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[. INTRODUCTION

It is an honour and a great pleasure for me tagpate in this International
Seminar and in particular to join in celebrating tAG" Anniversary of
Banco Central de Bolivia --- a remarkable milestohextend my sincere
congratulations to the bank on this fine occasikire Bank’s ongoing role in
helping create a stable economic environment — ¢me& promotes
employment and income growth — is as important yoda when it was
founded in 1928 and will continue to be so in tleeates ahead.

The environment in which the Bank has to achiesegdals has, of course,
changed substantially over that period, particyladith respect to
international developments. This is why | am phto have been asked to
address one aspect of such international develofsmenamely,
“Confronting International Financial Shocks”.

Naturally in addressing this issue today, attensbifts immediately to the
current international crisis, the Asian crisis atsdinternational implications.
This is entirely appropriate because as time hdslded it has become
apparent that the Asian crisis is much deeper aitidlast longer, with

more international ramifications, than first apmahto be the case.

It has been suggested that | bring a Canadian eetisp to this issue of
confronting international financial shocks inclugithe impact of the Asian
crisis on Canada and my impressions of its impilicet for Latin America.

In using the Asian crisis and a Canadian perspedw starting points for

considering how to confront international finanaalbcks the following key

questions come to mind: What is it about the Asidsis that has made it so
severe and long lasting; what is it about the Camadconomy that in spite

of Canada’s close economic and financial ties Wisia, it has withstood the

shock of the Asian crisis reasonably well; whastins do the answers to
those two questions impart to Latin American artteotountries concerning
how to deal with international financial shocks?

[I.  “LIQUIDITY, “SOLVENCY ", AND “CONTAGION”

As we all know, and as is implied by the title tast Conference, capital
flows are the major vehicle by which financial skecare transmitted.
Furthermore, the word “contagion” is now frequenibed in describing the
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transmission mechanism. | find this use of the dvtrontagion” to be
misleading. It begs the question as to why a agushould become
“infected” and why some are infected much more tbtoers.

To clarify this | find it helpful to make a distition between “liquidity”
problems and “solvency” problems that instituticensd financial systems
may face in the course of international financiaturbances.

Assume that a country’s macroeconomic policiesl(iding exchange rate
policies) are stabilizing in character and its fio@l system is sound and
competitive. In such a case an international fim@nshock that generates
substantial capital movements may still create blgnms. However, what
will be created here are “liquidity” problems sintendamental solvency of
the financial institutions is not at issue.

These can usually be managed by providing shom-tiereign exchange
support, “lender-of-last-resort” support to finaacinstitutions individually,
and increased “liquidity” from the central bank ttte system as a whole.
Once the initial impact is over this excess ligtyidian be withdrawn and so
made harmless for future economic stability.

An example of this was the sharp decline in intdomal stock markets in
October 1987. It was responded to swiftly by tberdinated action of the
major international central banks in the form ofiacrease in “liquidity” to
accommodate the fear-driven move into cash. Toeksnarket shock, even
though it was the sharpest since the depressiaheofl930s, soon moved
into history.

But a quite different situation emerges if the imipaf capital flight falls on
a country with weak macroeconomic and exchange patiies, a weak
industrial structure, and a weak and vulnerablarfoial system. Such a
country possesses little “immunity” to the destalilg impact of a flight of
capital and institutions that previously appeatbe operating satisfactorily
suddenly face the risk or reality of insolvency.

Permanent solutions to the conditions that havedettie risk of insolvency
are not found in the provision of liquidity — exdeie buy time to mount
permanent structural solutions. Such solutionsd@uwad in the readjustment
of inappropriate macroeconomic, including exchang@ policies, and in
addressing industrial and financial system strudturigidities and
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weaknesses. It is these weaknesses that lie et of the financial crisis
and not financial shocks emanating from abroad. fEnm “contagion” in
such circumstances misrepresents the nature girtigem.

At this level of generality it is apparent thatas&gy for confronting

international financial shocks must have three majements. First, it must
have available for rapid use mechanisms, both dbenasd multilateral, for

providing emergency liquidity. Second, it must lsée establish a stable
macroeconomic and exchange rate environment. Thirdjust create a
financial system, including a financial regulatomygime, that meets the
efficiency and safety standards needed to survive prosper in todays
highly competitive international financial market¥hese elements are
essential for retaining the confidence of intermadil financial markets and
investors — a prerequisite, as discussed belowsifocessfully confronting
international financial shocks.

[ll.  UNIQUENESS AND UNPREDICTABILITY OF
FINANCIAL SHOCKS

Confronting international financial shocks would dreatly facilitated if one
could forecast their emergence with a degree dho#y and if they were all
the same in character. Unfortunately history tedigthat neither is the case.

As we all know the current Asian crisis is not tfirst financial crisis to
come along. It is simply the latest of a very loligt of international
financial shocks that history, both recent andatist has recorded, going
back as far as the international repercussionshef t‘tulip mania” in
Holland of 1634-1636 and the “South Sea BubbleEngland of 1720.

The Baring Brothers crisis of November 1890 (net time of 1994), and the
failure of banks and brokers in London and New Yarithat time, arose out
of sudden shifts in international financial fldwsndeed, from the second
half of the nineteenth century until the stock nedrgrash of 1929 there was
an enormous amount of international lending andh wjtfrom time to time,
international borrowers in financial difficultieas for example utility
companies in North and South America and some siyerauthorities as
well.

IMilton Friedman and Anna Jacobson Schwartz, A Manyetlistory of the United
States, 1867-196®rinceton University Press, Princeton, 1963, 4.10
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The Great Depression of the 1930s, particularlerathe collapse of
Austria’s largest bank, the Credit-Anstalt in M&931, and the collapse of
the Gold Standard, had world-wide internationaamcial repercussions.
Credit for trade financing and previous substantialvs of longer term
international capital virtually vanished and evavereign authorities had
great difficulty refinancing their international late Strong and weak debtors
alike were suddenly confronted with internationabsks that many of them
could not and did not survive.

Still clearly in our minds is the energy crisis tife 1970s, the lesser
developing country (LDC) debt crisis of the 1980wl ¢he United States
Savings and Loan crisis, the currency crisis in Ewwopean Monetary
System in 1992, the Mexican peso crisis of 1994d @ earlier post-war
years the recurring “sterling” crises.

Individual shocks such as the failure of the BaflCoedit and Commerce
International in 1991 and Barings PLC in 1994 rmtrtention the various
individual failures that have recently emerged isiaA and elsewhere
underscore the role of weak internal controls inhsoases, particularly as
concerns their international operations.

