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Summary of

Key Messages

uring Myanmar’s decade of reforms,
financial sector reforms were widely
recognized to be a critical underpin-
ning of Myanmar’s democratization
process, enabling the transition to a
more egalitarian, accessible economy.
When Myanmar started opening up to the rest of the
world in 2010-11, previous financial crises and opaque
interventions, as well as repeated structural overhauls,
had significantly undermined the public’s trust in the
formal financial system. Private banks were perceived
as serving a small elite class, whereas most of the public
relied on informal financial service providers. An eco-
nomic history peppered with instances of high infla-
tion, demonetization, banks runs, and episodes of mar-
ket volatility had fed into the public’s perception that
they were better off storing their wealth in real assets.
Hence, establishing an open, stable, and accessible fi-
nancial system, that would facilitate financial interme-
diation for productive purposes was an important req-
uisite for achieving economic democratization.

Accordingly, the Government developed a program
of wide-ranging financial sector reform and devel-
opment as described in the Financial Sector Devel-
opment Strategy 2015-2020, and then supplemented
and updated their approach via other strategy docu-
ments. However, bringing stability, transparency, good
governance, and accessibility to the financial system in
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Myanmar was in effect taking on a plethora of legacy
issues. Myanmar’s financial sector had borne the brunt
of several years of unintended policy consequences,
from both its colonial and post-independence eras. For
instance, to ensure that asset and liability maturity pro-
files matched on a bank’s balance sheet the central bank
had largely restricted term loans to one year duration.
This was intended to ensure that bank loans did not
have a tenor that exceeded the maturity of their source
of funds, mainly short-term deposits. But it ended up
creating an incentive for banks to rely excessively on
overdrafts, to circumvent the transaction costs of one-
year term loans. At their peak overdrafts comprised 75
percent of bank lending in Myanmar. Similarly, interest
rates caps intended to protect borrowers had resulted in
most businesses and individuals being pushed towards
informal providers, who could charge usury rates with
little oversight.

Despite significant political economy challenges and
capacity constraints, since 2011 policymakers were
able to carry out a substantial program of reforms to
strengthen the financial sector and promote market
development. In the decade that Myanmar’s govern-
ment made a concerted effort to modernize Myanmar’s
financial system it was able to make significant, if un-
even, progress. The building blocks for encouraging the
confidence of the public in the banking sector were put
in place with an overhaul of the legal and regulatory
framework to bring it closer to the best practices that
had developed in the years that Myanmar’s financial
sector was isolated. With the entry of Micro Finance In-
stitutions (MFIs) and digital payment service providers
financial inclusion was rising. The long-term finance
market was slowly picking up with the introduction of
new products on both the supply and the demand side.
After decades of isolation, one of the last untapped mar-
kets in Southeast Asia was opening up to the financial
and technical expertise benefits of integration with re-
gional and international markets.
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However, due to the impact of COVID and the coup
of February 2021, this reform agenda is at severe risk
of stagnation or reversal. Events in the last two years
have served to seriously undermine the hard-won prog-
ress made in bringing Myanmar’s financial sector into
the 21st century. While Myanmar’s financial sector was
not alone in experiencing the debilitating impact of the
COVID-19 pandemic, the coup of February 1, 2021, and
the political and economic uncertainty that followed
have uniquely de-stabilized the system. The sanctions
imposed by the international community after the coup
and Myanmar’s pre-existing FATF grey listing are once
again pushing the financial system into isolation.

Progress in the modernization and accessibility of
the financial sector is contingent on stability and the
confidence of the public in financial institutions. Nei-
ther of these pre-conditions are currently being met in
Myanmar. While many of the challenges that Myanmar
is facing right now are playing out through the finan-
cial sector, their solution does not necessarily lie in the
financial sector. Despite the lack of reliable data, it is
possible to infer that a range of financial institutions in
Myanmar have been severely impacted on the liquidity,
asset quality, and solvency fronts. Any gains made on
pushing the access agenda have also been jeopardized.
Moreover, the erosion of the autonomy of the regulators
has its own implications for the political will to exercise
any oversight. Rectifying the damage to the sector un-
der current circumstances seems especially challenging,
unless there is stability and the public’s confidence in
the financial system is restored incrementally.
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A Decade
of Reforms

