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Economic Research Note

EM private leverage still rising

o ITF survey shows modest net majority of EM banks still
tightening lending standards

e Growth in EM private bank loans has moderated but
still exceeds GDP growth

e Buildup of private leverage most worrisome in Asia

¢ Eventual Fed tightening poses risk

Our global forecast anticipates that EM growth will remain
below potential for a fourth straight year in 2015. Although
EM economies are getting a boost from stronger exports to
the DM, this is being partly offset by a slowdown in domestic
demand growth. The reasons for the demand weakness vary
by country, though there also are common causes. EM
businesses have curtailed spending to try to rebuild profit
margins, slowing the growth of capex, hiring, and
consumption. In addition, EM financial conditions have
tightened. Likewise, EM banks continue to tighten lending
standards, a point reinforced by this week’s IIF survey on EM
bank lending conditions in 3Q14.

The IIF survey is analogous to the Fed’s survey of senior loan
officers. We draw on the subset that covers institutions in
Asia, Latin America, and EMEA EM. For a brief period after
it was unveiled in late 2009, the IIF survey found that a net
majority of EM banks were easing lending standards.
However, the picture quickly deteriorated in 2011 when the
EMU debt crisis intensified, curtailing funding to the EM,
including its banks.

Since then, for 15 straight quarters a modest net majority of
EM banks have reported that they are tightening lending
standards in response to tighter domestic and international
funding conditions and a steady escalation in non-performing
loans. The survey also has registered a moderation in the
growth of EM loan demand. That said, the 3Q14 survey
reported a reduced number of banks tightening standards. The
main shift was in EM Asia, which moved closer in line with
Latin America and EMEA EM. EM banks continue to report
higher non-performing loan ratios (NPLs), though recently
domestic and overseas funding conditions have been more
stable. All told, these developments imply that the credit
spigot has been closed somewhat but has not been shut off.

Official data on EM bank credit bear out this assessment.
Loan growth to the private sector has moderated by almost
one-third since 2011, when banks first started tightening
standards. The profile is similar excluding China. Still, EM
bank loans are expanding at a double-digit pace and
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significantly faster than GDP. Consequently, the level of EM
credit has risen to near 95% of GDP and is still climbing. In



JPMorgan Chase Bank NA

David Hensley (1-212) 834-5516
david.hensley@jpmorgan.com

Joseph Lupton (1-212) 834-5735
joseph.p.lupton@jpmorgan.com

the DM, bank credit peaked near 90% in 2008 and has since
retreated to under 80%.

It is impossible to know the “appropriate” level of credit to
GDP. This ratio depends on the diversity of the financial
system (how bank-centric) and the maturity of its banks,
which itself is dependent on such factors as the domestic
regulatory environment, culture, and so forth. It is easier to
make judgments about the growth of credit. Rapid increases
in credit tend to be a telltale sign of deteriorating loan quality.
IMF researchers have found that increases in the credit to
GDP ratio in excess of 5%-pts in one year were associated
with a heightened risk of a financial crisis. In our EM
aggregate, the credit ratio has increased about 25%-pts since
2008, or 4%-pts per annum for six years straight. Importantly,
the metric only reflects bank loans. Non-bank lending also has
been strong in some countries.

China has played a huge role in the expansion of EM credit. A
good portion of the Chinese government’s massive 2009
fiscal stimulus was financed via the banks. Chinese loan
growth has since subsided, though it has maintained a double-
digit pace. Elsewhere in the EM, loan growth collapsed in
2009. This was followed by a bounce back through the peak
reached about three years ago. Since that time, loan growth in
EM ex. China has decelerated and is tracking 13%oya, similar
to China.

EM Asia credit exposure stands out, in terms both of the level
and the expansion in the ratio of credit to GDP. China is
central to the regional position but the country has company
in Singapore, Hong Kong, Thailand, and Malaysia. (Note that
social finance in China, which also includes non-bank credit,
stands close to 200% of GDP.) In Latin America, the main
concern is Brazil. In EMEA EM, it is Turkey.