But in spite of all this long experience with casdistory tells little about

what the character of the next crisis will be whitcomes. This is because
no two of those major crises were exactly alike amcsome cases they
differed greatly one from another. The Asian &rigis | discuss below, has
elements that | believe make it different from masher past crises,

including the 1980s LDC debt crisis. Therefore ithig of policies that were

appropriate for addressing past crises might noadequate for the next
one.

Also in spite of this historical experience, fevaily were able to predict the
timing of the collapse of Japanese financial arad asset prices in the early
1990s or the collapse of markets in Thailand in7t@d research has failed
to identify reliable predictors of foreign exchanged financial market
crised. | use the phrase “timing of the collapse” defiiely because the
underlying developments that increased the rislstmh a collapse had been
evident for some time.

2See llan Goldfajn and Rodrigo O. Valdes, “Are CnogCrises Predictable?”,
International Monetary Fund, 1997 and Steven Radeleé Jeffrey Sachs, Harvard Institute for
International Development, “The Onset of the EasitA Financial Crisis”, March 30, 1998.
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These included over-valued financial and real esptces and exchange
rates, high ratios of short-term external debtdreign exchange reserves,
lack of transparency in banking operations, growtngent account deficits,

accelerating domestic credit and declines in boimgwspreads that made
little economic sendeBut the point at which such weaknesses finallysea

private sector foreign and domestic investors tsel@onfidence in the

country and move out of its markets, leaving chaeind, cannot be

known.

Since no two crises are exactly alike, strategycfmmfronting international
financial shocks must include speedy but thoroughlyeis of the inherent
nature of the crisis, so that appropriate responaasbe mounted; and also,
having in mind that forecasting the timing of asegiis next to impossible, it
must include the establishment of mechanisms thahip a speedy response
particularly since the economic costs of delayi, discuss below, are great.

IV. THE FREQUENCY OF INTERNATIONAL FINANCIAL
SHOCKS

In thinking about how to confront international ske and crises it is unwise
to believe that once the Asian crisis has passedothers will arise.
Periodic international financial crises are likety remain a feature of our
economic environment in the years ahead. Histargeakuggests this.

But an additional reason today is the growing inigddnternational capital
flows, particularly private sector capital flowshdse have become so huge
by past standards that disruptions to them haveesrserious and more
widespread consequences than in previous decades.

Unfolding news, accurate or not, about the finahatanditions of
international debtors and creditors or of inteioral financial institutions
servicing them now invites a swift response fronteinational financial
market forces. The margin for manoeuver of indiad debtors and
creditors, sovereign and private, has been muchicestl because of the
sensitivity of financial markets and the speed aoldme of their response.

3Cf. Gazi Ercel, Governor, Central Bank of the Rejoutf Turkey, Address to the
Euromoney Conference: Investing in the Futurenisti June 3, 1998.
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The Chairman of the United States Federal Reseyste, citing the Asian
and Mexican crises as examples, has portrayedgtioging sensitivity to
financial disturbances graphically:

...With the new more sophisticated financial maskeunishing

errant government policy behavior far more profdyrtian in the

past, vicious cycles are evidently emerging morterof For once
they are triggered, damage control is difficult.nc® the web of
confidence, which supports the financial systenbrisached, it is
difficult to restore quickly....At one point the @womic system

appears stable, the next it behaves as though ahdameached a
breaking point....The United States experiencech sag sudden
change with the decline in stock prices of morentB@ percent on
October 19, 1987.

Indeed there is compelling evidence that the fraquef financial crises has
been increasing. It has been found that over thig®e 980-1996 at least
two thirds of IMF member countries experienced Higant banking sector
difficulties and that the incidence of such diffites was significantly
higher in the 1980s and 1990s than in the 1$70s.

Since 1980 there have been about 67 banking coegich 52 were in
developing countriés There is strong reason to believe that this feeqy
has arisen in part because of the increased integraf capital markets and
the greatly increased size of private sector iatéonal capital flows — both
being permanent developments, not ones that vdi avay.

What all this implies is that the monetary and disauthorities of nation
states, as well as private sector participantshia international financial
system , must have strategies consistent with ghisnomenon of global
financial integration and the shocks that areljike emerge from it. It

4Alan Greenspan, Chairman, Federal Reserve Boarread before the Annual
Financial Markets Conference of the Federal ResBari of Atlanta, Miami Beach, Florida,
February 27, 1998.

® See Morris Goldstein and Philip Turner, Bankings€s in Emerging Economies:
Origins and Policy Option8ank for International Settlements, October 1996,and the
references there cited.

6 See Jeffrey A. Frankel, Address to ConferenceRmeventing Bank Crises:
Lessons from Recent Global Bank Failures” sponsbyetthe Federal Reserve Bank of Chicago
and the World Bank, Lake Bluff, Illinois, June 11997.
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would be unwise for them to assume that conditamssing such shocks will
be less troublesome in the future than in the past.

V. THE ECONOMIC COSTS OF FINANCIAL CRISES

One recurring characteristic of past crises has ltbe great reluctance of
authorities to take timely action. Absence of strquolitical leadership, for
whatever reason, has been a significant factor xplagning poor
management of financial shocks. It is as if thehartities and the public
generally are not fully cognisant of the huge exuit costs of crises nor of
how much less costly timely action would be. Beeatl®e actual breaking
point of a crisis situation cannot be forecast aatmly, even though the
building up of conditions that risk a crisis soomerlater can be identified,
there is an innate tendency for authorities to waitil the crisis erupts
before taking strong action, and often there isagelven then. The recent
Japanese experience, as we shall see, is a steample of this. Such
delays in part explain the enormous final econoaaists of economic and
financial crises.

For example, it has been found that over the |&stehrs the public costs of
bailing out banks in developing countries has anedino $250 billion; and
also, that a dozen or more developing countrieg hast at least 10 percent
of their output in the proceSslapan’s bailout package alone for supporting
its financial institutions announced in Decembe®Z@mounted to US $77
billion and its non-performing bank loans currerdjypear to exceed US$700
billion.

The other Asian countries caught in the crisis fedatively similar costs.
Malaysia, for example, recently announced that @dyrhave to spend an
additional US$3.8 billion on recapitalising finaakinstitutions over the next
two years and about US$6 billion to take over nerfgrming loan% The
total clean-up costs of the US Savings and Loatesysollapse is estimated
at 2 2%-3% of GDP. Spain’s (1977-85) banking srispst about 17% of

"See Morris Goldstein, The Case for Internationaik®iag Standarddnstitute for
International Economics, April, 1997.

