56 51.29 64.67
Taipei, China
Thailand 85.02 53.49  23.91 2740 4752  26.16

Sources: Country Metadata and ADB Website

Stock Price Earning Ratio

Theoretically, this indicator also follows the dynamics of the previous two
indicators. A very high Price Earning Ratio (PER) may suggest that the stock is
overvalued or that there may be rampant speculation in the market. The stock price
earning ratios for Indonesia and Thailand, respectively, are 15.69 and 19.75, which,

however, are not exceptionally high compared to other markets.
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Figure 25: Stock Price Earning Ratio
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Trade Exchange and International Reserves

If real appreciation of a currency is not backed by corresponding productivity
gains in the real economy, the economy could suffer from a loss of international
competitiveness, rendering it increasingly vulnerable to external shocks.

On the other hand, a low and further declining amount of international reserves
(central bank and the financial sector as a whole) signals possible problems of a country
to meet international payments requirements, specifically import and debt payments. It is
an indicator of current liquidity. Thus, this series is monitored closely by capital market
investors as one of the most important early warning indicators of financial vulnerability.

Real Effective Exchange Rate (REER)

As mentioned earlier, very high REER can indicate that a country may not be as
competitive relative to other countries. With a graphical inspection of the movement of
this MPI for Fiji, the Philippines, Thailand and Viet Nam show high magnitudes of this
indicator just prior to the crisis of 1997-1998. The loss in competitiveness would render
the economies more vulnerable to shocks.

Being a leading indicator, the pre-crisis period averages might be used as
benchmarks for each of the countries. It is impossible to set a regional benchmark for
this variable due to differences in initial conditions per country; hence, a country-specific
benchmark should instead be presented.

For Fiji, the Philippines, and Thailand, the average pre-crisis levels are 114, 87,
and 104, respectively. Among these, only the rapid rise in the rate in the Philippines
provides any sort of clear signal.



46

Table 21: Real Effective Exchange Rate

Country 1994 1995 1996 1997 1998 1999 2000
Fiji 115.05 114.76 114.17 115.62 99.02 97.60 97.36
Indonesia 53.64
Philippines 79.57 84.30 91.54 88.08 69.51 74.50
Taipei, China
Thailand 103.30 106.51 72.55 90.10 84.49 78.28
Viet Nam 9054.00 8256.00 7988.00 7502.00

Sources: Country Metadata and ADB Website
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Figure 26: Fiji Real Effective Exchange Rate
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Figure 27: Philippines Real Effective Exchange Rate
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Figure 28: Thailand Real Effective Exchange Rate
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Figure 29: Vietham Real Effective Exchange Rate
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International Reserves

Financial and currency crises are often associated with heavy speculation and
declining international reserves in the course of the defense of the exchange rates by
authorities.

Of course, several useful indicators may be constructed from international
reserves data. For instance, reserves as function of import cover or short-term liabilities
over reserves could also be possible indicators.
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Table 21: International Reserves (Mn US$)

Country 1994 1995 1996 1997 1998 1999 2000
Fiji
273.11 348.65 426.74 360.12 385.03 420.70  410.90
Indonesia
19125.00 17427.20 23761.90 27053.60 29393.70
Philippines
7121.78 7762.17  11745.08 8767.69 10806.24 15023.98
Taipei, China
95911.00 93594.00 88186.00 95084.00 111061.00
Thailand (minus gold)
36063.80 37810.20 26254.40 28824.70 34062.50 32016.10
Viet Nam
1375.00 1797.00 2085.00 2097.00 3421.00 3562.00

Source: Country Metadata and ADD Website
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Million US$

Figure 31: Indonesia International Reserves
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Figure 32: Philippines International Reserves
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Figure 33: Taipei, China International Reserves
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Figure 34: Thailand International Reserves (minus gold)
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Figure 35: Vietnam International Reserves
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Time-series Analysis on Thailand’s Quarterly and Annual Leading MPIs

In this section, a time series analysis, namely, correlation, mean and standard
deviation analysis of the core set of leading indicators of Thailand will be performed to
study the relationship among these indicators and their statistical behavior. Under ADB’s
technical assistance project, RETA 5869, monthly, quarterly and annual data for
selected countries are posted in ADB website as supplied by central banks. As Bank of
Thailand is regularly sending quarterly data to ADB’s website, a time-series analysis on
annual and quarterly data of Thailand’s core MPIs will be performed for the period 1994-
2002. This analysis may help in further streamlining the core set of indicators and to
explore an approach for constructing composite indicators and threshold values or
benchmark for individual series which can be used to obtain early warning signal of
vulnerabilty.

