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INTRODUCTION

This summer marks the f@nniversary of the beginning of the Asian finahcia
crisis. On July 2, 1997, the Thai Baht deprecidtgd5 percent, setting in train a
sequence of events that ended up costing hundfdullians of dollars, and
without doubt set back the economic developmeth®entire region.

This week marks a personal anniversary also: tHeah@iversary of my time in
Asia. When | arrived in Korea, two months into tnisis, the Won was already on
the slide. Little did | realize that it would sobecome a rout. Another two months
on, in November, we were summoned by the then-Minsf Finance, Kyeong
Shik Kang. We gave him an overview of the 10 mesent financial crises
worldwide; he canvassed our view on whether tceeraiterest rates by 500 basis
points.

A month after that meeting, the Korean Won lospBfcent of its value in five
days (December 8-12, 1997). By the end of thaildlerweek, the Bhat had fallen
an additional 36 percent, and the Indonesian Rupaahfallen more than 40
percent off its peg. No one seemed to know whatgeasg on — information was
scarce and uncertainty high.

By the end of the year, the situation had furtretedorated. The overnight rate
for Korean banks hit 27 percent. In the last quartet 997, Korea'’s foreign
exchange reserves decreased by almost 9 trillioedoWon -- around US$9
billion -- with foreign reserves dropping at timag more than US$100 million a
day.



The subsequent decade in Asia has taught me tisatangerous to generalize
about this vast, diverse region. Nevertheless vatidappropriate caveats, | intend
to do just that. In this paper | will survey:

1. The state of the Asian financial system today,
2. The main opportunities and challenges for the aéxyears, and
3. Some imperatives and specific recommendations.

Overall, it is my view that the Asian financial $gm is substantially more robust
and deep than 10 years ago. In fact, | believeuttakerlying economic growth and
increasing significance of the region means thad Asuld play an important role
— a true third of the triad — in the world econoawer the decade to come. This
will only happen, however, if a number of criticgalprovements and initiatives
take place in the near-term — i.e., over the negttb three years.

1. STATE OF THE ASIAN FINANCIAL SYSTEM TODAY

There has been a lot of good discussion on theesaafg¢he 1997 Asian financial
crisis, including the analysis presented at thee iomference of your “Asian
Financial Crisis Revisited” series.

The contours are now broadly understood. A greal aleshort-term foreign funds
went into a variety of longer-term investment ogpoities -- for example, real
estate in Thailand and corporate growth progrankonea -- with the assumption
that the exchange rates were essentially fixed.nMid¢his funding flowed
through structurally weak and under-developed banklystems into corporate
sectors that were equally weak. The flood of reédyi cheap foreign funding led
to speculative investments in real estate and aticleistries. Net foreign reserves
were largely negative or just barely positive innpaf the Asian countries. In
many countries, banks and corporations were lin&gdther in “non-arms length”
ownership relationships.

There were also a lot of “inter-linkages” amongakscountries the extent of
which was unknown to regulators. For example, w& koow that Korean
commercial banks were providing standby creditdiaed guarantees to Korean
merchant banks, who were in turn lending moneyttai property developers and
Indonesian entrepreneurs.

The crisis was so severe that it cost between di(b@rpercent of GDP in purely
public costs across directly affected Asian coestrlt is worth noting, however,
that in the run-up to July 1997 there was no sehgapending doom. Rating
agencies continued to rate the debt of governnard<orporations in these



countries very positively; none of the ratings ages predicted the severity of the
storm that was brewing.

Once the storm had passed, along with two colleagaebarked on a research
project comparing the Asia crisis with other epes®df acute national or
international financial distress. Since the latéd9 there have been more than
150 episodes of financial crisis or borderline fiai@l crisis in more than 100
countries worldwide. By trying to identify the coromforces at work, we hoped
to better understand the drivers of such events.cOuclusions were published in
Dangerous Markets: Managing in Financial CrisegWiley, 2002).

From our detailed analysis of the Asian crisis ahather recent crises — in
countries as diverse as Mexico, Jamaica, Ecuadgerfina, Uruguay, Turkey,
and Russia — we concluded that any mental modebwffinancial crises arise
must encompass five broad dimensions: foreign fupdnd exchange rate
policies, the government fiscal and monetary siumathe health of the corporate
sector, the strength of the banking system angrisence of any asset bubbles
(e.g., real estate, stock markef&xhibit 1] A policy change or surge in one of
these dimensions quickly moves to the other foeasr

More specifically, we identified a number of kewyacro factors to look for and,
we would argue even more important keicro factors, which determine whether
a national economy is vulnerable to shock.

The good news is that comparing Asia today withgiescrisis period (1990-1996)
we see broad improvement.

A. MACRO FACTORS

1. Foreign funding / exchange rates

- Since the late 1990s, most exchange rates in Asia moved from
being fixed to flexible, and even floating. The egtion is China,
which maintains very tight control over its exchamgtel [Exhibit 2]

- Vulnerability to swings in inflows and outflows @dreign funding has
been reduced.

The ratios of foreign exchange reserves to shomt-teebt and
imports have improved dramatically in all countridsross Asia,
the ratio of foreign exchange reserves to shon @bt has risen

1 carmen M. Reinhart and Kenneth S. Rogoff. “Thedetm History of Exchange Rate Arrangements: a
reinterpretation’NBIS Working Paper Series: Working Paper 898302) http://www.nber.org/papers/w8963. See
also, Terry Chan et al. “Asia 1997 Retrospecti8&indard & Poor'ySeptember 2006)



from around 60 percent in 1997 to close to 300gu@rm 2005.
Likewise, the ratio of foreign exchange reserveisnoorts has
also increased: from about 35 percent in 1996darad 100
percent in 2004. Total foreign exchange reseméisa region are
more than $3.1 trillion and our predictions inde#tey will reach
$5.1 trillion by 2012[Exhibit 3]

The composition of foreign funding in Asia has sdfand
improved. Between 1997 and 2005, short-term bamdtihe
(loans of less than 1 year in maturity) from forelganks halved
as a percentage of GDP from 8 percent to 4 perbtoreover, an
increasing proportion of loans are in local cursenap from 16
percent in 1995 to 42 percent in 2006.