8The Wall Street Journal, July 14, 1998.
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its GDP, for Finland(1991-93) it was 8%, Sweden 91O 6%,
Norway(1897-89) 4%

Also it has been estimated that the fiscal cosadjfistment programmes
relating to financial crises in billions of dollarsvas as follows:
Argentina(1982) $13, Chile (1985) $19.6, Colomhbli®&5) $6, Venezuela
(1994) $13, Finland(1991-3) $8.2, Norway (1988-%3), United States
(1991) $5.1°. Very interesting and significant is the recentling that the
more timely actions being taken by Brazil in restwing its financial
system should involve much lower restructuring sdasian the less timely
actions involved in the countries noted Hére

VI. MAJOR CHARACTERISTICS OF THE ASIAN CRISIS

In one important respect the Asian crisis begarh wlite collapse of the
greatly inflated Japanese financial and real esdaset prices in the early
1990s and not, as commonly assumed, with the datiatuof the bath in
Thailand on July 2 1997. This is because the wesdes in the Japanese
economy and in its institutions and institutionatamgements that were
revealed in the months following the collapse weeey similar to the
weaknesses that have now been revealed in Thailsdfalaysia, the
Philippines, Indonesia and South Korea. It graguladicame evident that the
Japanese crisis was not just a normal cyclicalemion with temporary
“liquidity” problems, and it is very clear now thtte other Asian countries
whose crises emerged in 1997, also are not sifigging such a cyclical
reverse.

There was of course the familiar macroeconomic sdown in Japan, which
normally one would expect would take just a yeatvar to work itself out.

But what has made the Asian crisis unique is thgteemposed on the
cyclical weakness that followed an unsustainabéglittbooom, are a range of

®Gerard Caprio and Daniel Klingebiel(1996a), “Bankdlvencies: cross-country
Experience”, World Bank, Washington, April 1996,camted in Morris Goldstein and Philip
Turner, Banking Crises in Emerging Economies: @dgind Policy Options, Bank for
International Settlements, Basle, Octobeer, 1996, p

% jlian Rojas-Suarez and Steven R. Weisbrod, “Bagl@nises in Latin America:
Experience and Issues”, Inter-American DevelopnBanrtk, 1995.

HGary H. Stern, President, Federal Reserve Bahkimfieapolis, Address to the
University of Minnesota Roundtable, Minneapolis,ristall, 1998.
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structural weaknesses in the financial and indaistsectors and in the
regulatory system intended to oversee them.

The weaknesses in the financial sector were agtgdvhy the fact that
private sector international debt relative to sevgm debt was relatively
much more important in the period building up te #ollapse than it had
been prior to the LDC debt crisis. Funds investedt iare more subject to
sudden flight and so to the creation of “panic"thtumds invested in
sovereign debt .

The depth of the crisis in Japan was further agaped/ by the long delays of
the authorities in putting in place both macroecoimoand exchange rate
policies in harmony with the deterioration in econo conditions and
structural adjustment policies directed toward igalith weaknesses in the
financial system and its regulation.

| referred earlier to my unease over the use ofwioed “contagion” in
describing the experiences of the various Asiamtiees. To the extent that
they all suffer from generally the same economid aegulatory system
weaknesses, it is incorrect to speak of contag®itha root cause of their
difficulties. While countries without such strucilimveaknesses will still feel
the normal macroeconomic effects of the Asian eowooslow-down
through the channels of trade there is no reasdrelieve that they would be
otherwise affected. They might even benefit ifweel as safe havens for
investments.

But one question remains. The structural weakndsst® financial systems
referred to were not new, so why had they had meated a crisis many
years before? The answer appears to lie in thagdwataking place in the
international economic and financial environmentpérticular, the volumes
of international private capital flows were growidgrger decade after
decade. Back of this were advances in computer @mmunications

technology that facilitated such growth and majdvamces in finance theory
that, with the help of the computer, opened the Waythe development of
new and complex financial produtts

125ee Gazi Ercel, ibicand also Steven Radelet and Jeffrey Sachs, ibid.

135ee Alan Greenspan, Chairman, Board of GovernotiseoFederal Reserve
System, Address at the Conference on Bank StruahaeCompetition of the Federal Reserve
Bank of Chicago, May 1, 1997.
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It is particularly important to note that these damental changes in the
financial system were not the result of changingutations, but rather the
result of market innovation, and therefore irreitdes The resulting
explosion in private international capital flows dathe complexity of
financial instruments in effect tended to make ddtgopast ways of doing
business and past approaches to financial regualatio

Specifically, the greatly increased use by the aggvsector of international
funding made countries much more vulnerable to tahfiights; and the

accelerated use by financial institutions of thereneasily attainable
international capital and the greater variety afficial instruments was not
matched by a revamping of the regulatory systems$ended to oversee
them.

The resulting decline in the quality of asset palitfs, the inadequate capital
bases of a large number of institutions and cotpmma and the use of
unethical lending practices, which in themselvastie cyclical boom, came
to the fore first in Japan and most recently ireotAsian countries. It partly
explains both the “bubbles” in financial and resset prices that developed
in all of them and their sudden collapse when epitok flight.

Particularly striking, in the case of Japan, is hlmmg it has taken the
authorities to accept that what was going on ctutsti a quantum change
from the past, one requiring fundamental restruturof the financial
system and its regulation. Beginning in1979 Jabagan to make minor
changes in its money and capital market arrangesreamd in the operations
of its banks and of foreign banks, but basic stmeg and arrangements did
not change. These included a complicated structdirbank categories;
layers of banking supervision including Ministry Bihance, Bank of Japan,
and local governments; protracted delays in takawmgion when crisis
loomed; regulation through collusion between thegutator and the
regulated; loose corporate governance practicabaambsence of detailed
reporting and lack of transparerity

Therefore major disruptions in the financial systdid not end with the
1990-1991 difficulties. For example, 1995 saw bHamkruptcy of thirteen
Japanese financial institutions. Then in the blackhth of November 1997,
the large brokerage firm Sanyo Securities had tpuest court protection,

14 See Ulrike Schaede, “The 1995 Financial Crisigdpan”, University of
California, San Diego, February 1996.
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Hokkaido Takushoku Bank announced it was closing ampd Yamaichi
Securities, in business for 100 years and one efatgest brokerage firms,
was obliged to announce that it was ceasing omeTsiti

Not until November 1996 did Japan announce findrmef@rm equivalent to
the so-called “Big Bank” reform in the United Kingh of 1986. It focuses
on liberalization of markets, greater transpareacyl the attainment of
world standards in the sector. Their new approa¢helude reforming the
Bank of Japan and making it more independent, Bskalg a separate
regulatory authority, and introducing a policy @rémpt corrective action”
for dealing with financial institutions in difficty*>. Recently the Japanese
authorities have embarked on comprehensive actiondéaling with the
problem of bad bank loans through establishmera diridge bank” along
the lines of the approach used in managing theedn8tates Savings and
Loan debacle — a problem that had by then plaghedsystem for about
seven year§. They have also encouraged mergers between miapdial
institutions.