Pair-wise correlation is taken on the core set of MPIs to determine which among
these indicators show significant link with each other. This will exhibit the direction of
movements of these indicators. Any correlation coefficient greater that 0.6 is considered
significant and inclusion of both in the set may not be necessary since they give the
same signal. The choice of, which among the correlated MPIs will be included in the final
list, may depend on which has stronger correlation with recorded financial instability. The
financial structure of the economies may also be considered, the indicators which play a
more significant role in the financial system should be chosen, Data availability, including
timeliness and accuracy, is also a factor.

Table 22 presents a correlation analysis of core set of MPIs of Thailand based on
annual data for the period 1994-2002.

Narrow money supply M1 has a positive correlation (0.52) with stock price
earning ratio only. Broad money supply has significant relationship with, in order of
magnitude, International Borrowings (0.95), Credit to public sector (-0.94), Total loans
(0.89), Growth of domestic credit (0.84), real estate loan (0.81), M3 Growth (0.08),
composite stock price index (0.64) and foreign share in trading (0.54).



On the other hand, broad money supply M3 has strong relationship with
composite stock price index (0.88), market capitalization of stock market (0.79),
international borrowings (0.78), stock price earning ratio (0.69), credit to public sector
(-0.61), and real effective exchange rate (0.57).

In terms of banking indicators, growth of domestic credit has exhibited strong
relationship with credit to private sector (0.97), credit to public sector (-0.84), real
effective exchange rate, International borrowing (0.81), total loans (0.78), real estate
loans (0.66) and composite stock price index (0.55). On the other hand, credit to public
sector has witnessed a significant negative relationship with International borrowings (-
0.96), total loans (-0.94), real effective exchange rate (-0.94), real estate loans and
composite stock price index (-0.66). Credit to private sector has exhibited strong
relationship with foreign share in trading (0.85), net profits of banking sector (-0.82),
international reserves (-0.73), total loans (0.64).

Table 23 shows the correlation of the core set of MPIs using quarterly data. M2
growth shows significant correlation with M3 growth (0.66), growth of domestic credit
(0.54), real estate loans (0.71), total loans (0.54), and international borrowings (0.65). It
is negatively correlated with public sector credit (-0.65). M3 growth has shown
significant correlation with real estate loans (0.61) and composite stock price index
(0.54).

Looking at banking indicators, we find real estate loans to be significantly
correlated with M2 and M3 growth, (0.71 and 0.61, respectively), growth of domestic
credit (0.65), total loans (0.91), international borrowings (0.92), foreign share in trading
(0.53), composite stock price index (0.89), market capitalization (0.82), stock price
earnings ratio (0.86) and real effective exchange rate (0.86). It is negatively correlated
with credit to the public sector (-0.9)

Comparing the quarterly results with annual results, we find that the correlated
variables are almost the same for annual and quarterly data, the results affirm the
relation between the indicators.

The core set of leading indicators can be further streamlined by removing a few
variables which are highly correlated with some important MPIs. In terms of forming a
composite indicator, some of the important MPIs which are not highly correlated (less
than 0.60) with each others can be used to form a composite indicator. The geometric
mean or arithmetic mean of selected indicators with equal or unequal weights can be
used for constructing an appropriate composite indicator. Each country needs to perform
required simulation analysis to arrive at the most appropriate composite indicator.

A volatility analysis in terms of mean, standard deviation, and coefficient of
variation analysis was also conducted for both annual and quarterly data from Thailand.
In constructing early warning system, the mean and standard deviation can be used to
set up thresholds or benchmarks that will determine whether indicators are signaling or
not. If no statistical model is implemented, one can use the standard deviation and
coefficient of variation to look at the volatility of the indicators. Apart from looking
applying a trend analysis, we may look at whether the current trend being exhibited has
added volatility to the series and therefore may be considered a warning.