yanmar has one of the most un-
derdeveloped financial sectors in
East Asia even though it had em-
barked on a path of political and
economic reforms in 2010-11. In-
deed, compared to regional peers,
the country lagged behind on key metrics such as do-
mestic credit to private sector as a share of GDP, depos-
itors with and borrowers from commercial banks (per
1,000 adults), or private credit bureau coverage (percent
of adults) (Table 1). Banking assets make up more than
90 percent of Myanmar’s total assets of the financial
sector. The system comprised four state-owned banks
and twenty-seven private sector banks, and the branch-
es of 13 foreign banks (Table 2). Despite the number of
institutions, banks in Myanmar played a very limited
role in deposit mobilization and lending, even when
compared to peers such as Vietnam, Cambodia and the
Philippines (Figures 1 and 2). However, the informal
market flourished, with an estimated 75 percent of cred-
it provided by money lenders, complemented by other
forms of informal credit sources such as shop credit and
input suppliers. Loan pricing and recovery practices in
the informal markets were often problematic and any
attempts by the government to forbid such practices
and to protect borrowers, only further increased the risk
premiums for those in need of credit.
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Myanmar's Banking Sector Compared to Regional Peers

Myanmar Cambodia Laos Malaysia Thailand
Domestic credit to private sector (% of GDP) 25.3 99.6 120.4 144.6
Bank nonperforming loans to total gross loans (%) n/a 2.0 1.5 31
Depositors with commercial banks (per 1,000 adults) 239.5 598.8 744.1 1279.8
Borrowers from commercial banks (per 1,000 adults) 4.4 27.8 324.3 363.1
Firms using banks to finance investment (% of firms) 7.1 2.5 8.6 35.3 15.3
Firms using banks to finance working capital 11.2 18.2 23.1 42.6 28.9
(% of firms)
Private credit bureau coverage (% of adults) 0.0 50.4 0.0 89.1 56.5
Public credit registry coverage (% of adults) 0.0 0.0 14.5 64.9 0.0

The Structure of Myanmar's Banking System

NUMBER BRANCHES |TOTAL DEPOSITS TOTAL ASSETS TOTAL LOANS

9 OF SYSTEM) | (% OF SYSTEM) | (9 OF SYSTEM)

State-owned Banks 4 4 545 544 26.4 22,0 33.3 27.6 11.2 12.8
Private Banks 24 27 | 1719 | 1835 65.9 69.4 57.3 62.0 84.6 79.5

of which: Systemic Banks 6 6 61.2 0.6 52.5 51.1 68.9 64.7
Foreign Bank Branches 13 13 13 13 7.7 8.6 9.5 104 4.3 7.7

Total Banking system

In percent of GDP

47.9 47.0 63.5 66.0 25.3 28.3

It was also apparent that Myanmar’s banking sector
could not continue to grow without addressing some
of the structural issues originating in unintended pol-
icy outcomes. Myanmar’s state-owned banks from its
socialist past rapidly lost market share with the entry of
private banks since the early 1990s, being left with just
under one-third of the banking sector assets.
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They increasingly struggled to maintain financial sus-
tainability and the strategic rationale for their contin-
ued role in the market. Myanmar’s private banking
sector is dominated by a few large players with ties to
domestic conglomerates, and comprises a long tail of
smaller banks. Data on the sectoral and geographical
distributions of the loan portfolios of public versus pri-
vate banks further underlines the divide in the banking
sector (Figures 3a and 3b). While state-owned banks
@ primarily financed agriculture (47 percent of their loan
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portfolio), followed by trading (12 percent), domestic
private banks primarily financed trading (26 percent
of their loan portfolio, followed by the services (18 per-
cent), construction (17 percent). Agriculture plays a very
small share of private banks financing — only 2 percent
of their loan portfolio.

Sector Lending of State
Banks 2020-2021

0.93%

0.01% \ /

46.67%

3.71%

2.64% —
0.51% 12.02%
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Sector Lending of Private
Banks 2020-2021
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The sector has long been subject to restrictions on
loan maturity to 12 months, interest rate caps, and
rigid collateral requirements. Banks adapted to these
circumstances by relying excessively on over-collater-
alized, relationship-based lending through overdrafts
that they rolled over routinely. In addition, the interest
rate caps also disincentivized banks from seeking out
riskier, unknown clients. Hence, financial access was
largely restricted to known, larger companies and SMEs
had to rely on self-financing and the informal market.

Thus, over time the credit and risk appraisal functions in
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most banks had significantly atrophied. With the result
that loan-to-deposit ratios for banks (including state-
owned banks) have always tended to be low and banks
in Myanmar have struggled to make money from their
core business of financial intermediation, squeezed by
low net-interest margins (NIMs).