It is not clear how the buildup in EM private leverage will
end, or what its repercussions might be. One likely trigger is
Fed tightening. History suggests a rise in US interest rates
will pressure the emerging economies, draining portfolio
flows and weakening currencies. Domestic interest rates are
likely to rise, especially in the more stressed countries where
monetary authorities are compelled to tighten policy. To the
extent that EM debt is short-term or floating, these rate
increases will boost debt service. The likely increase in
defaults and bankruptcies will signal banks to curtail lending
more aggressively. This process could become a vicious
circle, feeding back on economic activity. Some of this debt
has been pushed out in duration and some has been issued in
local currency, both of which will limit stress. However, the
slowing of credit origination and ultimate deleveraging that
has yet to begin poses a threat at a time when EM growth
already has downshifted significantly.
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EM domestic bank loans

% of GDP
2008 Aug-14 Change per annum
EM 70.7 94.1 4.0
EM Asia 97.6 123.9 4.4
China 99.6 139.1 6.7
India 49.8 55.6 1.2
Indonesia 23.7 32.2 1.4
Korea 152.2 1342 2.9
Malaysia 93.8 121.9 5.1
Singapore 93.8 1284 5.7
Taiwan 136.9 146.5 0.6
Thailand 90.2 122.1 5.5
Hong Kong 192.8 323.9 20.7
Latin America 30.0 47.6 3.0
Brazil 43.3 71.2 49
Mexico 17.0 217 0.8
Colombia 29.7 40.2 1.8
Peru 21.8 31.6 1.7
Argentina 9.9 12.5 0.4
EMEA EM 48.1 44.2 0.7
Russia 36.8 50.9 24
South Africa 76.8 69.4 -1.3
Turkey 30.7 68.4 6.2
Czech Republic 443 51.6 1.1
Hungary 62.1 46.8 2.5
Poland 39.5 49.7 1.6

Source: IMF and J.P. Morgan

Household debt as a share of GDP

%pt chg since 2008
20
10
0
-10
20
5S5355E3rUE3NE28E5258EE

Source: J.P. Morgan, BIS, national central banks



JPMorgan Chase Bank NA Economic Research
David Hensley (1-212) 834-5516 Global Data Watch
david.hensley@jpmorgan.com November 7, 2014