Table 22. Correlation Analysis
of Leading Indicators of
Thailand

(Annual Data)

Leading Indlcators

M1
Money and Credit
M1 Growth (% Difference From previous period (non
seasonally adjusted)) 1.00
‘M2 Growth (% Difference From previous period (non
seasonally adjusted)) -0.26
‘M3 Growth (% Difference From previous period (non
seasonally adjusted)) -0.09
Central Bank Credit to the Banking System (Bn Nat.
Currency Unit) -0.30
Growth of Domestic Credit (% Difference From previous
'period (non seasonally adjusted)) -0.04
Domestic Credit (% of Nominal GDP) -0.05
Credit to Public Sector (% of Nominal GDP) 0.17
Credit to Private Sector (% of Nominal GDP) -0.09
Banking
'Net Profits (as % of Average Assets) 0.02
'Real Estate Loans (% of Total Loans) 0.07
Total Loans (% of Total Deposits) -0.04
International Borrowings with Maturities, One Year and
Less (Mn US$) -0.10
Stock Markets and Bonds
Foreign Share in Trading (% of Total Volume of
Trading) -0.40
.Composite Stock Price Index (Capital City; in National
.Currency Unit) 0.25
Market Capitalization (% of Nominal GDP) 0.44
‘Stock Price Earning Ratio 0.52
Trade Exchange and International Reserves
Real Effective Exchange Rate 0.07