The tenor of financing in Myanmar was dispropor-
tionately tilted towards the short-end, with most in-
struments maturing in the one to three-year range.
For decades the lack of trust in macro stability and in
the banking sector had ensured that most people kept
their long-term savings in the form of gold, real estate,
or even under their mattress. In addition to the public
mistrust, there was also a vast gap in the availability
of formal long-term instruments. The very limited de-
velopment of the insurance and pension sectors meant
that there was a general scarcity of instruments where
people could place their long-term savings. Additional-
ly, interest rate caps, restrictions on term loans, a lim-
ited market in government bonds, and the scarcity of
long-term corporate financing instruments (debt and
equity) contributed to the significant gaps in the infor-
mation generation processes that would have allowed
the market to price money at different maturities, oth-
erwise known as the yield curve.

ith the passage of the Central
Bank of Myanmar Law (CBM)
in 2013, the government
launched an ambitious legal
and regulatory overhaul of its
financial sector framework
with a view to strengthen oversight and promote mar-
ket development. The CBM law marked a clear break
with the past and indicated that policymakers under-
stood the importance of having an independent regu-
lator subject to minimal political interference. This was
followed by the Financial Institutions Law of 2016, and
a series of subsequent regulations which furthered the
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role of the CBM as an independent regulator with sub-
stantial supervisory powers. Similar modernization
of the legal and regulatory framework also promoted
the development and oversight of microfinance and
insurance sectors. The operationalization of the Yan-
gon Stock Exchange in 2016, though slow to take off,
opened up the possibility of bringing transparency and
good governance to corporate financing.

While the pace and impact of these reforms was often
uneven, there was nevertheless important progress
achieved in the interim years. A complex baseline sce-
nario, decades of isolation from the rest of the world,
and serious capacity constraints made the roll out of
Myanmar’s financial sector reform agenda a long-drawn
process at times. Private sector players from region and
beyond, who were quick to perceive the opportunities
in one of East Asia’s last untapped markets, were often
frustrated by the overly cautious approach taken poli-
cy makers. But the decade did see important gains on
the financial inclusion front as both microfinance and
mobile money products targeted hitherto underserved
market segments. And the opening up of the insurance
sector offered a wider array of products and services
with the possibility of lengthening the yield curve.

Private banks were issued licenses, beginning in 1992,
as part of an effort by the State Law and Order Res-
toration Council (SLORC) to introduce market-based
reforms in Myanmar. Although there were 21 banks by
2002, interest rate ceilings and collateral requirements
meant that credit was only accessible to the connected,
often engaged in resource rich and fast return indus-
tries. Most of the country continued to rely on their own
or informal funds. Perceiving a high liquidity risk envi-
ronment for banks, reserve requirements were high and
held with the CBM. The CBM had claims on the gov-
ernment through direct lending which increased money
supply and caused high and chronic inflation. Distrust
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in the currency eventually led to a ‘dollarization’ of the
financial system. Eventually, in 2002, panic fueled by ru-
mors about the liquidity situation in some major banks
in the market, caused a run on the banks and eventual-
ly the 2003 banking crisis. In addition to causing major
economic hardship for many in Myanmar, trust in the
formal banking system decreased even further. Follow-
ing the crisis, there was a reshuffle among the private
banks following CBM’s judgement to remove or limit
banking licenses. The CBM continued to act as a financ-
ing arm of the state and engage in money printing prac-
tices. Hence, the state continued to crowd out private
potential borrowers.

With the emergence of a salaried middle-class in ur-
ban areas in the early 2000s the deposit base of private
banks grew quite rapidly making it imperative that
these banks maintain sound balance sheets and good
business practices.! Towards this end, after the Finan-
cial Institutions Law of 2016 came into effect, the CBM
issued several regulations relating to prudential banking
norms and sound governance of banks. The first set of
regulations issued in July 2017 introduced to the bank-
ing system in Myanmar the minimal prudential require-
ments that most banks and regulators all over the world
have adopted as markers of sound banking practices.>
The regulation related to asset classification and provi-
sioning, capital adequacy, large exposures, liquidity ra-
tios. As part of their compliance with these regulations
banks were required to convert their overdraft lending
to term loans and require both interest and principal re-
payments from their borrowers.

The issuance of these regulations revealed significant
fault lines in the banking system. Particularly prob-
lematic was the system’s reliance on overdrafts, which
at their peak comprised more than seventy-five percent
of lending by banks at the aggregate level. Although
these overdrafts were heavily collateralized, banks
had typically only been collecting interest payments
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on these products which they were rolling over quite
commonly. Hence, converting these overdrafts to term
loans and adopting minimal global standards on asset
classification and provisioning would be reflected in an
overnight deterioration of asset quality and rise in NPLs
as the repayments on overdrafts did not include amor-
tization. This would have corrosive feedback effects on
capital adequacy and severely undermine the stability
of the entire banking system. In response to the difficul-
ties experienced by banks in immediately implement-
ing these regulations the CBM allowed for a three-year
transition period so that banks could make the neces-
sary adjustments, converting overdrafts to term loans
and preparing recovery plans as needed. The deadline
was further extended to August 2020, and then as part
of the CBM’s Covid-19 policy response the deadline was
once again extended to August 2023.

