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Linkages between Financial Services 
and Economic Activity in Rwanda

Presenter
Presentation Notes
After the 2007/08 Global Financial Crisis, the member countries of the IMF decided to extend the mandate of the IMF’s surveillance of countries beyond the assessment of classical macroeconomic policies and outcomes.
The idea was that in the run-up to the global crisis, financial systemic vulnerabilities that had built up in many countries were missed. Having spotted them in time would have allowed to take preventive actions.
The IMF had at the time a prestigious product: the financial sector assessment program (FSAP), together with the World Bank. Rwanda had an FSAP two times: First, in 2005, and then in 2011 an update.
However, the IMF members felt the FSAP was too infrequent and not sufficiently integrated into the annual bilateral surveillance.
Hence, the idea to integrate the analysis of financial sector vulnerabilities and the linkages between financial sector and the economy directly into the annual Article IV consultations.
This is what we are doing on this Article IV mission, and the plan is to start a more regular dialogue and collaboration on macrofinancial issues. Today, we present a few standard tools and concepts, some of which you may be familiar with already, and wish to discuss how relevant they are for Rwanda.
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(1) The Rwandan Financial System



Rwanda’s financial system is dominated by banks 
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Presenter
Presentation Notes
Notwithstanding considerable progress in nontraditional finance and micro credit, it is worth remembering that Rwanda’s financial system is still dominated by commercial banks.

Which implies: If we care about systemic risk, it is most likely to be channeled through the banking sector, so from a macro-financial vulnerability perspective, in Rwanda it is useful to focus on the banking sector.

[Note: This doesn’t mean that the other parts of the financial system do not have important macro policy relevance. For example, a poorly regulated pension system could become a drag on public finances, productivity, and growth. Or, unsustainable micro finance institutions could hurt private sector growth, household consumption, and financial inclusion. It is crucial that all parts of the financial system are properly regulated and supervised.]



Rwanda: Private Sector  Credit is becoming 
increasingly important to the economy
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Presenter
Presentation Notes
In Rwanda, private sector credit has been buoyant in the past seven years, growing by an annual average of 13 percent in real terms (20 percent in nominal terms)
As a result, credit to the private sector as share of GDP has grown from 12 to 19 percent. Rwanda has now the second-highest credit depth, after Kenya.
This reflects both the growing importance of the private sector in the economy and gradually rising household incomes that allow for financing and lending.
It also highlights that the stakes to maintain a solid and fundamentally sound financial system are ever more important:
However, can we say, just by looking at this indicator alone, that Rwanda has become more financially developed than Uganda or Tanzania? That’s one of the issues we explore later in the presentation.
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(2) Assessing Financial Sector Stability



Financial and Business Cycles

• Financial cycle = Fluctuations of credit and asset prices over 
time.
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Financial and 
economic crisis

Presenter
Presentation Notes
Often self-reinforcing (that is, credit drives up asset prices/house prices, and rising asset prices stimulate credit).
If unchecked, strong fluctuations in credit can lead to financial instability.
Financial cycles are usually longer than business cycles (fluctuations in economic activity), but they can impact each other, in particular during downturns/financial crises.

In this example, a massive downturn in the financial cycle triggers and deepens an economic downturn.  This is what happened in the U.S. and many other advanced economies during the 2007-09 financial crisis. (Moreover, economic recovery is often delayed by the need to deleverage credit and repair damaged balance sheets.)

How can we prevent episodes like this? Obviously, we need tools to stabilize both the financial cycle and the economic business cycle.
But since both cycles are separate most of the time, we need two separate tools.






Financial and Business Cycles: Policy implications

Use change money supply conditions to stabilize the business cycle.
Use tools that limit e.g. the procyclicality of credit to stabilize the 

financial cycle.
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Introduce or tighten 
macroprudential policies

Relax macroprudential policies

Presenter
Presentation Notes
Macroprudential policies consist in the application of tools that dampen the financial cycle and prevent the build-up of systemic risk.
Broad based tools: to address vulnerabilities in a credit boom. 
Example: counter-cyclical capital buffers.
Household sector tools: to address lending risks from residential mortgage or unsecured consumer lending.
Limits on loan-to-value ratios or debt-service-to-income.
Corporate sector tools: to contain risks from commercial real estate and FX borrowing.
Adjustable risk-weights for FX loans or loans to certain sectors.
Liquidity and structural tools: to address vulnerabilities from unstable bank funding and from systemically important institutions (SIFIs). 
Liquidity coverage ratios; enhanced capital requirements for SIFIs.
Timing: macroprudential tools should ideally be introduced at the beginning of the financial cycle, to build buffers and to prevent the build-up of systemic risk.
If there are signs that the financial cycle begins to soften, it is appropriate to relax macroprudential tools and use the buffers that have been built in “good times”, to allow for an orderly adjustment and prevent an excessive contraction of credit and financial leverage that would hurt the economy.