International Reserves (Mn US$), Minus Gold

M2

-0.26

1.00

0.12

0.84

0.17

-0.94

0.40

0.05

0.81

0.89

0.95

0.54

0.64

0.43

0.42

0.78

-0.09

0.68

1.00

-0.52

0.38

-0.33

-0.61

-0.15

0.43

0.82

0.50

0.78

-0.04

0.88

0.79

0.69

0.57

0.47 -0.22 0.27

Central

Growth Credi

of

BankDomesti
M3 Credit) c Credit Ratio

-0.30

0.12

-0.52

1.00

0.36

0.60

-0.06

0.58

-0.53

-0.23

0.20

-0.08

0.59

-0.45

-0.54

-0.39

0.04

-0.52

Based on time-series data 1994-2002 (annual), Bank of Thailand

-0.04

0.84

0.38

0.36

1.00

0.06

-0.84

0.28

0.18

0.66

0.78

0.81

0.43

0.55

0.40

0.32

0.82

-0.03

tto
GDP

-0.05

0.17

-0.33

0.60

0.06

1.00

-0.14

0.97

-0.92

0.02

0.43

0.00

0.75

-0.34

-0.44

-0.03

-0.13

-0.76

Credit to Credit to
Public Private
Sector Profit

Sector

0.17

-0.94

-0.61

-0.06

-0.84

-0.14

1.00

-0.39

-0.14

-0.87

-0.94

-0.96

-0.61

-0.66

-0.46

-0.44

-0.94

0.09

-0.09

0.40

-0.15

0.58

0.28

0.97

-0.39

1.00

-0.82

0.27

0.64

0.25

0.85

-0.15

-0.29

0.08

0.12

-0.73

Net

0.02

0.05

0.43

-0.53

0.18

-0.92

-0.14

-0.82

1.00

0.31

-0.15

0.23

-0.52

0.53

0.58

0.19

0.38

0.73

Real

Total

EstateLoan

Loans

0.07

0.81

0.82

-0.23

0.66

0.02

-0.87

0.27

0.31

1.00

0.85

0.93

0.40

0.90

0.79

0.78

0.94

0.24

-0.04

0.89

0.20

0.78

0.43

-0.94

0.64

-0.15

0.85

1.00

0.89

0.73

0.58

0.40

0.53

0.86

-0.22

Foreign

Int. Share in
Borrowings Trading

-0.10

0.95

0.81

0.00

-0.96

0.25

0.23

0.93

0.89

1.00

0.43

0.80

0.63

0.58

0.92

0.06

-0.40

0.54

-0.04

0.43

0.75

-0.61

0.85

-0.52

0.40

0.73

0.43

1.00

-0.06

-0.25

-0.02

0.43

-0.58

Stock Market
Price Capitaliz

Index

0.25

0.64

0.55

-0.34

-0.66

-0.15

0.53

0.90

0.58

0.80

-0.06

1.00

0.96

0.87

0.74

0.49

ation

0.44

0.43

0.40

-0.44

-0.46

-0.29

0.58

0.79

0.40

0.63

-0.25

0.96

1.00

0.90

0.61

0.63

Stock
Price
Earning
Ratio

0.52

0.42

0.32
-0.03
-0.44

0.08

0.19
0.78
0.53

0.58

-0.02
0.87
0.90

1.00

0.53

0.39

Real

Effective Int.I

Exchange Reserve

Rate s
0.07 0.47
0.78 -0.22
0.57 0.27
0.82 -0.03
-0.13 -0.76
-0.94 0.09
0.12 -0.73
0.38 0.73
0.94 0.24
0.86 -0.22
0.92 0.06
0.43 -0.58
0.74 0.49
0.61 0.63
0.53 0.39
1.00 0.42
0.42 1.00



Table23. Correlation
Analysis of Leading

Indicators of
Thailand(Quarterly Data)

Money and Credit

M1 Growth (% Difference From
previous period)
M2 Growth (% Difference From
previous period)
M3 Growth (% Difference From
previous period)

Central Bank Credit to the Banking
System (Bn Nat. Currency Unit)

Growth of Domestic Credit (%
Difference From previous period)
Domestic Credit (% of Nominal
GDP)

Credit to Public Sector (% of
Nominal GDP)

Credit to Private Sector (% of
Nominal GDP)

Banking

Net Profits (as % of Average
Assets)
Real Estate Loans (% of Total
Loans)

Total Loans (% of Total Deposits)
International Borrowings with
Maturities, One Year and Less (Mn
uss$)

Stock Markets and Bonds
Foreign Share in Trading (% of
Total Volume of Trading)
Composite Stock Price Index
(Capital City; in National Currency
Unit)

Market Capitalization (% of
Nominal GDP)