At the same time, the Government undertook a major
reform program to restore the strategic relevance and
financial sustainability of state-owned banks. The four
largest state-owned banks (SOBs) in Myanmar emerged
from the splitting up of its socialist era mono-bank and
rapidly lost market share with the advent of private sec-
tor banks in Myanmatr, since the latter offered enhanced
customer services to their customers.? From 2015 the
2019 their joint market share of bank assets decreased
from 37 percent to 27 percent. Accordingly, the Ministry
of Planning and Finance (MOPF) undertook a s special
diagnostic of the SOBs to formulate a vision for their
future. The diagnostic affirmed the urgent need to mod-
ernize the SOB banks and enhance their governance
arrangements, but also revealed that these banks had
significant brand equity based on name recognition and
a history of working with underserved markets and prod-
ucts such as rural and agricultural credit, which private
banks had left alone. In fact, in 2020-21 agricultural lend-
ing made up only 2 percent of the loan portfolio of private
banks, whereas it accounted for almost 50 percent of the
loans made by SOBs. Private sector loans were also heav-
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ily concentrated in the more advanced state of Yangon
and Mandalay which received 91 percent of all loans from
the private sector. Hence, the role of the SOBs in provid-
ing credit to critical economic activities and working with
underserved borrowers was very important.

The Government’s renewed vision for SOBs entailed
a merger that would consolidate to the same balance
sheet the substantial deposits of the Myanmar Eco-
nomic Bank (MEB) and the rural and agriculture fo-
cused loan portfolio of the Myanmar Agricultural
Development Bank (MADB). The special diagnostic
indicated that MEBs loan portfolio did not fully utilize
its advantages in deposit-taking due to its name recog-
nition and sound reputation, especially with non-urban
customers. At the same time MADB that had over many
years built a solid reputation with rural borrowers, but
it relied almost entirely on subsidized credit line from
MEB to lend to this segment. Hence, the most pragmat-
ic next step was to merge and modernize the two insti-
tutions and their product offerings such that it created
a viable, retail bank that would focus on value-chain fi-
nancing for the critical but underserved rural economy.
Accordingly, the MOPF developed a detailed business
and transformation plan towards this end.

After the passage of the Microfinance Law in 2011
Myanmar’s microfinance institutions (MFIs) expe-
rienced robust growth and a rapidly expanding cli-
ent base. In less than a decade there were more than
190 MFTIs in Myanmar with almost 6 million clients
throughout the country by February 2020 - a 142 per-
cent increase since December 2016. The rapid expansion
of MFIs can be explained by their focus on a client base
that typically relied on the informal money lender. Un-
der the Law the loan size was capped at approximately
USS$ 7000 and the average loan was at most a few hun-
dred dollars. Lending interest rates were capped at 28
percent and this was far below the rate that was being
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changed in the informal market. Moreover, MFIs were
not allowed to request any form of collateral from their
clients. therefore, the MFI loan portfolio saw signifi-
cant growth, from 451.8 billion Kyat in December 2016
to 2.188 billion Kyat in February 2020 - a 385 percent
growth in about three years. The 10 largest MFIs were
almost all partially or wholly internationally owned and
held about 80 percent of all MFI assets. Most MFI cli-
ents in Myanmar are women (around 85 percent) with
the majority of loans being group loans. And by and
large before the pandemic the sector was stable with
very low indicators for portfolio at risk.

A new Microfinance Business Law was passed by
Lower House in Parliament in February 2020 and was
submitted to the Upper House in the last session of
the 2016-elected Parliament. The new Law would have
lifted restrictions on; deposit mobilization; product of-
ferings such as microinsurance products; acceptance of
collateral on larger loans; enterprise loan limits (Kstom
to Ks2om); and MFTs ability to further share informa-
tion with a credit bureau. The new legal framework was
intended to address several issues that were impeding
the sector including chronic liquidity shortages and the
growing risk of personal indebtedness as anecdotal evi-
dence indicated growing cross-borrowing among clients.*

Myanmar’s insurance sector had been a monopoly for
over half a century and it is only after 2013 that the
market began gradually opening up. That year 12 li-
censes were granted to privately-owned, domestic op-
erators. The state-owned insurance company, Myanma
Insurance, continued to maintain a leading role, and
managing an insurance pool that absorbed all premi-
ums above a certain threshold, and all insurers were
obliged to offer the same products and follow the official
pricing. The dominant product in the insurance market
was motor third-party liability (MTPL), which remained
largely concentrated in the urban center of Yangon.