In Mexico, we can recall that the peso crisis ecBmber 1994 was greatly
aggravated by the pre-existing weakness in its ipgnlsystem and its

regulatory system — a period when, what with theemyance of NAFTA

and the confidence it tended to convey, there teahta very large inflow of
private foreign capital. Similarly so South Koreahich after gaining

increased respectability in becoming a member ef @rganization for

Economic Cooperation and Development (OECD), sulydead access to
huge amounts of foreign capital. In both casesdgelatory system did not
adjust to the new reality and the result was a tmankrisis. And in both

cases major restructuring of the financial systems been found to be
necessary and is underway.

Delay in taking strong action as soon as possibiwed in almost every
country, although the degree of delay differed agndimem. While most
began with supporting the currency through the okdoreign exchange
reserves, some did not immediately accompany thib & supporting
increase in interest rates. Thailand and Soutle&alelayed calling on the
IMF for conditional assistance until their foreigxchange reserves were
almost exhausted and Indonesia, while calling of Bdsistance earlier, ran

15see “Japan’s Financial Woes and the Hopes for BiggB Japan Echoyol.25,
No.1, February 1998.

18The Globe and MailToronto, July 1, 1998. p.B9 .
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into difficulty when doubts emerged over the impéartation of corrective
policies”’

As in Japan, financial system restructuring is rming forward in the other

troubled Asian countries and it appears evidertitha few years there will

be many fewer banks than there are tddagome countries, including

Thailand and South Korea are acting more quickladdress problems in

the financial sector than did Japan, including éased transparency, more
open markets, closing down of weak institutions,renadequate capital

ratios and more open accounting and disclosure'tule

By January 1998 South Korea, Indonesia and Thailzatl taken steps to
restructure their banking systethsn South Korea operations of 14 out of
30 merchant banks had been suspended; two comindraikks were
required to submit rehabilitation plans; impairednk assets of some
institutions have been isolated; shareholders msgaured creditors were no
longer protected when institutions closed; “liqtytliassistance had in future
to be collateralized with government securities

In Indonesia 16 insolvent banks had been closed athdr weak ones
required to submit rehabilitation plans; “lenderla$t-resort” access was in
future to have strict conditions; and state banksewto be downsized and
eventually privatized.

In Thailand 58 finance companies out of 91 wergended, with 56 to be
liquidated; and “lender-of-last-resort” access wviasfuture to have strict
conditionality.

In almost all cases of emerging crises, includihg bne in Japan, the
authorities initially took a number of steps to et weak institutions and

"see Stanley Fisher, First Deputy Director of theednational Monetary Fund,
“The Asian Crisis: A View from the IMF”, an Addresg the Midwinter Conference of the
Bankers’ Association for Foreign Trade, Washingtog,, January 22, 1998.

185ee “Asia Watchers Look to the Future”, The Watkest Journal, Hong Kong, as
reprinted in the Globe and Mail, Toronto, July 298, p.B11 .

%Michel Camdessus, Managing Director of the Intéomatl Monetary Fund, “Is the
Asian Crisis Over?”, and Address at the Nation&sBrClub, Washington, April 2, 1998.

Xgee “IMF Bail Outs: Truth and Fiction”, Internati@n Monetary Fund,
January,1998.
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weak currencies — at great cost to foreign exchaagerves and the public
treasury. Yet few, if any of these attempts atcwes proved to be
successful. The various authorities were unwillimy found it very
difficult, to distinguish between “liquidity” prdbms where “lender of last
resort” assistance, both domestic and internatiamaully justified, and
“solvency” problems where such assistance is nanpeent solution and
can even make matters worse if it delays the takireppropriate corrective
measures.

Emergency temporary assistance in order to redystersic risk by
preventing panic and give time for structural referto become effective,
including the closing of bankrupt institutions,abcourse needed when crisis
has erupted. The danger is that such assistandebwilgiven without
forthright introduction of the permanent structurefiorms.

From all these experiences one can identify theenimportant structural
and institutional rigidities that the Asian crisias revealed:

outdated exchange rate arrangements and unre&istimnge rates

domestic policies that shielded financial instibus from international
competition

inadequacy of financial regulatory policies anditfmplementation
government support of weak financial and other ocafions
high level of government intervention in market ggeses

weak regulatory regimes and inadequate informatiwrregulators and
markets

the problem of “moral hazard"through private secttapendence on
government support

weaknesses in the balance sheets of major finaacidl non-financial
institutions
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weakness of internal controls in financial insfibas

absence of adequate transparency and disclosurepénations and
performance

undeveloped nature of corporate governance priesiphd practices
heavy dependence on short-term international dapita

close relationship between banks and large coripmisaind questionable
loan policies

What this meant was that dealing with this newisrighe Asian crisis, was
not just a matter of restoring macroeconomic siigbih the traditional

sense, but also attacking the structural rigiditiesd institutional

arrangements that were inadequate for the worldh&d emerged.

Furthermore, dealing with such rigidities in an aldmced way, moving
forward with some but not as quickly with otherbas created additional
problems for controlling the crisis. A striking ample of this relates to
reducing capital flow restrictions without strengting substantially
regulatory systems relating to financial institasoand organized markéts
An earlier example of this was the United Stategir®s and Loan debacle
where rapid deregulation was not matched by appatgprchanges in
regulatory oversight or internal controls, rulescofporate governance, and
effective disclosure and transpareffcy

Therefore, while increased openness of markets madée new avenues of
financing possible it also increased the damagedbald arise from weak
regulatory regimes. Institutions had increased #&ewfor pursuing
guestionable financial practices.

The Asian crisis demonstrates again that openinfinamcial markets does
not reduce the importance of regulation but rattfeanges substantially the
nature of what constitutes effective regulation.réjuires, among other

Zgee also Jeffrey A. Frankel, Address to the confezen “Preventing Bank
Crises: Lessons from Recent Global Bank Failurgsdnsored by the Federal Reserve Bank of
Chicago and the World Bank, Lake BIuff, lllinoisynke 11, 1997.