2. Economic growth, government budget deficits, inflabn and
unemployment

- There has been broad improvement in most governmaaoto
indicators across Asia. Hong Kong and Singapoecparticularly
strong; Indonesia, the Philippines and, to a lesgtnt, Taiwan are at
the lower end of the rangiexhibit 4]

- Unlike 1996, interest rate differentials are alsaioe whole lower or
similar to U.S. interest rates. There has howeeenkan increase in
government deficits as a percentage of GDP in nadutlye countries.

Other commentators and analysts have confirmediéwg on the macro
factors. Ramon Moreno, in his extensive reviewhef ¢thanging nature of
risks facing banks, notes: “External vulnerabiirigicators developed at
the BIS have broadly declined. Indicators of cucsemismatches have also
fallen significantly since the late 1990s. Budgetficits and ratios of public
debt to GDP have improved. Finally, resilience &las been enhanced in
those countries which adopted floating exchangesralong with more

stable, and increasingly more credible, monetatigpoegimes?

2 Philip Turner, “Are Banking Systems in East ASi@onger?,’Asian Economic Policy Revigi&007) 2
3 Terry Chan et al. “Asia 1997 Retrospecti@tandard & Poor'September 2006)
4 Ramon Moreno,. “The changing nature of risksrfgdianks'BIS Papers No 2§2005)



B. MICRO FACTORS

1. Banking systems strength

- The underlying strength and capabilities of bardt®ss Asia have
improved significantly over the last 10 years.

During the 1990s up until the financial crisis, theerall
profitability of banks in Asia was, in our estimateell below 0.5
percent return on assets — for example, -0.01 penegapan and
0.3 percent in Korea. Today, banking system proiitg exceeds
1 percent ROA in most countries, and is especsiiyng in Hong
Kong, Singapore and Korea.

The proportion of national banking assets thatstate-owned
and tightly state-controlled has decreased sineéatie 1990s
across most countries. Indonesia is a notable ércepith 31
percent of banking assets still under direct statdrol. [Exhibit
5]

In many countries, national banking systems havefe much
more open to foreign financial institutions. In k€ar for example,
foreign banks control more than 10 percent of tasslets, up
from 2.7 percent in 1997. China and Indond&r=wise show a
higher degree of foreign bank presence.

The banking system is much less fragmented. In facte than
half of the top 500 financial institutions in 198&d dropped off
the list by 2000, and we estimate that number aaseH agair?.
The market share of the top four banks in manys@untries —
including Singapore, Korea Hong Kong, China, Maiaysd
Thailand — is now more than 50 percefixhibit 6] . Korea has
gone from 26 commercial banks to 12 (of which semen
national banks.) Malaysia merged 71 banking institis into 10
banking groups by 2004, and has recently movedi@nro be
sure, there are a lot of rural cooperatives anahite companies
in China and India that contribute to the fragmgateof the

> IMF Financial Soundness Indicators (2005) at httpuv.imf.org/external/np/sta/fsi/eng/fsi.htm; sdscaRoy
Ramos, “Asia Pacific Financials Fact Sheet,” (Audt8 2007) Vol. 9, No.7

6 McKinsey analysis; data from Bankscope

Nghia Nguyen and Jonathan Williams. “Liberalisatiownership and efficiency issues: A comparativelgtof

South East Asian bankingWorld Bank(2004) at
http://info.worldbank.org/etools/docs/library/15&3Stateowned2004/pdf/nguyenwilliams.doc



banking system and will need to be addressed. kslartags
further behind, but has clear plans to consolittatbanking
system further.

2. Underlying credit rating skills and risk management

- Our experience is that credit capabilities haveroupd across the
board, albeit starting from a low base. In 1997 ynaanks did not
have a chief financial officer and some chief gkcers had no direct
reports.

- Non-performing loan (NPL) rates have seen a sigai decline.
While the measurement methodology varies somewtasa the
region, bank equity analyst reports and S&P’s miadedf non-
performing assets (NPAs) before the crisis andibb2eveal a
dramatic shift — although some countries, notalyRhilippines,
have seen less decline than would be ideal. TheFME&ncial
Soundness Indicators demonstrate similar improvénbei with
weaknesses in the Philippines and Indonesia. Ghiegorted NPLs
have dropped from 25 percent in the early yeathkisfcentury to 7
percent today.

- All major banks have put in place credit rating andring systems —
both at the corporate and the retail level. Margyatopting more
advanced techniques for risk assessment — sucdues at risk and
stress testing. Underlying this change are sigaificmprovements in
IT infrastructure to support up-to-date valuatiow aisk measurement
requirements.

- The shift in mix of lending to consumers — espégial the credit card
industry — has not gone well. Three consumer crzdies have hit
Asia in the last five years: Hong Kong (2002-20K)rea (2003-
2004) and Taiwan (2006-2007). Hopefully lessonshasen learned
for the future in these countries, such as the heeidnproved credit
bureaus, scoring systems and new approaches taraenscquisition.
Even so, the situation in China and India, wheegdhs little
consumer credit history, must be watched closely.

- The presence of credit bureaus has increased. Biaazisis, credit
bureaus have been established in five countrigsptrers have
strengthened their existing infrastructure. Todaly the Philippines
lacks an official credit bureau. Malaysia shouldcbexmended for the

8 “Subprime crisis hits Chinese bankingnternational Herald Tribuné25-26 August, 2007); Terry Chan et al.
“Asia 1997 RetrospectiveStandard & Poor'gySeptember 2006); various equity analyst reports



depth of its credit reporting. The jury is stilltaan a number of
younger credit bureaus, including those in Thailand Vietnam,
which will need time to establish clear methodoésgireporting
methods and systems.