“Despite operational restrictions
the insurance sector was

slowly growing, supported by
increased domestic private-
sector participation”

Despite operational restrictions the insurance sector
was slowly growing, supported by increased domestic
private-sector participation. As the private sector en-
tered the insurance market, the total number of insured
rose from 4.2 million in June 2018 to 4.9 million in June
2019. The value of insurance premiums from private
sector insurers stood at 0.1 percent of GDP, or kyat 32
billion, which grew by 40 percent (yoy) in Q3 2018/19,
albeit from a low base. Life insurance accounted for 31
percent of the market, and property insurance repre-
sented 55 percent of the market.

The most significant impetus to market expansion was
the decision to open up the insurance sector to foreign
companies as per Announcement No. 1 / 2019 on In-
surance Market Liberalization for Foreign Entities by
the MOPF. The development was part of the Myanmar
Insurance Sector Liberalization Roadmap and granted
permission to a company that wanted to operate the
business of insurance, underwriting agency and insur-
ance broking with foreign investment. Subsequently,
the MOPF announced on April 5, 2019 that it was grant-
ing licenses to five foreign insurance companies to op-
erate 100 percent owned life insurance. These five were
AIA of Hong Kong, Chubb Tempest Reinsurance of the
United States, Dai Ichi Life Insurance of Japan, Man-
ufacturers Life Insurance of Canada and Prudential of
England. The successful foreign insurance companies
were required to comply with pre-licensing conditions
established by the MOPF. @



7

ooy

i
L

= vt

i
|
1
’
.'..;’

X ~F o
L L

5 MYANMAR COVID-19
MONITORING draws from a
monthly survey of households

and enterprises undertaken by

the World Bank Poverty and Equity
and Macro, Trade and Investment
Global Practices with support
fromm Myanmar Central Statistical
Organization (CSO) to provide
regular updates on households’
living conditions and enterprises’
activities. It also includes a
community assessment led by the
Social Development Global Practice.

Impact of
COVID-19

espite the relatively limited spread
of COVID-19 infections in the early
months of the pandemic, data from
monthly monitoring surveys of firms
indicated that businesses were al-
ready feeling the impact of repeated
lockdowns.> And this impact got increasingly serious
with each successive wave of the pandemic. As might
be expected, firms in the service sector were the most
significantly affected by COVID-19. As were small and
micro firms that did not have the buffers to tide over the
repeated interruptions of their daily cash flows. While
in March 2020 fewer small and micro firms reported be-
ing negatively impacted by COVID-19, by May 2020 the
situation had deteriorated such smaller sized firms were
significantly worse off than large firms. Only 3 percent
of large firms in May 2020 reported a risk in falling in
arrears over the following three months, compared to 40
and 35 percent of medium and micro firms, respectively.
Furthermore, the pandemic underlined the differential
impact to credit as per firms size and over one-third of
small firms have experienced a reduction in access to
credit, compared to only 1 percent of large firms expe-
riencing this setback in May. Female-owned firms were
more likely to report negative effects from COVID-19 in
Myanmar. The negative impact of COVID-19 in terms of
reduced access to credit, cash flow shortages, reduction
in sales and temporary closure has, on average, affected
women entrepreneurs more harshly than male owners.
In this case as well, reduction in access to credit was the
key differentiator between women and male business
owners, where women fare significantly worse than
their male counterparts.
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The feedback effects of this downturn in real economic
activity were felt by the financial sector as firms strug-
gled to meet existing debt service obligations and yet
needed additional working capital loans to continue
operating. For the banking sector the pandemic hit at a
critical juncture in their transition to a new prudential
framework and added to the strain of setting their books
right. While the impact on the banking sector was some-
what obscured by the lagged nature of indicators of as-
set quality deterioration, for microfinance institutions
(MFIs) the lockdowns had the immediate impact of dis-
rupting the face-to-face interactions with clients which
were the principal form of both loan disbursement and
collections. Furthermore, as the data indicate their cli-
ents were among the hardest hit by the lockdowns and
also the least equipped to ride them out. One interna-
tional MFI reported its repayment rate decreased from
99 percent to 19 percent of expected payments almost
overnight.® Moreover, because of COVID-19 there were
reductions of more than 60 percent in planned disburse-
ments in 2020. The data for May 2020 indicated that that
the MFI portfolio-at-risk (PAR) had climbed rapidly
climbed to 13 percent, as the cash and capital buffers of
MFI clients were being rapidly depleted in the current
environment. And this pattern repeated with each lock-
down. As in other countries, the regulators encouraged
credit providers to work with their clients to reschedule/
restructure loans, although they were more conserva-
tive on forbearance measures than other jurisdictions.