225ee Gerth and Stevenson, ibid.
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things, that such regulatory systems be in harmaitly the functioning of

an efficient market — such as adequate transparemay disclosure,

effective corporate governance, enforced codestti€® adequate capital
ratios and strong internal risk management poli@@sl procedures. A
regulatory system that does not generate markentnes in harmony with
efficiency and stability but rather attempts tochblack market forces is not
likely to be effective in todays international firgal environmerit.

VII. INTERNATIONAL REGULATORY SURVEILLANCE

It is somewhat surprising that a crisis as deepwid@gspread as the Asian
crisis should emerge having in mind the substamishber of multilateral

institutions and arrangements that occupy themsealvene way or another
with the international financial system. | am thing of the International

Monetary Fund, the Bank for International Settletegthe World Bank, the
regional development banks, the International Omgdion of Securities

Commissions and the International Association sftilance Supervisors.

It is true that the International Monetary Fund hasg general responsibility
for safeguarding the stability of the internatiofiabncial systerif But this
had not led it over the years to develop adequapia market expertise, to
pay ongoing attention to structural problems in members’ financial
systems, and to encourage raising the qualitynafnftial system regulation.
Some have even suggested that the Fund’s initiahiantion in the Asian
crisis aggravated rather than ameliorated the ffliglrapitaf®.

Typically the Fund has come into the picture aftefinancial crisis has
erupted, providing conditional “liquidity” supportand advice on
macroeconomic and exchange rate policies. It iy aow beginning to
work with the Bank for International Settlements n@uittee (Basle
Committee) on Banking Supervision and the World BBanproviding advice
on better prudential regulation and supervisiord eactently it has begun to
broaden its Article IV examinations to include seitlance of the financial

Zror an excellent development of this point see Afaaenspan, Chairman, Board
of Governors of the Federal Reserve System, Addoste Conference on Bank Structure and
Competition of the Federal Reserve Bank of Chicagay 1, 1997.

24The IMF's Response to the Asian Crisis”, Interoatl Monetary Fund,
Washington, April 1998.

gee Steven Radelet and Jeffrey Sachs, ibid.
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sector. The World Bank has taken steps to coordintstwork in the area of
the financial services sectér

The deficiencies in international surveillance ofahcial systems and in
domestic regulatory regimes became increasingpoitant with the growth
over the last decade of international financial keés and global financial
institutions but were demonstrated beyond douldratie collapse of the
Japanese markets and of some of its financialtitgtns.

The Basle (BIS) Accord on risk-based capital stadslafor commercial
banks, which were adopted by most of the industedl countries in 1988,
was a useful first step in the direction of safeméstic banking standards.
But the Accord itself has weaknesses because as$ggseatly varying
quality can lie in the same(of four) asset baskesisd to set capital ratios,
and it does not address risks unrelated to capialuacy. All this has
been amply demonstrated in the Asian crisis.

These flaws in domestic and multilateral regulatsygtems lie at the heart
of the increased demands for more effective intiwnal regulatory

oversight mechanisms, such as a super-regulatohereT is increased
recognition that these problems must be addressgtilaterally, as well as

domestically, through ongoing coordination and peEration among the
various international financial institutions anen@ng national regulato?s

Canadian authorities have taken a leadership noleinging this issue to the
fore. The Prime Minister of Canada, The Rt. Hoean) Chretien, first
raised this issue at the Group of Seven Heads afeSir Government
summit meetings in Halifax, Canada, in 1995. Ag tiMF Interim

Committee meetings of April 1998 the Canadian Marisof Finance, the
Hon. Paul Martin outlined a proposal for an inteéimaal surveillance
system. Its objectives are to improve domestiallagry systems and to
achieve effective coordination among the variousltitateral financial

%5ee The Honourable Paul Martin, Minister of FinaftzeCanada, “Statement
Prepared for the Interim Committee of the Interoadl Monetary Fund”, Washington, April
16, 1998.

2"For a good discussion of bank regulatory challesges_aurence H. Meyer,
Member, Federal Reserve Board, “Issues and BremBank Regulatory Policy and
Financial Modernization Legislation”, Address a¢ tRank Administration Institute, Finance
and Accounting Management Conference, Washington, DGe», 1998 .

25ee Gerth and Stevenson, ibid.
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institutions that must be involved in maintainingternational financial
stability.

The Report of the G7 Finance Ministers to the G7adide of State or
Government strongly supported the move to morectffe international
surveillance for improving financial system statyiland this was approved
by the G8 Heads of State or Government at theimBigham Summit
meeting of May 15-17, 1998.

The substantive suggestion has been made that #@n Acountries in
difficulty should commit themselves to the Basle n@uittee’'s “Core
Principles of Effective Banking Supervisidi'This suggestion is valid for
all countries and their adoption has been urgethbyG7 Heads of State or
Government, and the G7 has also urged the develupofeinternational
codes and guidelines for corporate governance acaluating principle¥

So the ground work is being laid for improved im&ional surveillance of
financial systems and guidance and assistanceeingyrading of regulatory
systems. But realization of this objective will éakonsiderable time and in
the meantime the international financial systemisisier than it need be.

VIIl. IMPACT ON CANADA OF THE ASIAN CRISIS

As was mentioned earlier Canada, so far, has belatively immune from
any contagion effect of the Asian crisis on itsaficial system and it is
interesting to consider why this is so.

Impact through trade and investment flows:Canada clearly is feeling the
balance of payments effects of the Asian crisiss Mulnerable to economic
conditions in Asia because of its trade with Agiarticularly in commodities
and raw materials, and because of the flow of itmaeats from Asia into
Canada. The Asian crisis has caused a declifeindemand for Canadian
exports and in addition it has been a contribufagjor to the sharp drop in
international commodity prices. Both have had gomanpact on parts of
the Canadian export industry, particularly in West€anada. At the same

25ee Morris Goldstein, “The Asian Financial Crisisistitute for International
Economics, Washington, DC, March 1998.

30See “G7 Chairman’s Statement”, May 15, 1998 .
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time the high value of the Canadian dollar agathst sharply depreciated
Asian currencies is increasing Asian import contp®ti in some

manufacturing areas including automobiles. In ih& four months of 1998
Canadian exports to Japan, South Korea, Hong Kbaigyan and Singapore
were down 41% from a year ago and imports wereyupgss™.

Inflows of capital for real investment have alsaléteed sharply and this has
been felt in business and real estate investmeaticplarly in British
Columbia and the city of Vancouver. Earlier onantAsian capital inflows
into that region were substantial, real estategsribad gone to very high
levels — higher than in any other part of Canada.

