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Chapter 2

 A MACRO-PRUDENTIAL ASSESSMENT FOR CAMBODIA

By

Hay Livine1

1. Introduction

In any economy, banks play an important and sensitive role. Their

performance directly affects the growth, efficiency and stability of the economy.

Given the recognised importance of economic growth to poverty reduction,

economic losses ultimately result in setbacks to poverty reduction and other

developmental targets. Consequently, in recent years, the international community

has highlighted the need to strengthen safeguards against financial instability.

One such safeguard is strengthening and calibrating the macro-prudential

orientation of monitoring financial soundness and regulating and supervising

financial institutions.

Macro-prudential can be defined as policy that focuses on the financial

system as a whole, and also treats aggregate risk as endogenous with regard

to collective behaviour of institutions. It aims to limit system wide distress so

as to avoid output costs associated with financial instability (Borio, 2009). Owing

to the costs of crisis, it has been realised that there is an immense premium on

timely warnings regarding systemic risks as an input to policy decisions as well

as to strategies and market behaviour of financial institutions. Accordingly, in

the last decade ‘macro-prudential surveillance’ defined as monitoring of

conjuncture and structural trends in financial markets so as to give warning of

the approach of financial instability has become a core activity for many central

banks.

In Cambodia’s highly dollarised economy, fiscal policy plays a predominant

role in macroeconomic management. Cambodia witnessed a period of high

inflation during 1995-1998, reaching 14.7% in 1998 as a result of monetary
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financing of the budget deficit. The implementation of fiscal discipline by way

of rationalising expenditure, mobilising revenue and stopping the practice of central

bank financing of the budget deficit, helped Cambodia keep inflation at a low

level up to 2004. Cambodia has continued to pursue a conservative fiscal policy

stance aimed at avoiding the monetisation of the budget deficit and limiting external

borrowings to infrastructure investment requirements. As a consequence, public

external debt and debt service burden are low and manageable. Monetary policy,

on the other hand, aims at maintaining price stability. The National Bank of

Cambodia (NBC) envisages inflation at less than 5% in the near term and at

about 3.5% over the medium term. In Cambodia’s small, open, dollarised economy,

the foreign exchange market is shallow. Near total dependence on imports for

most consumer goods and petroleum products makes Cambodia vulnerable to

external shocks. Under the current monetary regime, fluctuations of the exchange

rate and commodity prices in the world market have an immediate impact on

the domestic economy.

The global economic crisis at the same time stimulated the necessity of

enhancing higher standard of prudential regulation in order to deal with emerging

banking operations and to maintain financial stability. From a macro-prudential

view, focus should be placed on the major sectors and institutions of the financial

system. Banking institutions are particularly relevant because of their specific

function as suppliers of liquidity to the system and because the impact of financial

stress on these institutions can have significant macroeconomic costs. Thus, the

NBC undertook a revision of the supervisory framework and prudential regulation

to cope with a number of potential risks that have emerged through the rapid

expansion of banking and financial operations in Cambodia. Besides its primary

role of maintaining macroeconomic and financial stability, the NBC also committed

to keep in line with international practices and guidelines.

The performance of the banking sector appears to be quite promising in the

years ahead. Developing the financial market infrastructure is one of the agenda

of the NBC. It is currently  focusing its efforts in establishing the money and

interbank market, launching a credit bureau, and also enhancing government

practices within banking institutions. Together with this, the NBC issued some

prudential regulations,specifically: Prakas on Net Worth Calculation, Prakas on

internal control, and Prakas on risk-based and forward-looking supervision. These

recent regulations will further enhance the banking and financial institutions for

them to be safer and stronger.
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This paper presents a framework for macro-prudential policies of Cambodia

and evaluates the issues and challenges faced by the financial institutions. Also,

the paper provides an overview of the recent developments of the financial

institutions in Cambodia.

The paper is divided into seven sections. Section 1 provides a general

description of macro-prudential framework in Cambodia as an introduction. Section

2 discusses the key prudential indicators. Section 3 presents the methodology

for assessing systemic risk  of major financial institutions. Section 4 reviews

some data on financial statements and domestic micro and  macro-financial

conditions. Section 5 describes the policy recommendations. Finally, concluding

remarks would be specified in Section 6. The research for this paper is based

on secondary data since primary data is not exist.