The Government introduced several measures to mit-
igate the impact of the crisis on the banking sector.
For the first time in several decades the CBM reduced
its policy reference rate from 10 percent to 7 percent
effective May 1, 2020. Since interest rates in Myanmar
were capped around the reference rate this effectively
lowered the floor on the deposit rate from 8 percent to
5 percent and lowered the ceiling on the lending rate
from 13 percent to 10 percent. Given the lower deposit
rates, uncertainty with regard to Covid-19, and the pub-
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lic’s general lack of trust in the banking system, there
were concerns that the banking system might experi-
ence an outflow of deposits as people turned to cash,
gold or forex as safe haven assets. But that risk did not
materialize at that time, and liquidity in the system was
stable. In keeping with other central banks at that time
the CBM also lowered statutory liquidity requirements
to ease the pressure on banks. But perhaps the most con-
sequential policy measure introduced at this time was
the extension of the deadline for the compliance with
the four prudential regulations issued in July 2017 from
August 2020 to August 2023. While there was sufticient
justification for this extension given the unprecedented
crisis, it did serve to stall the momentum on the reform
process and serve as demotivation for those banks that
had actually made an effort to put their books in order,
while letting others off the hook.

In addition to their clients being especially hard-hit
MFIs were also facing issues with raising liquidity.
Under the legal framework governing the operations
of MFIs in Myanmar, they have limited deposit tak-
ing powers and typically rely on both foreign and lo-
cal investors and banks to raise financing. As the cri-
sis persisted the risk appetite among the conventional
sources of finance started showing signs of diminishing
and MFIs were foreseeing significant difficulties on this
front. Thus, the sector was experiencing a significant
squeeze and needed to access to reasonably-priced fi-
nance to be able to continue to serve some of the most
vulnerable businesses. In response the MOPF set a low-
cost liquidity facility for MFIs that disbursed through
the MEB. Uptake was swift and the facility had to be
topped up subsequently. But the new Microfinance Law
that would have provided a more permanent solution to
the funding issue for MFIs was lined up for passage in
the first session of Parliament in 2021.
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Since
February 1, 2021

yanmar’s banks were among the
most immediately and severely
impacted businesses in the af-
termath of coup of Feb. 1. In fact,
the ongoing uncertainty contin-
ues to severely strain liquidity
in the system, as well as disrupt the provision of ba-
sic financial services. Long queues at ATMs and bank
branches characterized the first several months after the
coup, made worse initially by staff absences and inter-
net interruptions. Liquidity pressures have persisted as
the public continues to be cautious about new deposits,
both kyat and hard currency deposits. And it is not clear
to what extent financial institutions have been able to
meet credit needs, including for critical sectors such as
agriculture. There seems to have occurred a significant
“de-formalization” in the provision of financial ser-
vices in a short period of time and it seems unlikely that
Myanmar will be able to preserve the gains made in the
preceding decade in the absence of political stability.
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Pre-existing risks and vulnerabilities in Myanmar’s fi-
nancial sector have been exacerbated by the February
2021 coup, with important implications for the coun-
try’s financial stability, even as official data indicate
that the system has remained stable or even improved.
As Table 3 illustrates, the performance of Myanmar’s
banking sector in terms of the financial stability indi-
cators was problematic even before the coup, with low
profitability (i.e. ROE and ROA) metrics, high non-in-
terest expenses as a share of gross income and low CAR
ratio. And these numbers did not fully account for the
transition that Myanmar banks were making to a mod-
ern prudential framework. The coup exacerbated many
of the banking sector’s key vulnerabilities. Indeed, by
some accounts’, in the aftermath of the coup, Myanmar’s
banking sector saw around 70 percent of its deposits
leaving the banking system, moving the country even
further towards a cash-based economy. The impact of
such massive withdrawal on the financial sector cannot
be overstated, and if persistent, it could lead to a con-
siderable shrinking of the banking sector, much lower
financial intermediation for productive purposes, and
an overall negative impact on the country’s economic
growth. The CBM responded with limits on cash with-
drawals that still remain in place, but their effectiveness
has waned as by now most households and business
hold minimal deposits in banks.
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Financial Soundness Indicators for Banks