The role and presence of rating agencies, suchoaslils, Standard
& Poor’s and Fitch, has increased substantiallytfeumore, the
collection of ratings data by FitchBankscopdias helped provide
overviews of banking systems that were not avalaibkthe mid-
1990s. Among the many other reports, publicatfom® global
institutions, such as the IMF’s Global Financial3lity Report and
Financial Soundness Indicators, have helped shditiauhl light.

3. Strength and consistency of regulation and superwisy approach

The capabilities and techniques employed by supersiand
examiners has improved substantially over thedasade. That said,
more effort and support are required to managelhagrowing
wholesale markets and the evolution of more compiencial
institutions (banks, insurance companies, and lbagjegroups).

Public policy has also improved in general, withrenemphasis on
creditor rights versus borrower rights and the @idopof Anglo-
Saxon-like bankruptcy laws and procedures. Theneoie to be done.
Governments need to continue to build supervisapacity and skills,
demand strong risk management and effective copg@vernance
from financial institutions, and promote greateicial market
transparency. Moreover, in most countries thermisffective
mechanism for financial regulators to work coopegedy with
economic ministries to ensure government-wide wmisiod strategy
for the financial sector.

There has been more coordination and interchangagfmnancial
regulators in the region, on initiatives includimgining and
information sharing. However, most relationships laitateral. Much
more will be required as Asia becomes more integranhd cross-
border bank acquisitions take place. Standardsefpslatory capital
have also become more rigorous, more sophisticateck risk-
sensitive, and more closely aligned with econorafaital, as banks
align with the international framework for regulgteapital devised
by the Basel Committee on Banking Supervision. réhea wave of
Basel 1l work going on across Asia now. In markis Australia,
Japan and Korea, the focus is on the final stepmpEmentation



after years of preparation; in markets like Chtha, process is just
beginning as banks assess their Basel Il readess.

- The quality of balance sheet data has improved altiaaily as
regulators have pressured banks to publish compséhe audited
information, increasingly to international standa¥d Stronger rules
on corporate governance, including requirementgiependent
auditors and compliance officers, have pushed benltee same
direction. Over the last five years, we have besolved with 15
bank corporate governance improvement initiativa@ess Asia. The
IFC has made this a key part of their program Witkiested banks” in
Asia.

- According to Jamie Allen, who leads the Asian Coat® Governance
Association (ACGA) and is co-author of the regyéant CG Watch
publication with CLSA:

Corporate governance has improved in Asia ovep#s¢ decade, especially at
the regulatory level--in terms of introducing nemes and best practices, a
greater focus on enforcement, and improving acéogistandards. . . . Banks
stand out in most markets as having above-averagerigance standards, in
large part due to additional regulations imposethem by central banks.

However, much of the regulatory focus has beemymaving disclosure.
Regulators appear to be less confident about élfedity to change the internal
governance structures of companies and leave thieinentation of best
practices, such as audit committees, up to compahkere is little or no
enforcement or guidance from regulators in thigsa@mpanies with strong
internal accountability structures are driven gitiye competitive forces or
enlightened leadership. Asia has moved forwarchgtyoon disclosure, but
less impressively in other areas of corporate gagse. And despite the many
new rules on disclosure, there are ongoing probieitiisthe quality of
financial and non-financial reporting. Asia has é@ngreat deal over the past
10 years, but probably needs at least another bQikd robust systems of
governancél

4. Improvement in breadth and depth of financing optims (e.g., capital
markets, long-term debt)

- There has been a shift in the broader Asian firssgistem from
bank-dominated financial intermediation to a systenvhich capital
markets (particularly the equities market and kesaer extent the
bond markets) are beginning to play a larger f{@ghibit 7] In the

9 Interview with McKinsey experts; see also A. Viillds financial stability policy now better placéd prevent
systemic banking crises.” BIS Papers 28, 99-122
10 Philip Turner, “Are Banking Systems in East ASi@onger?,’Asian Economic Policy Revigi&007) 2

11 |nterview with Jamie Allen, September 3, 2007



last three years, capital markets (equity and qatpalebt) have
doubled as a percentage of GDP in China and lhdi@hina, capital
markets activity increased from about 50 percer@DP to roughly
110 percent. India has followed a similar trajegtdn absolute terms,
the numbers are even more dramatic, with both Chthindia more
than tripling their capital markets activity.

That said, there is still a long way to go heretoss Asia, the banking
sector accounts for 30 percent or more of finargyatem assets. The
figure for China is 55 percent, compared to less PO percent in the
US and 25 percent in the Euro zone. Although gquarkets are
soaring, notably missing are effective marketsctmporate bonds and
other debt securities. These are important to deolower-cost,
longer-term capital to companies, create compatioo banks, and
offering opportunities for banks to shed credik ng&a securitization.

There is also a large proportion of the populatidro are “unbanked”:
30 percent in China and 23 percent in India.

5. Underlying infrastructure efficiency (e.g., paymens systems and
exchanges)

The payments systems within Asian countries areompg,
particularly real-time electronic payment and setibnts systems.
China upgraded CNAPS (China National Advanced Paysn8ystem)
in 2005, and India followed in 2006. Both are sigpaint
improvements over the labor- and paper-intensigtesys previously
in use.

For consumers, payment options have increased ticathain big
cities. Yet rural areas remain well behind. Chingarticular, is a
cash-based society, with 83 percent of all tramsasthased on cash,
against 21 percent in the United States. Mobilenphmayment
solutions have begun to take hold, and with re¢dyihigh penetration
(around 300,000 thousand mobile phones per mipeople in China
versus 710,000 in the United States) this techryofogy allow
consumer payment infrastructure to grow rapidly.