An important factor softening the impact on Canamfathe economic
deterioration in Asia has been the floating Canadéllar which, for
reasons noted below, has declined in an orderljidasagainst the US
dollar.

The over-all impact on the Canadian economy ofahesde and investment
developments should not be exaggerated. While réxpm Asia are
important to Canada, they amount to only about 3%soGDP so even a
sharp decline in such exports would have only amahdirect and indirect
impact on its econom§. At present it appears as if it will reduce th@89
real GDP growth rate by about %% - 3/4 % with abibet same degree of
reduction for 1999. The impact on Europe and théddnStates appears to
be of the same order of magnitude. Even a greaeline in the rate of real
growth, by say 1 %, while very unwelcome, would motitself create a
crisis in the Canadian economy or the Canadiam@iz system.

However, this assumes that such a reduction wawdtibring to the surface
major structural weaknesses in the Canadian ecorsuely as were brought
to the surface in Asia. Therefore, a more complktamination of the

Canadian economy is appropriate.

The macroeconomic policy environment:The Canadian macroeconomic
policy environment had improved greatly by the tithe worst of the Asian
crisis erupted. The Bank of Canada and the Govenhrof Canada have a

Sistatistics Canada.

%25ee Royal Bank of Canada Economics Department o and Financial
Market Outlook 1998-99", Toronto, Spring 1998.
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written agreement extending to 2001 to the effbat the goal of monetary
policy will be to keep the rate of inflation betwe&% and 3%. The actual
rate is running close to 1%. Underlying this polisythe belief that the best
contribution monetary policy can make to creatingrewing economy is to
protect the domestic purchasing power of the cayen

Also, the basic exchange rate policy of the Govemmimwith the Bank of
Canada as its agent for implementing policy, igpéomit market forces to
determine the exchange rate and to intervene inetkghange market
essentially only for smoothing out short term fluetions. In other words
there have been no extended periods when the egeheate has been
viewed as artificial and so subject to major spatué attacks; or when
there has been fear that exchange rate policy wandgrmine the policy of
maintaining a low rate of inflation. Furthermor€anada has foreign
exchange reserves and access to the market faraddireserves if needed
that are adequate for smoothing out shocks tfhoitding exchange rate; and
the central bank has effective monetary controlhmatsms for dealing with
changing “liquidity” needs of the financial system

Not that the Bank of Canada’s monetary policy hagrbwithout some
controversy. Currently the Canadian dollar is athéstorically low level
against the US dollar, as low inflation and stillbstantial free labour
capacity permit monetary policy to create intemagés lower than those in
the United States. Some critics have accused thek Bd Canada of
neglecting the Canadian dollar exchange rate. tBetessential lines of
monetary and exchange rate policies referred te@bave not changed and
return to accelerating inflation through easy mangfpolicy, or any move
toward higher interest rates to support the dalathe risk of deflation and
weaker economic growth, is not anticipated.

A very significant change has occurred in the figassition of Canada. The
budget of the federal government is now in balaaro@ moving into surplus.
The Asian crisis will undoubtedly reduce that sugpfrom what it would
otherwise have been, but the essential past acheneof fiscal balance is
not in jeopardy. The debate now focuses on theeisd the extent to which
the future surplus should be apportioned among dehtction, tax reduction
and expenditure increases with few disputing tha¢ast some should go to
reducing the burden of outstanding debt.

As a result of Canada’s much improved fiscal sitratand its well
understood policy of using monetary policy primarito protect the
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purchasing power value of the currency, it feltsahtially fewer financial
repercussions from the Asian crisis than it didrfrthe Mexican crisis. In
the latter case it experienced sharply higher gekmiums in its interest
rates whereas in the case of the Asian crisissitriud®

The fact that an essentially similar macroeconosiigation exists in the
United States, which accounts for 80% of Canadajsods, was highly

significant as well. But Canada has learned framstpexperience that a
strong US economy alone is not enough to shielda@arirom the harmful

effects of inappropriate domestic economic policies

Canadian financial system restructuring and regulaion: As we know,

fragility of the Asian financial systems has beccammajor part of the Asian
economic crisis. The Canadian financial systemsdnet appear to be
vulnerable to “contagion”, largely because it haseady undergone
substantial adjustments in harmony with the exigenof global financial
integration and competition.

In part this is because for more than a centurylalerequired decennial
reviews of banking and banking legislation andetrpitted national banking
from the beginning. This permitted both legislatimed market forces to
shape the financial system in an evolutionary waythis way Canada has
avoided some of the major distortions that emetheaugh rigid legislation

in other countries such as the United States.

However, in the last two decades the forces of gimgrtechnology and
accelerating international competition have createnlv challenges for
maintaining a stable financial system, as the Astaisis has clearly
demonstrated. In response to this the Canadiandiabservices regulatory
regime has been under the most intensive exammatier the last fifteen
years, with many published studies and major reégnfachanges. These
have focussed on issues such as powers, capitajuadg corporate
governance and transparency.

A further intensive study as a prelude to more geanwill emerge from a
special Task Force in autumn of this year. Two raesgnvolving four of
the largest Canadian banks have been announcegbleetnment approval

3see Gordon G. Thiessen, Governor, Bank of Canau,Atldress to La Conference
de Montreal, May 27, 1998.



110 BANCO CENTRAL DE BOLIVIA

or disapproval of them awaits the outcome of thekTorce report and of
succeeding parliamentary hearings. The drivingddrack of these mergers
is the need to have increased capital bases inr dodsupport growing

financial and related activities that would othesevidrift abroad into the
operations of large foreign banks; and to reducgtscéurther in order to

meet growing international competition. Also unsay is the move toward
de-mutualisation of the major Canadian life inseerompanies, thereby
increasing their sources of capital and paving thay for greater

consolidation.

Past legislative changes have led to important gbsrin the regulatory
structure, such as the development of the Officehef Superintendent of
Financial Institutions, an agency quite separapenfthe central bank and
Department of Finance. That agency has broad povi@rsexercising

surveillance, requesting information from regulafathncial institutions,

requiring changes in practices, and taking swifiosicwhen an institution is
in difficulty. In addition, Canada’s central banket Bank of Canada has
enjoyed substantial independence from day-to-ddifiqad forces ever since
it began operations in 1935, which has protectedctinstancy of monetary

policy.

It is now increasingly understood that moving tmare efficient and market
oriented financial system does not involve gettidgof regulation but rather
having regulation that is itself in harmony witkettwin objectives of market
efficiency and system stabiliyy Regulation that is in disharmony with
market dynamics will be constantly under attackerEifore globalization has
raised the challenge of re-regulation and not ddetipn.