Stock Price Earning Ratio

Trade Exchange and
International Reserves

Real Effective Exchange Rate
International Reserves (Mn US$),
Minus Gold

M1

1,00
0,21

0,26

-0,16
-0,11
-0,10

-0,12

-0,29

0,00
0,04
0,04

M2

-0,12

0,54
-0,10
-0,65

0,10

0,28
0,71
0,54

0,65

0,24

0,46
0,35
0,39

M3

-0,08

0,14
-0,27
-0,43

-0,14

0,19
0,61
0,36

0,46

-0,11

0,54
0,50
0,50

Central
Bank
Credit

-0,18

-0,52
-0,08
0,12

-0,15

0,30

-0,39
-0,45
-0,24

-0,43

-0,53

Credit
Growth

-0,04
0,54

0,14

-0,18

1,00
-0,21
-0,61

-0,02

0,14
0,65
0,57

0,67

0,29

0,53
0,45
0,39

Credit
to
GDP
Ratio

-0,02
-0,10

-0,27

0,64

-0,21

-0,83
0,01
0,23

-0,15

0,48

-0,51
-0,56
-0,26

-0,30

-0,70

Credit

to
Public
Sector

0,07

-0,61
0,02
1,00

-0,28

-0,08
-0,90
-0,94

-0,95

-0,62

-0,68
-0,53
-0,65

-0,69

-0,04

>Credit
to
Private
Sector

-0,06
0,10

-0,14

0,60

-0,02
0,95
-0,28

1,00

-0,76
0,33
0,50

0,14

0,65

-0,28
-0,38
-0,06

-0,08

-0,66

Net
Profits

-0,16
0,28

0,19

-0,52

0,14
-0,83
-0,08

-0,76

1,00
0,25
-0,20

0,13

-0,19

0,37
0,38
0,02

Real
Estate
Loans

-0,11
0,71

0,61

-0,08

0,65
0,01
-0,90

0,33

0,25
1,00
0,91

0,92

0,53

0,89
0,82
0,86

Total
Loans

-0,10
0,54

0,36

0,12

0,57
0,23
-0,94

0,50

-0,20
0,91
1,00

0,90

0,68

0,62
0,49
0,67

0,64

-0,09

Int.
Borrow
ing

-0,12
0,65

0,46

-0,15

0,67
-0,15
-0,95

0,14

0,13
0,92
0,90

1,00

0,50

0,81
0,68
0,74

Foreign
Share in
Trading

-0,29
0,24

-0,11

0,30

0,29
0,48
-0,62

0,65

-0,19
0,53
0,68

0,50

1,00

0,04
-0,10
0,12

0,35

-0,27

Stock
Price
Index

-0,39

0,53
-0,51
-0,68

-0,28

0,37
0,89
0,62

0,81

0,04

1,00
0,98
0,91

Market
Capital
ization

-0,45

0,45
-0,56
-0,53

-0,38

0,38
0,82
0,49

0,68

-0,10

0,98
1,00
0,90

0,70

0,57

Stock
Price

Earnin  Exchange

g Ratio Rate

-0,24

0,39
-0,26
-0,65

-0,06

0,02
0,86
0,67

0,74

0,12

0,91
0,90
1,00

-0,13
0,40

0,24

-0,43

0,55
-0,30
-0,69

-0,08

0,25
0,86
0,64

0,79

0,35

0,76
0,70
0,64

Int.
Reserve

-0,53

0,19
-0,70
-0,04

-0,66

0,62
0,25
-0,09

0,21

-0,27

0,51
0,57
0,33

Based on Time-series data 1994-2002, Bank of Thailand



Table 24 reports the mean, standard deviation, and coefficient of variation of the core
indicators. The mean and standard deviation analysis of quarterly data shows that the
volatility of the core indicators over the period 1994-2002 vary from 0.3 % (0.8% for
annual data) for M1 Growth to 9.0% (8.9% for annual data) for real estate loans. The
same for annual data shows the volatility of core indicators vary from -0.5 % for net profit
(as % of average assets) to 9.5% for real effective exchange rate. The volatility of an
indicator does change significantly from quarterly to annual data.

Table 24. Mean, Standard Deviation and Coefficient Of Variation for Thailand MPIs

Annual Quarterly
Leading Indicators Standard Coefficient of Standard Coefficient of
Mean Deviation Variation Mean Deviation Variation
B. Money and Credit
7 M1 Growth (% Difference From previous period (non
seasonally adjusted)) 9.0 11.3 0.8 2.4 8.2 0.3
8 M2Growth (% Difference From previous period (non
seasonally adjusted)) 8.5 6. 1.4 2.0 2.0 1.0
4 M3Growth (% Difference From previous period (non
seasonally adjusted)) 7.1 6.2 1.1 1.7 2.1 0.8
15 Central Bank Creditto the Banking System (Bn Nat.
Currency Unit) 107.5 95.1 1.1 76.4 90.3 0.8
16 Growth of Domestic Credit (% Difference From
previous period (non seasonally adjusted)) 6.9 0.5 15 3.6 0.4
17 Domestic Credit (% of Nominal GDP) 121.0 15.2 7.9 120.3 13.5 8.9
18 Creditto Public Sector (% of Nominal GDP) 5.8 3.8 1.5 5.5 3.7 1.5
19 Creditto Private Sector (% of Nominal GDP) .7 15.9 1.0 1.3 13.7 8.1
C. Banking
26 NetProfits (as % of Average Assets) 93 15 9.5 0.4 1.3 9.3
30 Real Estate Loans (% of Total Loans) 17.3 2.0 8.9 17.0 1.9 9.0
31 Total Loans (% of Total Deposits) 119 21.5 5.2 115.4 18.8 6.0
International Borrowings with Maturities, O ne Year
33 andLess (Mn US$) 5784.8 6533.3 09 6,450.4 6,159.7 1.0
E. Stock Markets and Bonds
42 Foreign Share in Trading (% of TotalVolume of
Trading) 30.2 7.8 3.9 31.0 8.9 3.5
44 Composite Stock Price Index (Capital City; in National
Currency Unit) 531.5 350.8 1.5 987.6 384.2 1.5
47 Market Capitalization (% of Naminal GDP) 41.7 20.7 2.0 45.0 22.9 2.0
48 Stock Price Earning R atio 101 5.2 1.9 10.8 5.5 2.0
Trade Exchange and International Reserves
F.
55 Real Effective Exchange Rate 90.7 9.5 9.5 89.5 10.6 8.5
56 International Reserves (Mn US$), Minus G old 331811 4196.1 79 32,570.2 3,821.9 8.5

a Based on time-series data 1994-2002.