Asian stock exchanges continue to increase in prenge. Asian
exchanges outside Japan now represent 14 percglubal market
capitalization, up from 4 percent in 1998. Howeveany Southeast
Asian exchanges still have higher total tradingsasd lower
turnover velocity than their counterparts in moeseloped markets.
In addition, they incur a higher equity risk premiuagain, especially
in Southeast Asia. Lastly, as global consolidationtinues, most



Asian exchanges aside from Tokyo and Hong Kongedagively
small, and risk being left behind.

6. Corporate sector vitality

- We have already mentioned the improved strengtsat’'s banking
system. Equally important is a strong, vibrant cogpe sector.

The majority of listed Asian companies are achigvigturns on
invested capital (ROIC) greater than their weighdedrage cost
of capital (WACC). This stands in sharp contraghi pre-crisis
period, particularly in Korea, where in only thiefefifteen years
did the corporate sector deliver return on cagtahter than cost
of capital. Best estimates suggest that China,n]&piagapore,
Taiwan and Thailand are performing well, with mdran 70
percent of top corporations yielding a higher R@i@&n WACC

in the last two years. Malaysia and Indonesia liggptty with

over 60 percent of the top corporations exceedieg WACC12

Leverage and interest coverage ratios have alsediono safer
territory across Asia. Korea’s corporate averad# tieequity
ratio was over 300 percent in 1996 and over 400quein 1997.
By 2005 it was below 100 perceiRtOverall, interest coverage
ratios have risen well above the “safe” threshdl@d.dorhe main
exception is Indonesia, which has seen less pregtes

7. Asset bubbles

- Asset bubbles — particularly in real estate — Haaen both strong
contributors and triggers of past crises (e.g.jl&hd in 1997, Sweden
in 1992). While the situation across Asia appéaise better today
than in the mid-1990s, there have been significansumer finance
bubbles in the last five years in Hong Kong, Kaaed Taiwan, which
required the rescue of several card companies (g5gcard in Korea
in December, 2004).

- We also note that real estate prices have beegmgiickly in a
number of countries, most notably Singapore, Ind@nand China. In

12 pata from Bloomberg; McKinsey analysis. Differi@hbetween WACC and ROIC calculated for top 100
corporations in each country.

13 Jang-Sup Shin, “Transformation of Korean Compmaigd their future” presented/Adian Financial Outlook: The
next 10 years(August 10, 2007) Bangkok, Thailand

14 Philip Turner, “Are Banking Systems in East Astao8ger?,”Asian Economic Policy Revigi2007) 2
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Singapore, the property ind&decreased by 7 percent annually from
2001-2003 but has since rebounded, increasing IpeB&nt a year
from 2003-2006. This may simply reflect a supplyrdad imbalance,
as many more foreigners are moving to Singapore. lNausing stock
due to be available from 2010 may help soften if& However, such
steep increases require careful monitoring. Indianegy be a similar
story, witnessing a 34 percent annual increasks iconstruction,
property and real estate indé€xor the last 3 years, compared to 14
percent annually in the three years prior.

- Property values in China have also increased dieatigt— with 21
percent average annual increases in Beijing in eatte last three
years, and between 12 percent and 16 percent seg@a Shenzhen,
Shanghai, and Guangzhou.

- Consumer finance growth in China and India alsaade be
monitored carefully, following annual growth of arad 20 percent
and 30-35 percent respectively over the last thieaes.

- Stock markets have also posted extraordinary giesShanghai
composite gained 125 percent in 2006 and 85 petoghiigust 23,
2007. The Vietnam exchange has posted gains sé ¢0150 percent
in 2006 and 20 percent so far in 2007 (to Augu3t Eegulators are
aware and concerned. Fortunately, not much foreitiow (or
outflow) is possible at least in Shanghai, butwiaening lights are
flashing red in both places.

8. Summary

Others have also noted the overall improvemenga@alby in the performance
and health of banks, the financial systems, cotfmrs, and asset markets in
Asia. Ramon Moreno, using the methodology from Hawland Klau (2000)

has shown a significant decline in the banking gtdiility index in Asia since
the 1990s. The index includes additional microgathrs (such as the increase
in liabilities to BIS reporting banks over eightagters as a percentage of GDP)
and macro indicators (such as three-month intea¢stiess the annualized
percentage change in consumer prices over thequed months)Exhibit 8]

15 pata from Bloomberg. The Singapore Property Egsitndex is a capitalization-weighted index oftlad stocks
traded on the Stock Exchange of Singapore's Propector. The index was developed with a base \a@li€00
as of January 3, 1997. The parent index is SESALL.

16 pata from Bloomberg. The Jakarta ConstructionpBrty, and Real Estate Index is a capitalizatiorghted index
of all stocks in the Jakarta Composite Index inedlin the business of construction, property, @adl @state. The
index was developed with a base value of 100 &eocémber 28, 1995.
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The increased strength of Asian financial institn$ can be seen also in
relative stock price performance over the lastdlyears. The Asian bank
index (ex-Japan) has outperformed the US and Earopank indices in the
last three years, showing 27 percent annual garsug 24 percent in Europe,
9 percent in Japan and 6 percent in the Uniteegk&tdh 2000, no Asian banks
were in the top ten. As of May 29, 2007, four of tbhp ten are from Asia —
ICBC, Bank of China, China Construction Bank andsubishi Financial
Group — accounting for a combined 36 percent otdked top ten market
capitalization[Exhibit 9]

2. OPPORTUNITIES AND CHALLENGES OVER THE NEXT 10
YEARS

Asia has come a long way in rebuilding its corpetd financial sectors. While
much remains to be done, Asian banks are sittingnenof the most significant
and rapid “rising tides” in modern economic histdryterms of the opportunities,
there are seven fundamental drivers or forces at.wdter outlining each, | will
explore the implications in terms of future prgfdols and the relevance of Asian
banking.