Analysis of the credit gap in Rwanda
Credit gap = deviation of actual credit-to-GDP from its long-
term trend.
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Rwanda: Credit Gap
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Credit growth < general 
economic activity

Credit growth > general 
economic activity
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Presentation Notes
We now want to turn to some evidence on the financial cycle in Rwanda.
Unfortunately, we do not have a series of house and real-estate prices, so we need to look at credit data alone to assess the financial cycle.
One useful standard measure in this regard is the so-called credit gap.
The analysis starts with quarterly credit-to-GDP data over a longer period of 10 years or more.
We then calculate the underlying trend, using statistical standard filters.
We then calculate by how much actual credit to GDP at each point of time deviates from the trend. This deviation is called the credit gap. It is positive whenever actual credit-to-GDP is higher than what its trend would predict.
In other words, a positive credit gap can reveal an unusually rapid expansion of credit relative to its long-term trend. And an unusually rapid expansion of credit-to-GDP has been found to be one of the best predictors of financial turbulences.
In particular for fast-growing countries with financial deepening, the credit gap is a better indicator for risks from overheating than just the growth rate of credit. This is because the credit gap allows for financial deepening (the structural increase of credit-to-GDP over time), which is reflected in the underlying trend.
In the IMF’s standard tests, whenever the credit gap surpasses 2 percentage points, it gives rise to some concern about overheating. If the credit gap exceeds 10 percentage points, it indicates a pending financial crisis.

The data do not show conclusive signs of “credit overheating”…
The data for Rwanda indicate that, despite a developing positive credit gap since late 2014, its level has consistently remained below the first critical threshold of 2 percent.
And, with the slow-down of credit in the second half of 2016 (December 2016 is the last data point of the chart), the credit gap is actually closing—that is, credit is returning to its underlying long-term trend.

so the expansion of credit over the past seven years seems to reflect mainly financial deepening…
The generally buoyant development of credit in the past seven years seems to reflect financial deepening, and there appears to be no immediate need to activate broad macroprudential tools.

[Caveat: This filtering tool is not fool-proof and will not reveal any underlying sectoral problems and imbalances that could still lead to systemic vulnerabilities. But at least the overall macro numbers do not give rise to major concerns.]

[Important: Be aware that the BNR has introduced general loan-loss provisioning requirements with banks recently. Note that this is a general strengthening of financial stability, but not a cyclical macroprudential tool (although it could be turned into one), and there  could be a time path to  introduce them gradually, which would resemble dynamic loan-loss provisioning, even if cyclical considerations are not the reason why they are being introduced.]





Banking Sector “Heat Map” based on financial 
soundness indicators 

L=low risk;       M=medium risk; H=High risk
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Country 2014Q4 2015Q4 2016Q4 Latest

Overall Financial Sector Rating L M M M

Credit cycle L L L L

Balance Sheet Soundness L M M M

Balance Sheet Structural Risk L L L L

Balance Sheet Buffers L M M M
Leverage L L L L
Profitability L L L L
Asset quality L H H H

Presenter
Presentation Notes
Closely related to the assessment of the financial cycle is the banking sector heat map, which is based on standard financial soundness indicators and a few additional figures.
The idea is to not only look at these soundness indicators and their variations in isolation, but rather to compare them to thresholds that on average have been found to be indicators of financial vulnerability.
The thresholds are color-coded: “Green” means the indicator is below all thresholds; “yellow” means there are some cause for concerns, and “red” is a more severe warning sign.
[Click now to make the miniature version of the heat map appear]
At the same time, since these are general and average thresholds used for all countries, we would not want to apply them mechanically. There are always specific country characteristics and circumstances, and what might be a problem in one situation could be completely innocuous in another.
So, the role of these thresholds is to stimulate a discussion, that is, when there are some warning signs, look into this and try to understand better what is going on.