Source: Bank of Thailand.



For annual data we find real effective exchange rate(9.5%), real estate loans as % to
total( 8.9%), international reserves (7.9%), domestic credit as % of GDP(7.9%), credit to private
sector as % of GDP(7.0%), and total loans as % of total deposits(5.2%), in order of magnitude, to
be volatile. These results are affirmed using quarterly data. One can then expect these indicators
to show more departures from the mean compared to the others but these departures may not be
alarming unless it becomes more persistent and more pronounced. Volatility from mean (
coefficient of variation) can be used to construct appropriate benchmarks for giving early warnings
based on individual series.

Concluding Remarks

The 1997 Asian financial crisis has revealed the limitations of the current state of
monetary and financial monitoring system in most Asian countries in comprehensively addressing
financial and monetary problems and issues. There is a need for better tools to monitor financial
risks and vulnerabilities to prevent financial turmoil in international financial markets.

The literature survey of studies on leading indicators and various efforts by international
organizations, particularly IMF carried out in this paper will be useful for the appropriate
monitoring authorities of Asia-Pacific countries to build a comparable set of leading indicators for
monitoring purpose.

The illustrative and simple framework for analysis and interpretation carried out in this
paper highlight the usefulness of the MPIs as a tool for monitoring the vulnerabilities of financial
and economic systems. However, the analysis carried out is rather limited in as much as it uses
only a limited number of observation points on an annual basis. In a number of cases, it is clearly
premature to attribute strong indicator properties to the series. Nevertheless, the set of 22 leading
indicators, as identified by Bhattacharyay and Nerb (2002) is a good leading indicators framework
for ministry of finance and central banks (or the appropriate monitoring authorities) to monitor the
financial and asset markets. Of course, the development and analysis of MPI should be subject to
regular review and development.

In order to improve monitoring, the timeliness of the data availability should be enhanced
and monthly quarterly data would help pinpoint turning points. The timely provision of high quality
data could help policymakers react to the MPI analysis in a more meaningful way. An early
dissemination of crucial indicators by electronic means will help both international and domestic
investors in planning and executing investments.

The most difficult part of monitoring is to analyze, interpret and translate the information
contained in these indicators into something that can be construed as EWS that could help direct
policy makers and decision makers to appropriate policy action. The interpretations discussed in
this chapter are meant to be starting points for national authorities to develop more country-
specific monitoring schemes that take into account their specific needs and circumstances.

The interpretation of the leading MPls is an attempt to illustrate some simple ways of
analyzing the MPlIs. As the data series provided by the countries participating in ADB’s technical
assistance project, namely RETA 5869 are not very long and are not always complete over the
whole time span, it may not be appropriate at this stage to apply formal statistical methods like
regression or factor analysis to identify the best candidates for a harmonized set of core MPI’s.
Rather, a graphical inspection of the series was chosen as a good starting point in the initial round
of analysis. In the future, however, more work will have to be done in refining the MPI, specifically
the core set of MPls, and designing a more definitive framework for interpreting the MPls.



Further work in the interpretation of MPIs, specifically in the area of applying more formal
econometric/statistical methods to identify the exact informational content of the data series can
be done. In addition, at some later stage, perhaps multivariate analysis can be used to estimate
the joint impact of different subsets of indicators for explaining and forecasting banking and
currency crises. Another important task is to provide the analytical groundwork in devising the
appropriate benchmarks or critical values for higher frequency data.