A. SEVEN OPPORTUNITIES — FUNDAMENTAL DRIVERS

1. The rise of India and China

Asia is home to over half of the world’s populati@ai7 billion out of 6.5
billion peoplel” Sadly, the large majority live in severe poverBy 2015,
however, over 800 million people in China and Ingil join the middle
class — defined as US$5,000 GDP per cafibehibit 10] The implications
for banking are obvious and rather large. Ovemid 15 years, 300
million Chinese people will migrate from the rueakas to the cities. We
also should not underestimate the importance ofisieeof Vietnam, with
85 million people (half of whom are under 27 yealdswith strong
ambitions to prosper) and a government committeddor reformts

Consumer behavior is also changing, rapidly anchany dimensions. In
financial services, many more consumers are wilimgorrow than ever
before. For example, today 31 percent of affluemn€se believe
borrowing can improve their lifestyle, up from 2@rpent in 20049

17 u.s. census Bureau, International Database @t/ttvw.census.gov/ipc/www/idb/
18 c1A World Factbook at http://www.cia.gov/librapublications/the_world_factbook/print/'vm.html
19 McKinsey Personal Financial Services Survey, A2G07)
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2. The return of Japan

Japan has been on the sidelines for much of thelpagears. With
restructuring and consolidation finally completenf8tomo Mitsui
Financial Group (SMFG) was the last of the threganleanks to complete
its repayment of government funds in October, 2Q@@anese banks are
starting to show marked improvements in performamat health. SMFG
has cut non-performing assets from 5 percent i®20@.2 percent, and
posted a 10.5 percent return on equity in MarcB,/20he economy is
growing again and corporate profits are on the fi$e Koizumi reforms —
particularly the privatization of Japan Post, tharld's largest financial
institution with over US$2.7 trillion in assets rdathe unwinding of cross-
shareholdings shoulghlock further growth and reform in this important
economy.

3. Infrastructure spending

It is estimated that annual infrastructure spendingsia will increase from
US$1.1 trillion annually today to US$2.1 trillion 2010, with an increasing
proportion expected to come from private sectorcea?? India, China and
Vietnam will be the biggest spenders - particularyroads, airports, power
plants, harbors and urban infrastructure. Chinagta build more than 40
Shanghai-sized airports over the next five yeadial will add 70,000 MW
of electricity by 2012, almost six times the amoreguired by New York
City. These investments will create new opportesiin infrastructure
finance — project finance, infrastructure funds B®P (public-private
partnership) arrangements.

4. Rise of Asian global champions

In 2004, 18 percent of the top 1,000 companiekenatorld by market
capitalization, or implied market capitalizatiomnee from Asia, with the
bulk of these coming from Japan. Two years ldber percentage has risen
to 21 percent, with most of the new companies cgrfiom Korea, China
and India. By the end of the decade, we believa Agli account for 30
percent of the top 1,00QExhibit 11]. These organizations will grow
within their home markets but also overseas. Lenblaer, Tata, Sterlite,
Doosan, Samsung and Hyundai have started this ggdneexpanding into
Europe, the Americas and Africa. We estimate tharte that 60 Chinese
companies are actively looking at regional acquisibpportunities.

20 pata from Global Insight
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5.

Intra-Asia trade

Trade among Asian countries has grown rapidly tiverdast five years.
[Exhibit 12] China has become an increasingly important tcadartner
across the region, emerging as Korea’s number xparepartner and in
Singapore now rivaling the United States. Suppbimh interlock more and
more across the region. China has become a faost@ysembly point for
many of the regions goods and services. NotenbatAsiatrade is 60
percent greater than trade with the United StatdsEairope combined, and
has been growing more than twice as fast. In mhdithe rise of “the New
Silk Road” — trade and financial investment betwdenMiddle East and
Asia (particularly China and South Asia) — will opap significant
opportunities for corporations and financial ingitins over the next
decade.

Innovation

Asia is becoming a major center of product, seraiceé management
innovation. The need to serve large populationk watry low cost products
Is a driving force across many industries. Tatadviots working hard to
build the 1 lakh car (approximately US$2,500). Sakindian banks have
developed very low-cost distribution technologiesérve urban mass-
market and rural populations. Some — such as IE€Ildve started to reach
beyond India's borders to non-resident Indiansreavd even to non-Indians
(for example, in Canada) through businesses likectibanking.

Elsewhere, Asia leads the way in contactless eqoagiment. About 50
million Japanese consumers use e-money serviogs asuJapan Rail East's
e-payment service, Suica, for basic payment nddds.contactless
payment application has evolved into payment thinougbile phones,
including the 8 million people who use NTT DoCoMa'®bile technology,
Felica, to convert their handset into an electravadlet. Similarly, in China,
mobile phones can be used to make payments whkinétwork — send an
SMS to ‘top up’ your pay-as-you-go China Mobile pko- and

increasingly outside of the network to pay for theatre and train tickets.
China Mobile has more than 300 million subscribers.

Lastly, micro-credit innovation and delivery staria Asia and is
expanding rapidly. The pioneering work of the Gram&ank, replicated
and enhanced by many others, such as ACLEDA Badambodia, is
starting to transform the financial services lamg&cin rural areas.

Overall, | believe that significant innovation imdncial services will in
fact come from Asia over the next 10 years.
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7. Asia’s growing financial power

Asia was once considered mainly a destinationdogifn investors seeking
strong growth opportunities. But now Asian investare becoming an
increasingly powerful force in global financial rkats. The governments
of Singapore, China, and Korea have announced pdastsft as much as
US$480 billion of foreign reserve assets to newéseign wealth funds,”
following the lead of oil-exporting countries tradteady invest in
diversified, risk-taking portfolios of global asseAsia’s private investors
are becoming increasingly active also. China lamttinannounced plans to
allow mainland investors direct access to Chinesepanies listed in Hong
Kong. This is likely to be just the first step tawa allowing more private
investment in foreign financial markets.