FSI 2018-19 2019-20 2020-21
Return of Assets -0.02% 0.22% 0.37%
Return of Equity -0.35% 2.85% 3.92%
Interest Margin to Gross Income 48.68% 65.13% 62.18%
Noninterest Expenses to Gross Income 98.15% 83.10% 67.60%
Liquid Assets to Total Assets 47.30% 48.22% 49.12%
Liquid Assets to Short-term Liabilities 60.28% 59.419% 63.50%
Capital to Assets 7.09% 7.65% 9.50%

Another consequence of the massive withdrawal in
bank deposits has been the channeling of savings into
gold, real estate and US dollars, as safe haven assets.
This has put an upward pressure on the price as these
assets, as evidenced by their considerable appreciation
this year. Indeed, the domestic price of gold in Myanmar
reached an all-time record high at the end of Septem-
ber 2021, when it reached 2.22 million kyats (- $932.7)
per tical®, after which it declined somewhat towards the
end of the year (Figure 3a). The MMK-USD exchange
rate depreciated by approximately 47.5 percent between
the beginning of the year and October 12, 2021. This
prompted several interventions from CBM, which has
sold $428.8 million between February 1, 2021 and end
of December 2021, in an attempt to reduce further pres-
sure on the MMKSs and to support critical sectors in dire
need of US dollars. On the real estate front, while reli-
able data are not available, anecdotal evidence suggests
an increase in property sales post-coup, as confidence
in the kyat and local banks plunged and people opted
for trusted assets such as real estate.

The banking sector continues to function in a chal-
lenging environment since the coup, with the gen-
eral public struggling to withdraw cash and having
to pay service fees as high as 6-8 percent. The prob-
lem was most severe with respect to currency notes as
@ the German company that partnered with the CBM on
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printing currency suspended their contract after the
coup and the issuance of new notes was thus impact-
ed. This has led to the development of many informal
cash withdrawal services, which charge high additional
fees to customers for withdrawing cash. For instance,
Wave Money announced in mid-November 2021, it ter-
minated 812 agents who were found to be charging ex-
tra fees for cash withdrawals. The one somewhat pos-
itive development is that three major lenders removed
advanced booking requirements to withdraw cash in
early November. Indeed, customers of Yoma Bank, Glo-
ry Farmer Development Bank, and Ayeyarwaddy Farm-
ers Development Bank can currently take out between
MMK300,000 to MMK1im per week without the need
to make an appointment in advance.

On November 3, 2021, the CBM announced new rules
for transactions, ordering that all payments over
MMK20 million (the equivalent of around $11,000)
must be made through digital transfer. The main goal
of these rules appears to be a better monitoring of trans-
actions and limiting the need for cash, which continues

The Evolution of the USD to
MMK Exchange Rate
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to remain in short supply. However, it is unclear how
the rule has been enforced. CBM later mentioned that
50 percent of a transfer above MMK20 million made to
a new account (which has been set up since the coup)
could be withdrawn as cash, but only 25 percent if the
transfer is made to an old account (i.e. set up prior to the
coup). Given the CBM has been unable to force banks to
offer weekly withdrawal limits of MMK2 million for an
individual and MMK20 million for a business, it seems
unlikely banks have been complying with this rule.

In a further indicator of the cash shortages faced by
banks, on November 25, 2021, the CBM temporarily
amended the minimum reserve requirement for com-
mercial banks. Directive No.19/2021 instructs lenders
to keep 25% of the 3% minimum reserve requirement
(0.75%) as cash in hand, and the remaining 75% (2.25% of
the requirement) must be deposited at the central bank.
Failure to comply will result in fines. This amendment
became effective on December 8, 2021 and is supposed
to last for six months®.

The one thin silver lining in the midst of these devel-
opments has been an uptick in both card and digital
payments, largely driven by activity in urban areas, in
response to the restrictions imposed both as a result
of the pandemic and the military coup. Indeed, while
the number of ATM transactions plummeted in the
months following the coup, the number of POS / digital
payment transactions increased exponentially over the
same period (Figure 5a). Similarly, after an initial shock
and decline, the total number of e-commerce transac-
tions increased steadily since March 2021 (Figure 5b).
Moreover, the volume of digital payments increased by
47 percent between February and September 2021, al-
though they are still under the high volume recorded in
January 2021, just before the coup; similarly, the value
of these digital payments has recovered somewhat since
the coup, but not to the pre-coup levels (Figure 6a). Last,
but not least, the number of digital payment provider
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clients increased throughout 2021, although the rate of
increase appears to have slowed down since the coup
(Figure 6b).