2. Elements of Macro-prudential Policy Framework

The high growth performance of the Cambodian economy presents an

opportunity for modernising the financial system, diversifying financial markets

and enhancing capacity for the mobilization of new resources for development.

However, to enhance the capacity to withstand external shocks and to manage

an increasingly sophisticated financial system, financial regulation and supervision

should be improved. Regular surveillance of the financial condition of the

government, and of financial and non-financial sectors is imperative to better

understand how the key entities are managing risks; identify sector-wide or

systemic vulnerabilities; determine the dimensions of those vulnerabilities; assess

regulatory and supervisiory structures and prepare the appropriate responses.

The Financial Sector Development Strategy (FSDS), 2011–2020, is an update

of FSDS 2006-2015 and has been prepared in the context of an economy that

has experienced a long period of high growth and is recovering from the spillover

effects of the global financial crisis.

Discussions were made by NBC management to establish a Financial Stability

Unit  within the central bank. Pursuant to the technical assistance

recommendation of the IMF, NBC established a financial stability team in May

2011. The team is undergoing training with the purpose of identifying serious

threats or potential risk propagation channels across the financial sector and the

banking system and drawing banking supervisiors’ attention to such  risks. In

addition, the team acts as an essential complement and support for the

implementation of risk- based and forward-looking supervision.
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2.1 Macro-prudential Policy Objectives

For Cambodia, the objective of macro-prudential policy is to examine trends

in financial system that can impact financial stability (banking system). Financial

stability cannot be achieved through prudential policies and market discipline

alone. It requires contributions from monetary and fiscal policies as well.

Monetary policy should be focused on controlling inflation, while fiscal policy is

responsible for countercyclical demand management. Critics may argue that it

is not possible to achieve the two objectives with a single instrument.

Cambodia has adopted the Financial Sector Development Strategy (FSDS),

2011–2020, for long-term financial sector development about ten years ago. The

government was conscious that an economy will not reach its growth potential

and develop at an adequate pace without active contribution from the financial

sector. The Cambodian government is committed to strengthening the financial

system and, over the recent years, has been enacting legislation, adopting policies,

creating institutions and adapting procedures as part of the financial sector reforms

in order to accelerate the pace of economic growth.

2.2    Instruments and Intervention

As Cambodia is a small and open economy, the NBC acknowledges the

need to build sufficient infrastructure to support the development of the financial

sector, including development of the payment system, money and interbank

market, establishment of a credit bureau, strengthening of governance practices,

and improvement of other areas.  In this regard, the NBC issued some prudential

regulations as tools for guiding and maintaining financial stability for the entire

banking system such as:  Prakas on Net Worth Calculation, which has been

revised following international standard. This revision on Net Worth Calculation

has made the definition of the balance of each item more clear to ensure more

control in the unanticipated flow of a particular item. In addition, Prakas on

Internal Control is a means to facilitate the governance of financial and banking

institutions and is purposed to: (1) support management in the exercise of its

responsibilities; (2) allow for early identification, assessment and management

of risk; and (3) support risk awareness and responsiveness in the implementing

of corrective actions. Additional to the abovementioned Prakas, Prakas on Risk-

Based and Forward-Looking Supervision was issued in response to the

requirement of the Basel Core Principles on Effective Banking Supervision. This

approach allows supervisors to anticipate potential adverse developments and

address them in a timely manner. Additionally, by implementing risk profile

assessments, supervisors are able to focus on major issues and allocate available
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resources more effectively. These recent regulations will further enhance the

banking and financial institutions to be safer and stronger.

3. Key Prudential Indicators

3.1 Assets Quality

Non-performing loans in the banking sector was almost 3% in 2010, 5%

and 3.6% in 2009 and 2008, respectively. NPL increased in 2009 was partly the

result of two factors. The first and foremost explanation is the impact of the

global financial crisis. Prominent sectors of the economy such as textiles, tourism,

construction and agriculture were adversely affected by the crisis. Firms and

businesses related to these industries also saw a decline in demand and

consumption. Consequently, banks experienced repayment difficulties in their

credit financing. Another explanation is the introduction of a new guideline on

credit classification at the beginning of 2009, which imposed more stringent criteria

for recognising problem assets. This new guideline was fully adopted in 2009

and resulted in higher classified assets.