Banking Sector Heat Map for Rwanda
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Rwanda 2014Q2 2014Q3 2014Q4 2015Q1 2015Q2 2015Q3 2015Q4 2016Q1 2016Q2 2016Q3 2016Q4 Latest

Overall Financial Sector Rating L L L L L L M L M M M M

Credit cycle L L L L L L L L L L L L
Change in credit / GDP ratio (pp, annual) 0.5 0.3 1.5 2.6 2.8 2.7 2.2 1.2 1.3 0.9 -0.1 -0.1
Growth of credit / GDP (%, annual) 3.6 1.7 10.3 17.7 19.0 17.2 13.2 6.9 7.1 5.1 -0.4 -0.4
Credit-to-GDP gap (st. dev) -1.8 -1.1 -0.4 0.6 0.4 0.2 -0.1 -0.7 -0.4 -0.8 -2.2 -2.2

Balance Sheet Soundness L L L L L L M L M M M M

Balance Sheet Structural Risk L L L L L L L L L L L L
Deposit-to-loan ratio 130.9 125.4 117.4 121.9 122.0 125.1 120.3 118.8 120.0 106.7 116.8 116.8
FX liabilities % (of total liabilities) 27.7 26.0 30.2 23.7 23.3 28.5 23.4 23.2 25.0 27.0 28.4 28.4
FX loans % (of total loans) 3.0 3.6 7.2 5.4 6.2 6.7 9.6 12.1 13.4 11.6 9.9 9.9

Balance Sheet Buffers L L L L L L M L M M M M
Leverage L L L L L L L L L L L L

Leverage ratio (%) 12.9 13.4 13.7 15.4 14.2 14.1 14.1 15.6 14.7 15.5 14.5 14.5
Profitability L L L L L L L L L L L L

ROA 2.9 2.8 2.8 3.3 3.3 3.0 2.9 2.8 2.6 2.8 2.5 2.5
ROE 16.0 15.2 15.3 17.6 17.7 16.2 15.7 14.7 14.0 14.9 13.5 13.5

Asset quality L L L L L M H M H H H H
NPL ratio 5.3 5.3 5.2 5.7 5.5 5.8 6.3 6.5 7.6 8.1 7.6 7.6
NPL ratio change (%, annual) -3.2 -11.2 -12.0 -2.8 4.5 10.2 20.2 15.0 37.5 39.3 21.3 21.3

Memo items: 2014Q2 2014Q3 2014Q4 2015Q1 2015Q2 2015Q3 2015Q4 2016Q1 2016Q2 2016Q3 2016Q4 Latest
Credit-to-GDP (%) 14.9 15.5 16.3 17.3 17.7 18.2 18.5 18.5 19.0 19.1 18.4 18.4
Credit-to-GDP gap (%; HP filter) -0.2 0.2 0.9 1.8 2.1 2.4 2.6 2.5 2.8 2.8 2.0 2.0
Credit growth (%; annual) 14.1 16.6 19.3 26.3 27.6 27.7 26.7 19.4 18.9 16.2 10.7 10.7
CAR (in %) 23.6 24.8 24.2 25.9 24.3 24.2 22.5 24.9 23.3 22.5 21.8 21.8
Tier 1 CAR (in %) 21.2 22.4 21.4 23.3 21.6 21.3 19.9 22.3 20.7 20.4 19.9 19.9
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Let’s have a closer look on what the heat map tells us about Rwanda. Most importantly, the majority of indicators are firmly in the “green zone”.
Growth of credit-to-GDP (second numbers line) appeared high in 2015, but from the credit gap we know that these growth rates are consistent with financial deepening, so we shouldn’t be overly concerned.
In the fifth numbers line, FX liabilities are just hovering above the threshold of 25 percent. In Rwanda, this is not a serious concern, as the banking system is domestically funded, and the net open position FX is securely contained. So, we shouldn’t be too worried about this either.
In the “Asset quality” section, there is an item that merits closer analysis: Nonperforming loans are increasing lately, and the rise in the ratio triggers a “flash light”.
To put things in perspective, the rise in the ratio is from a historically low level, reflecting significant improvements in the loan book over the past 10 years (in 2008 and 2009, the NPL ratio was as high as 25 percent). So, the increase in NPL ratio is applied to a very low base ratio, which creates an exaggeration.
Also, rising NPL ratios are normal in a maturing financial cycle when credit growth slows down (the denominator decreases before the numerator because of the time lag). This is consistent with the slowdown in the financial cycle indicated by the decreasing credit gap.
But we need to understand this better.  Are there other factors that increase nonperforming loans? It could be because of stronger loan classification, which makes numbers appear worse in the short term, but is actually a sign of stronger standards. Or, there could be debt repayment problems, due to the economic deceleration.
Whatever turns out to be the dominant factor, the heat map invites us to pay closer attention to the “red” indicators and follow developments over time.