Further work on understanding the intrinsic financial structure of individual country
financial systems can be undertaken. As yet, it is not advisable to compare the performance of
countries solely based on MPIs. The definitions of some MPIs may vary from one country to
another. At the same time, each country has its own set of frameworks, standards and
regulations. Thus, the interpretation and analysis of MPIs should take into account the specific
characteristics of the financial market of the concerned country. An understanding of the intrinsic
and changing financial nature/structure of each country, therefore, will contribute to better
assessments of the situation of a country. One important use of MPlIs is to use warning signals
provided by MPIs to direct focused attention to particular issues or problems and to determine
whether the signal is unwarranted, stems from institutional or structural changes, or is a cause for
concern.

Efforts can direct towards enhancing the early warning capabilities of the MPIs. Recall that
the effectiveness of MPIs in predicting events and taking corrective measures relies heavily on the
quality and timeliness of data. Hence, countries need to ensure that data satisfy set standards.
Countries should also undertake extensive analysis of available qualitative and quantitative data
to enable them to assess the capability and strength of the indicators in providing early signs of
weakness. The indicators could be classified into leading, coincident and lagging indicators based
on the results of time series analysis. There is, however, a wide scope for refining the tests for the
leading, coincident and lagging indicators.

One of the distinguishing features of the leading ADB MPIs, as discussed in this paper,
is the inclusion of information gleaned from Business Tendency Surveys( BTS). The use of BTS
within the framework of MPI is quite unique in the literature on MPIls. The main reason for
incorporating BTS information as part of the MPls is due to the ability of BTS to capture current
and future profitability trends in the corporate sector. Precisely because expectations can play an
important role in the business cycle, it can have a significant influence on investments, output and
employment. In as much as the health of the financial sector is tied up with developments in the
real sector, e.g., the effect of the profitability in the corporate sector on the loan portfolios of
banks. More importantly, since BTS are by nature forward looking, the information they convey
can augment the early warning capabilities of the conventional quantitative MPls.

The volatility analysis in terms of coefficient of variation quarterly and annual data on
Thailand’s core set of leading MPIs shows that real effective exchange rate, real estate loans as
% to total, international reserves , domestic credit as % of GDP, credit to private sector as % of
GDP, and total loans as % of total deposits, in order of magnitude, to be volatile. These results
are affirmed using quarterly data. One can then expect these indicators to show more departures
from the mean compared to the others but these departures may not be alarming unless it
becomes more persistent and more pronounced. Volatility from mean (coefficient of variation) can
be used to construct appropriate benchmarks for giving early warnings based on individual series.



The correlation analysis on quarterly and annual data on Thailand’s core set of leading
MPIs for the period 1994-2002 shows that the core set can be further streamlined by removing a
few MPIs which are highly correlated with some key indicators. In terms of forming a composite
indicator, some of the important MPIs which are not highly correlated to each others can be used
to form an appropriate composite indicator. The geometric mean or arithmetic mean of selected
indicators with equal or unequal weights can be used for constructing an appropriate composite
indicator. Each country needs to perform required simulation analysis to arrive at the most
appropriate composite indicator.

In order to develop a composite indicator, countries need to explore the compilation of a
composite indicators based on a set of core leading indicators. However, caution has to be
exercised so that possible misleading results are avoided. After having gained more experience
with these indicators, a thorough revision should take place which might lead to some
modifications of the set of core indicators. This evaluation process must also draw on the
experiences with indicators and EWSs developed by the IMF, ADB, European Central Bank, BIS,
and other authorities.

Another further step that can be taken is to expand the sample size of the study and
compare the performance of the MPIs during other periods of financial instability. The core set of
indicators may be revised accordingly to include only those which show the most consistent
performance.

Finally, the scope of capacity building in monitoring is still wide among Asia-Pacifc
developing countries. Technical training should be provided to Ministry of Finance, Central Banks
and other relevant supervisory authorities personnel to enable them to perform meaningful
interpretation and analysis of MPIs. Effective monitoring calls for a high degree of experience in
analyzing the quantitative MPIs coupled with informed judgment on the adequacy of the
institutional and regulatory framework of the concerned country. This will have a catalytic role in
focusing attention of the relevant agencies among the Asia-Pacific countries on the role of MPIs in
fostering solid, stable and efficient financial and economic systems.
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