As noted above, Asian companies are also shoppimaskets abroad,
given their large cash reserves and profitabilftAsian currencies
appreciate in coming years, foreign investmentsb@tome even cheaper
and more attractive for both corporate and priuatestors. Expect to see
much higher capital outflows from Asia in the dee&o come.

B. IMPLICATIONS FOR PROFIT POOLS AND ASIA’S ROLE IN
THE GLOBAL FINANCIAL SYSTEM

The size and integration of the global financiateyn continues to accelerate.
According to the McKinsey Global Institute:

- The size of the global financial stock increasedflUS$12 trillion
in 1980 to US$69 trillion in 1996. It has since dtad to over
US$167 trillion and we believe will grow to well evUS$200
trillion by 2010, with a particularly strong increain equity and
private debt markets.

- Cross-border capital flows, which grew at 4.3 pet@year from
1980 to 1990, moved to a growth rate of 10.7 pdragrear from
1990 to 2005 and in 2006 represented around USSIfidn or over
15 percent of global GDP.

While Asia’s role and significance is growing, ttegion remains well behind
North American and Europe. Asian financial systérage seen dramatic growth
and deepening over the last 10 years, but capatakfwithin the region remain
surprising small, particularly in light of the growg trade links and integration of
supply chains[Exhibit 3]
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As the chart shows, the majority of cross-bordédings are between the three
big global financial centers: the US, UK and thedzzone. The cross-border
capital linkages of Asian countries are mainly vitibse three centers.

One reason is that Asian investors are seekingdkeeturn profile offered by
mature markets in the United States and Europeth®nas that Asia’s central
banks, which invest primarily in long-term dollarchEuro-denominated assets,
account for roughly 65 percent of all capital omfs from the region. In contrast,
private investors account for the majority of capdutflows from the US and
Europe. If Asia allows more private capital invaents in foreign markets — as
China has just started to do — it is likely thatrencapital will stay within the
region. This would be an important boost for thgiga’s aspiring financial hubs.

1. Financial services revenue pools

In the next ten years, Asia is poised to rival poténtially surpass Western
Europe as a pool of financial services revenuemrR2605 to 2015, Asia
could contribute more than 27 percent of projegiettal growth in
financial services, up dramatically from its 13 gt contribution between
2000 and 2005. From a 20 percent share of globahtes in 2005, Asia
could easily exceed 25 percent by 2015. PotentiAlya could achieve
close to 30 percent of global revenue pools, depgnah consumption
patterns among the projected 800 million new migididess individuals and
the globalization of Asian companies.

Driving this growth will be impressive gains in Bxwe, particularly from
retail financial services and to a lesser exteatdévelopment of wholesale
markets. More specifically, within Asia, retail eincial services could
account for US$380 billion out of US$670 billionrevenue growth,
roughly 60 percent of the overall financial servigewth in the region.

Within retail financial services, revenue from peral financial assets
(PFA) will likely have the largest share (accougtfor US$281 billion and
42 percent of growth overall). The two biggest comgnts of this PFA
revenue growth pool are investment and insurarstelalition

In wholesale banking, revenue growth in sales eaudirig (at US$120
billion) and in corporate banking (at US$292 bitljowill remain dominant,
at 12 percent and 21 percent, respectively, ofadiervenue growth. Sales
and trading in particular is expected to see vasy §rowth, tripling in
absolute terms by 2015. As a result, Asia’s coatrdn to global sales and
trading revenue could increase from about 25 péioe2005 to at least 30
percent in 2015.

Some of the most interesting growth opportunitidsa@me from smaller
revenue pools. In retail financial services, magggrowth in Asia will
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likely outpace the rest of the world and achievechite growth of more
than 140 percent. Yet it will remain the smallestanue pool in Asian
retail financial services. Likewise, in wholesalleaihcial services,
institutional asset management may grow 50 peffestegr in Asia than in
the rest of the world, more than doubling the sizthe revenue pool to
2015.

The figures for retail financial services contaigngficant potential upside,
given our relatively cautious assumptions aboutiteavior of Asian
consumers. With a high percentage of rural and pduain residents
considered “unbankable” by many (including us fowh there also
remains a significant opportunity for organizatidhnat can create and
perfect the model to serve them. As | mentionetiezafrom our vantage
point, we think a number of banks are getting close

2. Increased proportion of most significant financialinstitutions on the
planet

As previously mentioned, already four of the top banks by market
capitalization come from Asia, with a minimum vakfeUS$121 billion to
get into this super-league. Over the next ten yeeedelieve that the
underlying growth of Asian markets will propel etikt six in the top ten,
and twelve in the top thirty (from three in 2000 seven in 2006 Notably,
more Indian and Chinese banks will make the lisames such as ICICI,
Minsheng and China Merchants Bank. There areylit&ebe some
regionally integrated institutions also, such ang8ard Chartered, Ping An,
Kookmin Bank, CIMB and DBS.