FX liabilities are just hovering above the threshold of 25 percent. In Rwanda, this is not a serious concern, as the banking system is domestically funded and the net open position FX is securely contained. So, we shouldn’t be worried about this.
All other indicators are in the “green” zone.
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(3) Financial Sector Development
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Developed after financial crisis to explore limits to level and pace of 
financial development for promoting growth and stability, 

particularly among EMs.  

• Positive returns to growth and stability at lower income 
levels, but marginal returns diminish with more financial 
deepening, with negative returns at some point. 

• Financial “institutions” more important at lower income 
levels; securities markets more important at higher income 
levels.

• Too fast a pace of financial deepening leads to instability.

Measuring financial development:
IMF index

Presenter
Presentation Notes
We will use as a core of the presentation the IMF’s measure of financial development, developed in 2015

The financial crisis in 2008-2009 made it clear that new types of analysis were needed.  The IMF’s MCM department developed a financial development index for all 182 member countries from 1980, drawing from existing databases, that knits together several variables to “measure” financial development, both over time and across countries.  �
The objective was to look at the resulting index against variables such as growth and volatility, to determine whether there were limits to how much financial development promoted growth and financial stability.  �
Indeed, the study found that there were such limits
 
For countries at lower income levels, additional financial development had a clear and positive role in promoting growth and stability. 
For countries at middle income levels (e.g. Morocco, Poland), additional financial development promoted growth and stability but to a much lesser extent.
For advanced income countries (e.g. Ireland, the US, Japan), additional financial development actually had a NEGATIVE impact on growth and stability.  The theory was that total factor productivity was negatively affected by a less efficient use of capital, meaning the quality of such financing was impaired. �
Another conclusion was that financial “institutions” are more important at lower income levels, while securities markets (that is the accumulation of corporate capital through debt and equities) becomes more relevant at higher income levels.�
Finally, the study found that too rapid a pace of financial deepening leads to more instability, regardless of income levels.  

Next, we will break the IMF index down into its components.  




Financial Institutions – EAC Ahead of the Pack for 
Access
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Global Findex includes 
mobile money in 2014

Presenter
Presentation Notes
First, let’s look at the access to financial institutions in the EAC, where there has been improvement over time. 
  
To look at access to financial institutions, we chose the World Bank’s financial inclusion index whose 2014 values do capture mobile money. 
Please note that while useful here, this index could not be used for the same purpose as the IMF’s financial development index that aimed to look at financial development both over time and a broad range of countries.  This index is only available for 2011 and 2014. Data for 2017 will be published in 2018. 
Large gains in most EAC countries, with Kenya in 2014 already exceeding EM levels.
However, even this index does not capture peer-to-peer lending over the web such as online microfinance and crowdfunding. 

Technical note:  World Bank Global Findex Database: % of adult respondents who have individual or shared accounts at a bank or other financial institution. Adult population : Number of people ages 15+ as per World Bank World Development Indicators (WDI).   Frontier LICs: Côte d'Ivoire, Ethiopia, Ghana, Kenya, Mozambique, Nigeria, Rwanda, Senegal, Tanzania, Uganda, Zambia, Bangladesh, Bolivia, Cambodia, Honduras, Kyrgyz Republic, Mauritania, Mongolia, Nicaragua, Papua New Guinea, Vietnam.

The scores may look low, but it is because we are showing the y-axis with the entire index the highest and lowest values observed by all IMF member countries across a period of 35 years.  Therefore, a score of “one” could be the observation of the US in 2015, and a score of “zero” could be the score of CAR in 1980.  Moreover, the size of pension funds and mutual funds is much large for advanced economies, which tend to have older populations.  �
You can see that Rwanda, Tanzania and Uganda are broadly comparable with SSA averages, maybe a little below, but that Kenya looks more like an emerging market.   �
Next, we’ll look at access to financial institutions where we played a trick.  