Not only has there been considerable focus on nedfective official

regulation but also there has been increasing esipba the importance for
system stability of effective internal regulatiomsd procedures. This
development was in part in response to the faiafrevo small banks and
some trust companies and to costly loan losses arfa@ian financial

institutions during the energy crisis, the LDC delisis and the real estate
crisis of the 1970s to early 1990s. Internal cdst@nd risk management

34alan Greenspan, Chairman, Board of Governors offiederal Reserve System,
has outlined effectively how market forces, notulegory changes, are shaping the financial
system for greater efficiency and so the need surenthat regulator changes designed to ensure
stability do not interfere with market processestthre improving the system. See his address
“Technological Change and the Design of Bank Supery Policies”, Conference on Bank
Structure and Competition of the Federal ReservekRd Chicago, May 1, 1997.
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procedures and techniques within many individualaficial institutions
appear to have improved considerably over the gesade.

Canadian industrial restructuring: The Canada-United States Free Trade
Agreement followed by the North American Free Eradreement and the
free trade agreement with Chile have all emergesr the last decade. It
has become apparent that this move toward free trqaakticularly with the
United States, was of great importance not justtfe development of
Canada’s export industries but also as an engineefstructuring virtually
every sector in Canada, including the export angoirhcompeting sectors
and retail trade.

The market forces unleashed by the anticipationthadeality of free trade
caused most corporations in virtually every seato€anada to adjust to the
reality of increased international competition. efénis no other approach to
industrial restructuring that could have been asgsve and swift as that of
moving toward free trade. As a result when theaAstrisis erupted many
of Canada’s corporations already had behind themmesoyears of
restructuring for increased efficiency and improveidternational
competitiveness.

The privatization of federal and provincially ownedrporations has also
been an important part of industrial restructuring.

Challenges ahead: As a result of all these developments and the
fundamental soundness of the Canadian economye fikdittle likelihood
that the Canadian financial system will be in diffity because of the Asian
crisis and the macroeconomic slow down it is cagisim Canada. This in
turn greatly reduces the potential impact on Camddhat crisis.

All this is not to suggest that Canadian econonmid aegulatory policies

have achieved all that it is necessary to achieMee ratio of public debt to
GDP, while declining, is still too high; the curtgrhase of financial system
restructuring is far from finished and might, fooljpical reasons, even be
delayed; the insurance and banking industries pvidbably see substantial
consolidation over the next five years; it cannet lye known if all financial

institutions have crisis proof internal risk managat practices and
controls; and income tax levels in Canada are asdive those in the United
States, causing some talented Canadians to moxe ¢kery year.
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IX. IMPLICATIONS FOR LATIN AMERICA OF THE ASIAN
CRISIS

The most important lesson for other countries, udig Latin American
countries, that emerges from the Asian crisis aisdmuted impact on
Canada , is that its impact will be greater or $emadepending on (a) the
nature of the existing macroeconomic and excharage situations and
policies and (b) the extent to which their finahaactors and regulatory
structures, and major industrial sectors, have sddflito the reality of a
huge and highly sensitive flow of private sectoteinational capital. The
worst scenario is where a country’s macroeconoiiti@gon and policy are
already somewhat fragile and where its financiadtem and regulatory
regimes have not yet undergone needed change.atnstienario loss of
confidence sooner or later by international finahoharkets, with resulting
market chaos, is a likely probability.

In this respect it is perhaps worthwhile to commeaty briefly on the
situation in Brazil, and even more briefly on a fether South American
countries.

Brazil

Brazil introduced its macroeconomic stabilizatidarpin 1994, its inflation

rate is down to about 3% and real growth of abodt 36 is possible in

1998 and 1999 if further shocks are avoided. Theh@ities responded
quickly in October 1997 to the Asian crisis withtbhanonetary and fiscal

action, investor confidence was restored and foredgchange reserves
increased to about $65 billion by March 1998. tik is very positive for

minimizing the impact of the Asian crisis, fortuabt so since Brazil's

exports to Japan alone amount to about 6% anthjisiits about 5.

However less positive are other aspects of the e@@omomic situation and
that of the exchange rate, particularly when comgawith 20 other
emerging market countries. Brazil's governmeniaieémounts to about 5
% % of GDP, much higher than that of most of thé&eotcountries
examined (India, Taiwan, Russia and Turkey beinghéi), its current
account deficit is equal to just over 4% of GDP ethis among the highest

%5ee “Latin American Consensus Forecasts”, Consdbsaisomics Inc., London,
April 20, 1998.



CONFRONTING INTERNATIONAL FINANCIAL ... 113

of 21 emerging market countries (Chile, Colombian¥zuela, Malaysia,
Czech Republic are higher), its external debt edsdhree times its exports
which is higher than that of 21 other developingurinies except for
Argentina, and its system of a managed float hadymred an exchange rate
that appears to be about 14% above its purchasimgempparity®. This
means that Brazil is more vulnerable than many gmgrmarket countries
to the impacts of further international shocks andtinued policy vigilance
is needed to minimize them. Because of the impogaof its trade with
other Latin American countries, how Brazil will nege this is of
considerable international importance.

The environment that emerged from the 1994 stahibn plan was
incompatible with the kind of financial system thwtd existed in previous
decades of instability. A period of government rspared restructuring of
the financial sector was introduced including mesgdiquidations, new
incorporations, changes of majority ownership amengthening of the
regulatory regime. This approach of combining macomomic stabilization
with effective structural and regulatory policieslating to the financial
system seems to be working and appears to be agoide enormous costs
of financial crises that some other countries Haeed’. It is apparent that
a major aspect of strategy for confronting inteioradl shocks is to create a
strong and competitive financial services sector.

In summary Brazil has made some progress in redutsnvulnerability to
international shocks by reducing inflation and @asing interest rates and by
undertaking a major restructuring of its finanaggbktem. But the remaining
areas of weakness referred to here suggest thatdesable more progress
is needed to bring the risk of international fin@hcshocks down
permanently to comfortable proportions.

Argentina, Chile, Colombia, Venezuela

Argentina, Chile, Colombia and Venezuela all apgednave exchange rates
well above their purchasing power parities, oveugd from 8% to 27%.

3&Emerging Markets Monitor”, Royal Bank of CanadaoBomics—Risk
Management, Toronto, June 1998. The monitor iredual“Structural Risk Indicator” which
suggests that of the 21 emerging countries lideakzil risk is exceeded only by Russia.