3. More significant financial centers

Today, according to the latest City of London Indexir Asian cities are
among the world’s Top Ten financial centers, betthemain far below the
top two — London and New York — in terms of sigeaince. Hong Kong is
at number three, Singapore at number four, Sydhsgwen and Tokyo at
nine (Melbourne is 18, Shanghai 24, Mumbai 39 amolu$43)21

Assuming these centers continue to open up, dexegsbme vital support
services (e.g., legal services) and can attradirigaglobal talent, some
should be able to become more significant globash&hanghai, Hong
Kong and Singapore in particular are well placdus Transition will be
easier if Asia develops as a more integrated filnearket (e.g., bond
markets, regional exchange consolidation) withgreke of coordination

21 Michael Mainelli and Mark Yeandle, “The Global Bircial Centres IndexCity of London(March 2007)
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and specialization. In such a scenario there iseason why Asia’s hubs
should not eventually challenge London and New York

Dramatically rising levels of foreign reserves nadso play a role in raising
the significance of Asian financial centers. Aseatbabove, the emergence
of “sovereign wealth funds” - GIC and Temasek ingaipore, Khazanah in
Malaysia and China Investment Corporation (CICeralds the arrival of
the new breed on the Asian financial scene. Callelst, these funds may
have up to US$700 billion in coming years to invadiversified

portfolios of financial assets. As long as currexthange rate policies are
in place, much of this capital will likely flow iatdollar and euro-
denominated assets, thereby helping their govertsmaimmpen currency
appreciation. But if — or as — Asian exchange rateome more flexible, a
significant portion of these assets may stay witksra.

Such a development would accelerate the integrafidsian financial
systems and prompt faster financial deepeningearrrélgion. Even the
choice of cities in which to base these investnfiemtls will have important
implications for the contenders vying to becomimgncial centers.
Wherever CIC is located, for instance, an armyadérs, accountants, and
asset managers will follow.

There has also been a significant increase in fgr@quity and hedge fund
activity in the region. Asia-based or focused hefdgels had US$25 billion
in assets under management in 2002, rising to Uss$ilion in 2006.
Private equity firms have raised almost US$25dpillin Asia-targeted
funds so far this year — just below the $27 billrarsed in all of 20086,
according to a report by the Centre for Asia Pev&tjuity Researc?? In
addition, we estimate that over US$300 billion w# invested in Asia by
Middle Eastern investors over the next 10 years.

C. CHALLENGES

While Asia’s financial system has evolved rapidlyce 1997, much remains to be
done. Some serious challenges are ahead, ancefaiuany single dimension
could set back the system as a whole.

22 «psja fund raising remains robusfThe Asian Wall Street JourngAugust 31-September 2 2007)
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1. Ensuring compliance and risk management capabilitie keep up with
extraordinary growth

This is especially important in China and Indiaandwe see fragility in
risk management systems and doubts about theyadifilitnancial
institutions to grow and train sufficient talentkeep pace with growth.
China has made massive progress in the last fi@esybut best practice on
risk management and corporate governance mustvendnuch deeper
into the financial system.

The range and complexity of financial instrumerdasgs a further challenge.
Across five of our banking clients in Asia, we haeen an increase in off-
balance sheet lending to 50-t0-80 percent of tihenlca sheet assets, from a
base of 10-to-20 percent. Reliance on wholesaldifgn(rather than
deposits) has increased from 10-to-30 percent 4m-ED percent of total
funding. Are these figures representative? We d&know for sure. But it
seems likely that they are indicative of a strugkghift now in progress.

Regulators and supervisors will need to inveshairtown capabilities to
stay ahead of the game. The rapid growth of consbareking — an area
where many Asian banks and consumers (in Chinaislyg have little
experience — also presents challenges. Given simeadlitrack record so far
in Asia, this surely requires extra attention froggulators and executives
alike.

2. War for Talent

The most significant constraint to capturing thgdéagrowth opportunities
will be, and already is for many financial instituts, insufficient
leadership and management talent. One of ourtsliegeds to recruit
15,000 staff per year and develop general managéosir years rather
than the traditional ten. Wholesale financial sg¥s capabilities are rare
throughout Asia and we believe will drive some Asleanks to try and
acquire Wall Street firms in search of talent.

3. Regulatory and supervisory capability building

Rapid changes in nearly all aspects of the findiseievices industry,
especially wholesale financial services and consdmance, present
challenges to regulators and supervisors. Budgetsdining, attracting,
and retaining talent are inadequate in many cases.

4. Information sharing and regulatory coordination

A common refrain from regulators and equity analystross the region is
concern over lack of information availability anohsistency, especially
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regarding the rapidly increasing off-balance slaetivities and increasing
international flows within Asia. Most regulatorgwalk to raise real
concerns about in-country coordination betweenraébanks, regulators,
and government ministries. There is also a widespueew that there is
insufficient understanding and coordination betwessgulatory bodies
across Asia.

5. Asset bubbles

There are increasing concerns about rapidly rissadjestate prices in
several Asian countries. Although there are somddmental drivers at
work (as opposed to speculation) the real estatkaetsof Singapore,
Shanghai, Jakarta and Phnom Penh need to be wdtrhmdoble
symptoms. Incredible stock market valuation grointRietnam and China
is also a concern, even though regulators in tbesatries are fully aware
and working hard to “contain” the growth.

6. Political and natural disruptions

There are a lot of social and political tensionghimi Asia: the increasing
rich-poor divide in many countries; political cantk (e.g., China, Japan,
Taiwan, North Korea); health care (e.qg., bird fi@source constraints (e.g.,
energy, water). These need to be monitored cdyeftcording to the
World Bank, the SARS outbreak is estimated to hadeiced GDP in East
Asia by about 2 percentage points in the secondejuaf 20033

7. Less consumption than anticipated

It is not certain that those 800 million peoplegeal to enter Asia’s middle
class will consume as we expect them to. Highrggvrates, most often
driven by fear arising from lack of health insurarand social security, may
not shift to consumption unless social safety aedsput in place

8. Arrogance

Perhaps the most important challenge is the neaddial arrogance or
over-confidence — behaviors directly linked to egtdinary success.
Overconfidence was certainly evident in early 18DAsia, as it was two
months ago on Wall Street and in London, and hastbeen in the run-up
to all financial crises over the last 100 yearse $Mould all re-read Charles
Kindelberger's “Manias, Panics and Crashes” oaramual basis.