EAC Financial Access – a function of innovation
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Kenya’s pioneering activity with financial innovation over the past decade is why financial access has improved so rapidly.  The other EAC countries are close behind. The chart shows mobile money, but numerous other innovations include agency banking.  Micro-credit activity has been a large factor for financial inclusion in Rwanda and Burundi




EAC Financial Access – more innovation 
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Source: University of Cambridge: Alternative Financing Benchmarking Report, Feb. 2017

Alternative Financing in Africa 

Presenter
Presentation Notes
As mentioned, though, even WB’s inclusion index does not include “alternative financing,” for example, microfinance, crowdfunding and peer-to-peer lending.  These financing vehicles by-pass the banking system entirely. 
Although still nascent innovations, these are growing in importance. 
According to the University of Cambridge “Alternative Financing Benchmarking Report from February this year,” Kenya has the largest use of alternative financing in Africa, about $16 million in 2016, above both S. Africa and Nigeria.  However, in Kenya’s case most of the financing was raised outside the country, while in S. Africa most of the financing was raised within the country. 
On a per capita use of alternative finance, Rwanda and Kenya hold the 7th and 8th places of all countries in the Middle East and Africa, with the top 6 positions held by advanced and middle-income economies.  
The steep growth trends for mobile money are projected to level off, and these are still mostly grounded by the banking system.  In a world of the “internet of things” might we see these financial transactions usurped by alternative financing?  Or do these type of financing complement what exists?  




Financial Institutions – efficiency in Rwanda just 
above sub-Saharan Africa
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Finally, we can take a quick look at the IMF’s measures of efficiency of financial institutions.  
Although financial innovation is not captured by the IMF’s access score and only partly by the World Bank’s index, it clearly shows up here in looking at how Kenya’s measure has changed over time. 




IMF index measuring securities markets
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A quick word on the IMF’s measure for securities markets. This measures the significance of stock market, corporate debt market, financial debt market, and sovereign borrowing from global markets.  Again, these become relatively more important at higher levels of income, and could be a major reason behind why depth creates diminishing returns.  But undoubtedly securities are important for developing the role of the private sector as an engine for growth.  
Just to explain why the scores are so low, even for EMs:  the access score here measures the total number of issues of debt – this is not scaled by population or GDP, which causes the highest scores to be skewed by outlier countries (e.g. the US).   
Thus, the size of markets becomes a very important factor. 




Innovation vs. stability and consumers

• Financial innovation creates synergies for existing 
institutions and activities and use of big data can help in 
credit ratings. 

• Certain types of financial inclusion indicators, such as 
credit growing too rapidly, can create greater risks for 
financial stability and systemic risks.  Mobile money and 
online lending =credit provision. 

• Alternative financing creates new concerns about 
consumer protection.  
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Innovative financing can help create synergies for existing institutions and activities, but also provide more opportunities for malfeasance.  Given the limited size of individual operations, systemic risks may play a smaller role than concerns about consumer welfare. 
Data is at the center of fintech and the quantity of data, accessibility of data and ability to rapidly analyze and use data are moving much faster than the ability of traditional business models to adapt. 
Traditional credit reporting institutions are already being challenged – and perhaps even overtaken in some areas – by big data / alternative data approaches, including those where consumers voluntarily share data (even to the extent of sharing all the data on their smartphones) in order to get credit or other commercial benefits. Innovative credit scoring techniques (untested).

Consumer protection: Increased access to both payment and non-payment data through big data analytics creates a number of critical challenges. On this particular topic, U.S. Consumer Financial Protection Bureau (CFPB), called for stakeholders’ participation in providing insights and experience that could serve as examples for addressing risks and technological challenges that consumers face when sharing their information. Consumer protection and compliance must be essential elements of the business model, from beginning to end.�
What are the Customers Worried About?
Appropriate Business Conduct
Service Downtime
Agent Liquidity
Data Privacy and Protection 
PIN Security
Customer Recourse
Customer Support
Wrong Transactions
Agent Overcharging
Transparency 
Unclear Pricing






Conclusion

• Rwanda’s economy has grown fast, and financial deepening 
has accompanied economic growth.

• Rwanda’s financial system and its supervisory framework is 
strong and stable. Neither the strong credit growth of the past 
seven years, nor the recent deceleration of credit growth 
reveals significant systemic weaknesses or vulnerabilities.

• However, credit and financial intermediation has become 
more important for the economy (and will continue to do so).

• Notable improvements in financial access in Rwanda, but 
there remains room for improvement in lowering the costs of 
financial services and creating deeper financial markets.

19

Presenter
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Rwanda’s economy has grown fast, and financial deepening has accompanied economic growth.
Rwanda’s financial system and its supervisory framework is strong and stable. Neither the strong credit growth of the past seven years, nor the recent deceleration of credit growth reveals significant systemic weaknesses or vulnerabilities.
However, credit and financial intermediation has become more important for the economy (and will continue to do so).
Overall financial improvements in financial access in Rwanda have been notable, in particular due to microfinance and new technology, but there remains room for improvement in lowering the costs of financial services and creating deeper financial and securities markets
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Thank you!
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