Joseph Lupton (1-212) 834-5735
joseph.p.lupton@jpmorgan.com

J.PMorgan

Analysts' Compensation: The research analysts responsible for the preparation of this report receive compensation based upon various factors, including the quality and accuracy of research, client feedback,
competitive factors, and overall firm revenues. Principal Trading: JPMorgan and/or its affiliates normally make a market and trade as principal in fixed income securities discussed in this report. Legal Entities: J.P.
Morgan is the global brand name for J.P. Morgan Securities LLC (JPMS) and its non-US affiliates worldwide. J.P. Morgan Cazenove is a brand name for equity research produced by J.P. Morgan Securities plc; J.P.
Morgan Equities South Africa Proprietary Limited; JPMorgan Chase Bank, N.A., Dubai Branch; and J.P. Morgan Bank International LLC. J.P.Morgan Securities Inc. is a member of NYSE and SIPC. JPMorgan
Chase Bank, N.A. is a member of FDIC. U.K.: JPMorgan Chase N.A., London Branch, is authorised by the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and to
limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from J.P. Morgan on request. J.P. Morgan Securities plc
(JPMS plc) is a member of the London Stock Exchange and is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. J.P.
Morgan Equities South Africa Proprietary Limited is a member of the Johannesburg Securities Exchange and is regulated by the Financial Services Board. J.P. Morgan Securities (Asia Pacific) Limited (CE number
AAJ321) is regulated by the Hong Kong Monetary Authority. JPMorgan Chase Bank, N.A., Singapore branch and J.P. Morgan Securities Singapore Private Limited are regulated by the Monetary Authority of
Singapore. JPMorgan Securities Japan Co., Ltd. is regulated by the Financial Services Agency in Japan. J.P. Morgan Australia Limited (JPMAL) (ABN 52 002 888 011/AFS Licence No: 238188) is regulated by
ASIC and J.P. Morgan Securities Australia Limited (JPMSAL) (ABN 61 003 245 234/AFS Licence No: 238066) is regulated by ASIC and is a Market, Clearing and Settlement Participant of ASX Limited and CHI-
X. J.P.Morgan Saudi Arabia Ltd. is authorized by the Capital Market Authority of the Kingdom of Saudi Arabia (CMA), licence number 35-07079. General: Information has been obtained from sources believed to
be reliable but JPMorgan does not warrant its completeness or accuracy except with respect to disclosures relative to JPMS and/or its affiliates and the analyst’s involvement with the issuer. Opinions and estimates
constitute our judgment at the date of this material and are subject to change without notice. Past performance is not indicative of future results. The investments and strategies discussed may not be suitable for all
investors; if you have any doubts you should consult your investment advisor. The investments discussed may fluctuate in price or value. Changes in rates of exchange may have an adverse effect on the value of
investments. This material is not intended as an offer or solicitation for the purchase or sale of any financial instrument. JPMorgan and/or its affiliates and employees may act as placement agent, advisor or lender
with respect to securities or issuers referenced in this report.. Clients should contact analysts at and execute transactions through a JPMorgan entity in their home jurisdiction unless governing law permits otherwise.
This report should not be distributed to others or replicated in any form without prior consent of JPMorgan. U.K. and European Economic Area (EEA): Investment research issued by JPMS plc has been prepared
in accordance with JPMS plc’s Policies for Managing Conflicts of Interest in Connection with Investment Research. This report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47
and 49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2001 (all such persons being referred to as “relevant persons”). This document must not be acted on or relied on by persons who
are not relevant. Any investment or investment activity to which this document relates is only available to relevant persons and will be engaged in only with these persons. In other EEA countries, the report has been
issued to persons regarded as professional investors (or equivalent) in their home jurisdiction. Japan: There is a risk that a loss may occur due to a change in the price of the shares in the case of share trading, and
that a loss may occur due to the exchange rate in the case of foreign share trading. In the case of share trading, JPMorgan Securities Japan Co., Ltd., will be receiving a brokerage fee and consumption tax (shouhizei)
calculated by multiplying the executed price by the commission rate which was individually agreed between JPMorgan Securities Japan Co., Ltd., and the customer in advance. Financial Instruments Firms:
JPMorgan Securities Japan Co., Ltd., Kanto Local Finance Bureau (kinsho) No. 82 Participating Association / Japan Securities Dealers Association, The Financial Futures Association of Japan, Type Il Financial
Instruments Firms Association and Japan Investment Advisers Association. Australia: This material is issued and distributed by JPMSAL in Australia to “wholesale clients” only. This material does not take into
account the specific investment objectives, financial situation or particular needs of the recipient. The recipient of this material must not distribute it to any third party or outside Australia without the prior written
consent of JPMSAL. For the purposes of this paragraph the term “wholesale client” has the meaning given in section 761G of the Corporations Act 2001. New Zealand: This material is issued and distributed by
JPMSAL in New Zealand only to persons whose principal business is the investment of money or who, in the course of and for the purposes of their business, habitually invest money. JPMSAL does not issue or
distribute this material to members of "the public" as determined in accordance with section 3 of the Securities Act 1978. The recipient of this material must not distribute it to any third party or outside New Zealand
without the prior written consent of JPIMSAL. Canada: The information contained herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public offering, an offer to sell
securities described herein, or solicitation of an offer to buy securities described herein, in Canada or any province or territory thereof. Any offer or sale of the securities described herein in Canada will be made only
under an exemption from the requirements to file a prospectus with the relevant Canadian securities regulators and only by a dealer properly registered under applicable securities laws or, alternatively, pursuant to an
exemption from the dealer registration requirement in the relevant province or territory of Canada in which such offer or sale is made. The information contained herein is under no circumstances to be construed as
investment advice in any province or territory of Canada and is not tailored to the needs of the recipient. To the extent that the information contained herein references securities of an issuer incorporated, formed or
created under the laws of Canada or a province or territory of Canada, any trades in such securities must be conducted through a dealer registered in Canada. No securities commission or similar regulatory authority
in Canada has reviewed or in any way passed judgment upon these materials, the information contained herein or the merits of the securities described herein, and any representation to the contrary is an offense.
Korea: This report may have been edited or contributed to from time to time by affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul branch. Brazil: Ombudsman J.P. Morgan: 0800-7700847 /
ouvidoria.jp.morgan@jpmorgan.com. Revised October 18, 2014. Copyright 2014 JPMorgan Chase Co. All rights reserved. Additional information available upon request.