Card payments took off
after the Coup
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Faced with a rapidly depreciating kyat and a general
shortage of hard currency the CBM has resorted to in-
creasingly draconian measures to ration the public’s
access to hard currency. The key measures adopted by
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CBM can be summarized into five broad categories: i) it
responded to the depreciation of the kyat by temporari-
ly suspending the reference rate and by adopting several
measures aimed at slowing down the MMK deprecia-
tion; ii) it suspended the free spread range and revisited
the managed floating exchange rate; iii) it allowed the
use of additional currencies as official settlement curren-
cies, including the Chinese yuan and the Japanese yen;
iv) it sold a significant amount of USD in the market,
but in recent months due to the shortage of USD, it re-
duced these sales significantly to around US$30 million
during February and March 2022; v) it proactively used
bilateral currency to support trade, reduce USD-MMK
exchange rate volatility and promote local currency in
line with the ASEAN Financial Integration.

Most recently, on April 3, 2022, the CBM issued a no-
tification on repatriation of foreign currency and con-
version into Myanmar Kyat (MMK) and then subse-
quently they issued three related instructions (for
inward remittance, outward remittance, and exemp-
tion) to the Authorized Dealers (AD) licensed banks.
CBM also issued on April 7, 2022 an instruction to banks
on limiting card payments, as a way to control the out-
flow of USD abroad.*® Subsequent exceptions for for-
eign entities, and their employees and the widening gap
between the official and parallel market exchange rates
have raised questions about the effectiveness and the
sustainability of these measures.

The dual crisis of COVID-19 pandemic and the mili-
tary coup has led to MFIs facing severe disruptions
to their businesses. Indeed, with field staff prevented
from coming to work, customers missing repayments,
and troubled local banks trapping MFIs’ funds that
otherwise would be repaid to lenders or distributed as
local loans or staff salaries, the MFI sector is in a dire
situation. Moreover, the MFI sector has been greatly
impacted by the domestic banking sector crisis and the
pause in foreign lenders to Myanmar’s financials sec-
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tor. Anecdotal evidence indicates that asset quality in
the MFT sector has deteriorated significantly since the
coup, with the larger MFIs experiencing NPL rates of
around 15 percent and smaller ones, often in excess of
20-25 percent. This could result to a more pronounced
crisis should many MFIs go out of business or run out
of funds to support an estimated 5 million borrowers.

What
happens now?

he medium-term scenario for the finan-
cial system is not entirely clear, but it
seems highly likely that the gains made
over a decade will be eroded quite rapid-
ly. While there has been no obvious dis-
mantling of the updated legal and regu-
latory framework that was put in place in the decade
of reforms, the current political economy situation does
not bode well for the implementation or furtherance of
these reforms. And there is no indication that the cur-
rent regime has an alternative program to restore finan-
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cial stability and make the financial system more in-
clusive. In fact, they have resorted to a series of ad hoc
measures that can at best put out small fires, and that
too with limited effectiveness, while significantly dam-
aging trust in the financial system. There are questions
about the independence of the regulatory agencies and
their will to exercise prudential oversight. At the same
time, the market has been severely disrupted, and it is
not clear which financial institutions can meet even
the minimal standards on liquidity, asset quality, and/
or solvency. Under normal circumstances the supervi-
sor would have initiated some sort of corrective action
against specific bank (s), or eventually arranged for an
orderly exit, but in the current scenario it is more like-
ly that the crisis will play out as a slow decline of most
of the banking sector. Foreign investors who had pre-
viously lined up to enter credit and insurance markets
have had reason to rethink their stance.

Going forward the structure of the financial sector
will reflect the structure of the real sector. The impact
of prolonged period of uncertainty has already been
felt by the real economy. While GDP contracted by 18
percent last year, this year economic activity is expect-
ed to remain stagnant. Moreover, there has been a dis-
tinct move towards de-formalization as weakened in-
stitutions have compelled businesses to seek informal
operational solutions. This has also been true for credit
provision. Under these circumstances banks will likely
show a marked preference for large corporates, especial-
ly those that deal with foreign exchange, as they offer
opportunities to charge fees as well. As MFIs and other
financial service providers that serve the retail segment
of the market come under increasing operational strain,
their borrowers will have to rely on informal service
providers. In many ways, this takes Myanmar’s finan-
cial sector full-circle back to era before 2010-11, when
the banks served an elite few and most of the general
public relied on informal credit providers and all the
malpractices that reliance entails.