The distribution of credit by economic sector reveals that, as of the end of

2009, the largest concentration of credit was recorded in retail trade activities

(18% of the total portfolio), followed by wholesale trade and the hotel and the

restaurant industry. Retail and wholesale trade, which comprise mainly small to

medium enterprises, form the backbone of private businesses in Cambodia.  funds

channel to these sectors, the more job creation and promotion of household

income level. Construction and real estate together accounted for 15% of the

total portfolio. These sector are considered high risk sectors, and funding to

these sectors is projected to face some repayment difficulty. Credit concentration

in other sectors was recorded at manageable levels.
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3.2 Profitability

Banks’ profitability saw a significant reduction since the onset of the global

financial crisis. Return on equity declined significantly from the peak of 16.6%

in 2007 to only 6.6% in 2010. Similarly, return on assets dropped by more than

half, from 2.9% in 2008 to 1.4% in 2010. Some factors were attributed as the

main causes of this reduction, namely the slowdown of credit expansion, the

slight growth of non-performing loans, the additional cost of accumulating customer

deposits and the rapid expansion in branch networks. In 2009, 22 bank branches

were opened while there were 28 branches in 2010.  Most banks shifted toward

fee- and commission- based income in order to reduce credit risk exposures and

minimise funding costs.

Figure 1
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3.3 Liquidity

Over the previous five years, the liquidity ratio of the banking system trended

downward  to the lowest point of 81% in 2008, as compared to the prudential

limit of 50%. For the first time, the ratio bounced upward to 90% by the end

of 2009 and reach 91% in 2010. The growth of credit disbursement lagged

behind the growth of deposits, allowing more liquid assets to join the assets mix,

thus stimulating the rise of the liquidity ratio. As the result, liquidity in the banking

sector is of less concern since it possesses high liquidity cushion and builds up

overtime.

Figure 2

Figure 3

Liquidity Ratio
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4. Data

4.1 Financial Statements & Time Series Data of Commercial Banks

Figure 4

Statement of Condition

As at December 31

Figure 5

Statement of Condition

Figure 6

Profit and Loss Statement
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4.2 Domestic Micro and Macro-financial Conditions

4.2.1 Total Capital

By the end of 2010, the solvency ratio of the banking system had reduced

slightly to 31.3%  though total net worth increased by 26%, most of which was

due to the recapitalization to meet the new minimum capital requirement. Total

Tier I capital remained, sharing the large part of the net worth (99%), which

represented highly stable capital base. Only few banks had Tier II capital

composition. In near term, the total net worth in the banking system is expected

to rise due to the inclusion of income generation during the year. Return on

assets and return on equity for banks improved to 1.4% and 6.6%, respectively.

Such improvement was strongly contributed by good asset quality where lower

provisioning expense was required. Reduction of overhead expense and tax in

relation to total assets also helped to promote earning growth. Overall, capital

position in the banking system remains strong, which allows more room for

absorption of loss. However, rapid credit expansion remains to be closely

monitored.

Figure 7

4.2.2 Non-performing Loans

The non-performing loan (NPL) ratio shrank to 3% in 2010 from about 5%

in 2009, while specific provisioning for NPL declined from 60% to 55% in 2009

and 2010, respectively. Net NPL after deduction of provisioning recorded at

1.37% by the end of 2010. Related party lending rose slightly but still within the
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prudential limit of 10%. As at the end of 2010, related party loans ranged from

the highest of 6.73% to the lowest of 0.04% of the net worth. Large exposure

lending jumped to almost 70% of the total portfolios. The government recently

has put in effort to channel more credit to the agricultural sector through the

Credit Guarantee Scheme. Overall, the adoption of the new regulation on credit

classification in line with international best practices enhanced the credit quality

of the banking institutions as the regulation provides comprehensive guideline

for ecognizing non-performing assets and at the same time banks proved to be

more proactive in mitigating credit risk.

4.2.3 Total Deposits

The performance of the banking sector improved substantially over the last

five years. Intermediation in term of deposits and credits also progressed

significantly sharing 37% and 28% of the GDP by year end 2010. During the

boom period shortly before the global financial crisis, deposit growth in the banking

sector recorded its peak at 76% in 2007 while during the bust period grew only

by 3% in 2009. The number of depositors has been increasing steadily even

during the period of the economic slowdown which demonstrates strong public

confidence in the banking sector.