23 Terry Chan et al. “Asia 1997 Retrospecti@&andard & Poor'ySeptember 2006)
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3. RECOMMENDATIONS AND IMPERATIVES

This broad survey of Asia’s financial system, aisdprogress over the last decade,
underlines how much has changed since financisikdast swept the region. But

it would be foolhardy to believe that Asia todaymsnunized against imbalances,
shocks and dislocations. The sheer pace of gromdHfinancial innovation across
the region makes it inevitable that imbalances lild and shocks occur.

A multitude of important improvement initiativesbeing undertaken by both
private and public sector institutions across #gan, and there are and will be
different emphases in each country in the regiovould like to highlight seven
themes in particular:

1. Embed and further deepen risk management pegesapabilities, and
culture into financial institutions.

In many banks, the organization chart has beenrdrbaxes filled and
theory put in place. Yet risk management does aonhpate the fabric of
the organization. This needs to change. CEOs ambiaie boards
should consider an annual independent enterpride-audit of risk
management processes and practices. The compfiamdeon must be
seen as one of the top three roles in the banlker8igprs and regulators
should focus their examinations not only on topelexecutive decision-
making but also on activities two or three leveatsvd in the organization.
Branch visits and “closed file reviews” should beegular part of the
regimen.

The importance of credit risk management was drlesdimportant
reforming themes arising from the 1997 crisis. irgability now
emanating from the US sub-prime mortgage markeingsrus that
management of market risk and liquidity risk is @tgimportant.

2. Ensure top management (in both the private saci requlatory bodies)
conduct scenario and contingency planning onceaa ye

These exercises should stress-test corporate penhme against
significant interest rate increases, liquidity amdunding shortages,
operational risks (such as payments system dismgptnd unexpected
surges in trading and transactions) and exterctbfg like oil price
levels and bird flu. They should surface weakneasésserve to sharpen
decision protocols, internal and external commuioosapproaches and
handling of information management.
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3. Shift the emphasis in corporate governanceamihjor banks from the
“hardware” to the “software”

Asia’s financial institutions have made good pesgin establishing
well-structured corporate boards. But it is by neams clear that
mindsets and behaviors required for effective goalece are in place. |
would like to see more explicit mandates and presiagreed by boards
and management; more active discussion and quagjiby independent
board members; more board involvement in senioragament reviews;
an improvement in the quality of materials prepdoedull board and
committee meetings. As with risk management, amakeview of
board practices versus best practices is strorblisad, with the
Corporate Governance and Nomination Committee teptfie way.
[Exhibits 14 and 15]

4. Increase CEO and requlatory leadership focuslent development

We know from painful experience that the cost oégional financial
crisis runs to hundreds of billions of dollars. \8Bloy are we reluctant to
invest in recruiting and development of skilledfessionals to maintain
oversight of the financial system? There is a giroase across Asia for
doubling the money allocated to regulators and isig@'s for hiring,
training, skill-building and retaining the best péa

The sums of money involved are not great whengagnat the price of
regulatory failure. The UK Financial Services Auibpwill spend about
US$100 million over the next three years to tr&ri, 700 staff,
approximately US$9,000 per person, per yéar.

Banks themselves could also do more in this reghedeloping talented
managers with a global perspective and specidiks,sespecially in
wholesale financial services and treasury operatids more banks
expand beyond their national borders, it will bseggial to have a cadre
of executives comfortable operating and leadingnudtiple countries.
Openness to external hires and disciplined “glaa#ibn” programs are
highly desirable.

5. More intensive and formal cooperation and extg8on among intra-
government bodies within countries in Asia

Effective oversight of financial institutions antarkets requires a
systems thinking approach. There is a huge nee€lfber intra-
governmental cooperation and coordination betwewm€ial market

24 FSA Business Plan, 2006-2007 at http://www.fsaigidpages/Library/Corporate/Plan/bp2006.shtml
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regulators and government ministries with econam@sponsibilities
(Ministries of Finance, Economy, Planning, Commgroeall countries.

6. Triple the amount and formalize the interactdmequlators and
supervisors across Asia

A first step in this direction would be to establstronger linkages with
established regulators (e.g., BIS, IOSCO, IAIS)Koeowledge sharing,
training and development. However, Asia’s finansigdtem has reached
the stage at which there is a need for a distiattisian forum for
regional coordination. | think a strong case camiagle for the
establishment of an “Asian BIS” with a three-foldssion:

— To improve information exchange (and informaticenstards) and
increase transparency (by country and cross-boaoatesjructure,
conduct and performance of the entire financialesys

— To drive programs aimed at sharing best practices

— To develop regular regional scenario planning arsisc
management contingency planning exercises

7. Launch public-private-sector-driven financias®m master plans in
each country

The next five years will be a critical period #sia in terms of financial
system development. The ramp up in economic groatds and the
increasing wealth and significance of consumerscamporations in an
increasingly linked global financial system wilktét in many strains.
Leading global institutions will also be increasthgir focus on the
Asian opportunity.

The combination of banking consolidation within awatoss countries,
capital markets development, and regional finarnoiaigration indicates
a rich menu of issues for market participants apgte with. The role of
regulators and their approach — e.g., principlesetiars. compliance
with prescriptive rules; information standards;ulaging businesses
versus regulating specific entities; and stanceatd& encouraging local
banks to be regional or global champions or no¢edrnto be dealt with
holistically. This can only be done by bdtte private and public sector
working together.

To be clearfinancial institutions and regulators across Asaendone a
tremendous amount of good work over the last 1@sy@doreover, a massive
opportunity lies ahead. But, to seize it, we inaAsill need to not only
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consolidate our gains but also to build for theifat— informed by a keen sense of
recent history and, of course, a sense of our @hibifity.

| would like to thank Nicholas Ma and Greg Wilsontheir help in developing
this perspective. In addition, | would like to tkaio Susan Lund from the
McKinsey Global Institute. Tab Bowers, the heaMoKinsey & Company's
Financial Services Practice in Asia, is due partaiuthanks for his insights and
advice.
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