Figure 8
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Figure 9

Figure 10

4.2.4 Stock Market Index

The lack of organised stock exchange and commodity exchange market

hindered banking institutions from investing in these markets. Thus, the risk

involving equity price risk and commodity price risk is almost absent.
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4.2.5 Inflation

As the global economy is facing high unemployment and high inflation,

Cambodia, a small country with open economy, is obviously unable to escape

from these impacts. The shallow foreign exchange market and overt dependence

on the imports of most consumer and petroleum products render Cambodia

vulnerable to external shocks. Fluctuations of the exchange rate and price in the

world market will immediately pass through to the domestic economy. As a

result, Cambodia raised its inflation rate forecast to 5.5% (average) for the year

2011, up from its earlier prediction of the maximum of 5%.

The soaring price of petroleum is the main cause fueling the high rise of

the inflation rate in Cambodia. Since the start of the year, the price of gasoline

increased by 10.6% to US$1.38 a liter in June, up from US$1.25 in January,

2011.

Figure 11

4.2.6 GDP Growth Rate

Cambodia’s GDP per capita has improved during the last few years. However,

it is still relatively low when compared with other countries in the region. The

main sectors of the economy are garment, construction, agriculture, and tourism.

The garment industry contributes more than 70% of Cambodia’s exports.
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Recently, oil deposits were discovered in territorial waters, which along with

bauxite, gold, iron and gems mining may provide resources for future development.

The value of Cambodia’s garment exports to the United States in the first

six months of the year 2010 compared to the same period last year increased

by over 23%. Meanwhile, tourism arrivals increased by more than 13% and rice

exports are on an upward trend. Cambodia will maintain solid economic growth

for 2010 given the faster than expected recovery of garment exports and tourism

as well as the positive outlook for the expansion of agricultural products. However,

the current slowdown in global trade is likely to temper growth momentum in

2011and 2012.

Nevertheless, the declining trend in global markets is not expected to outweigh

the positive growth already perceived. However, long standing challenges remain

for Cambodia’s narrowly based economy – accelerating economic diversification,

expanding the fiscal space, addressing governance issues, and strengthening the

investment climate.

Cambodia needs to address the long standing challenges to achieve

sustainable growth. Reducing the high cost of transport, energy and diversifying

agricultural products and the tourism sector are critical and will be addressed

under ADB’s Country Partnership Strategy, 2011-2013.

Figure 12
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5. Policy Recommendations

Though significant efforts have been made over the past decade in

restructuring in the banking sector since 2000, a lot more need to be done to

further develop and enhance the safety and soundness of this sector. The most

prioritised area for improvement rests with the regulatory framework. Laws and

regulations need to be updated to reflect current market development and to

comply with the guiding principles for effective supervision. The existing regulatory

framework fails to address the issues of merger and acquisition, consolidated

supervision, cross-border supervision, prompt corrective action and resolution

scheme.

The NBC is moving towards risk-based supervision from the current rule-

based framework. However, during this transition period, the rules and guidelines

for risk-based assessment is in the development process and the risk profile is

not sufficient. Adopting consistent supervisory actions most of the time is not

feasible. Thus, coping with such a change proves to be very challenging.

The issue of consolidated supervision is also a constraint for effective banking

supervision. Regulatory framework on a group-wide basis is still under

consideration. Supervisory process, indeed, is to be conducted on group-wide

basis. This is the area where the regulators lack  expertise and need to be

promptly equipped. The dearth of profile of the institutions within the group

limits the ability to perform risk assessment appropriately. A formal coordination

among all the financial regulatory and supervisory bodies within the financial

system is required.

6. Concluding Remarks

Over the past several years, progress in Cambodia’s banking system has

been remarkable, not only in the commercial banking sector but also in the

microfinance sector. The public, particularly in the provincial areas, have started

to understand the role of microfinance institutions as private lending institutions

and not merely NGOs giving out donations, as previously perceived. On the

commercial bank side, both deposits and lending increased dramatically reflecting

the improving confidence in the banking system.

This development could not have been achieved if not for the recent political

stability,  positive macroeconomic fundamentals and the role of the NBC as the

supervisory authority in strengthening the financial and banking sector. Emphasis

was placed in capacity building in order to meet the fast changing banking sector.
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Rules and regulations have been revised and issued to cope with the increased

exposures of banks. Despite the promising outlook, the NBC is aware of the

potential vulnerabilities of the banking system and recognises the need to further

enhance its supervisory’ capacity and strengthen regulatory enforcement in order

to cope with the future challenges.
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