$7Jose Roberto Mendonca and Mansueto Facunda dedslr®estructuring
Brazil's Financial System”, Secretariat of Economaicy, Brazil, 1997.
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This is because Argentina has its rate tied toUBedollar and the others
operate managed floats. Furthermore in all cdssis éxternal debt exceeds
the size of their annual exports, with Argentindsbt amounting to more
than three times its exports. Apart from Venezukéy all have substantial
current account deficits, ranging from 3% to 5 ¥0f45DP and apart from
Chile they all have fiscal deficits, ranging from % to 4% of GDP®.
These distortions and imbalances make them vulterab international
shocks including any further deterioration in th&ah crisis.

In Colombia and Venezuela those distortions ar® ascompanied by
inflation prospects for 1998 of 18% and 35% respebtt while Argentina
has its inflation under control and Chile also tdeggree. Real GDP growth
for both 1998 and 1999 appears at present to rempasitive, ranging
between 3% and 6%, barring further shocks.

As in Brazil, restructuring of the banking systemf these countries
followed the financial crisis of 1995 which saw anmber of banks collapse.
We noted above that this restructuring has alréadylved very high fiscal
outlays and it is in a sense fortunate that theruwetiring was well
underway by the time of the 1997 financial markedas in Asia beginning
with Thailand. It is not possible here to tracee throgress of those
restructuring initiatives, but the Asian experiend®es suggest that
successful completion of those financial systemonmes, including
strengthened regulatory regimes, should receivén lpgority since they
would constitute significant protection againstufie financial system
shocks.

As for industrial restructuring, the Canadian ex@ece suggests that the
most effective and quickest way to achieve indabtréstructuring is the
implementation of a policy of free trade. Canadastsongly supporting the
move to freer trade in Latin America, a move thdt wundoubtedly be the
primary force for creating more internationally qoetitive industries in
Central and South America. The MERCOSUR customeruig operational
even though complete convergence will not take glawtil 2005, and this
union will reduce production and trade distortiohs|p companies capture
economies of scale and scope and facilitate theemewt of capital to its
most productive opportunities among the countries.

38See “Emerging Markets Monitor”, Royal Bank of Caaaitbid.
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Just recently Canada and the Mercosur trade bigoedi a framework
agreement that could lead to freer trade, eithlatdyially or as a step toward
the Free Trade Area of the Americas involving 34drtaes that it is hoped
will emerge by the year 2085 There are of course still many difficulties in
achieving that objective, but the gradual procefsspening up sectors to
free international competition is in harmony wittnasegy to minimize the
future impact of international shocks.

X. CONCLUSIONS: LESSONS FROM THE ASIAN CRISIS

The Asian crisis, and in some respects otherspteateded it, are imparting
a number of important lessons to countries adiligshe problem of how
best to confront international financial shocks anthimize their impact.

These lessons also represent a guide to judgingxiesit to which a country
is vulnerable to outside disturbances.

(1) Strategy to confront the Asian crisis must recognig its unique
character: The Asian crisis is unique in the mix of factorsdenying it.
First, the cyclical weaknesses revealed the greatly reqdth role of
international private sector capital flows and $leeious consequences when
managers of those flows lose confidence in the gguand its institutions
and corporationsSecond the damage done by those cyclical weaknesses are
being amplified by structural weaknesses in tharfiial services sector and
its regulation, and in other sectors as well, dnydpast policies that
attempted to shield many of them from the forcespefmanent global
economic and financial integratiohird, there were long delays in
introducing macroeconomic policies directed towamintering the slow-
down in economic activity and structural policiesr fstrengthening the
financial system and its regulations. These delagge proven to be
exceedingly costly.

(2) International financial shocks will not disappear dter the Asian
crisis:: Financial shocks, if anything, are appearing moeg/dently than in
past decades and will continue to do so becautieegfermanent importance
of private sector capital flows. This, together twihe high costs of not
taking timely action, underscores the urgency fourdries to develop
strategies for confronting them. The Asian expearérparticularly that of
Japan, suggests that this urgency has not beenaidéyg recognized or, if

3%See The Globe and Mail, “Canada, Mercosur agrefeamnework”, June 17,
1998. p.B7.
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recognized, has not been reflected in action becafsweak political
leadership. Determined policy leadership is a ppagte for minimizing the
impact of international financial shocks.

(3) “Contagion” is not the primary problem; domestic policy is: The
most serious cause of financial shocks is not tagion” from other
countries in difficulty but rather deficiencies domestic macroeconomic
and exchange rate policies, from domestic finansidtem weaknesses,
from inadequate financial system regulation, aramnfrindustrial structure
problems.

(4) Latin American countries are still vulnerable: Latin American
countries continue to be wvulnerable to internatiosaocks, but not
fundamentally because of the “contagion” effectnfrcAsia. They are
vulnerable because the aforementioned domesticypgrerequisites for
minimizing the impact of international financialatks are still not where
they should be.

Over the last decade Canada has made substardgreps in each of those
crucial policy areas, which is the principal reasamy the impact on it of

the Asian crisis, in spite of its strong trade andestment ties with Asia,

has so far been moderate.

(5) Problems arising from large international capital flows are
permanent: A principal reason why past domestic economic famancial
structures and policies in many countries have imecmutdated is the
volume and sensitivity of private sector internatibcapital flows. This is a
permanent and not transitory development becaudwmst arisen through
emerging computer and telecommunications technelaggompanied by
advances in finance theory and the measuremeislofhrat have generated
new and complicated financial instruments.

(6) Retaining international confidence is key to minimzing the impact of
shocks: The importance of private international capitalwffo means that
retaining international confidence is a prereqeigitr managing international
financial shocks. Therefore, the centre piece for strategy to corifron
international shocks must be to adjust domesticjgs and structures so as
to gain and retain that confidence. Furthermor@eeience shows that the
least cost to the economy is when this is donekdyiaather than after
substantial delay.
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(7) Stabilizing macroeconomic policies are essential fdimiting shock
damage: For macroeconomic policy this means achieving foontrol over
inflation at a low rate of price increase , an akiyd® more likely to be
achieved through central banks that are relatiiredgpendent of day-to-day
politics; a level of fiscal deficits and public delkthat is sustainable and
consistent with directing savings to productiveaar®f development; and
exchange rate policy that prevents the rate frottingefar out of line with
free market forces while yet avoiding excessiversteom fluctuations.

(8) Biggest challenge is to restructure domestic finam&l systems:In
some respects the newest and biggest challenges aitdlly important one
for confronting future financial crises, is to fhigite restructuring of
domestic financial systems so as to greatly imprthar efficiency and
stability. This involves structural changes in thdustry and its regulation
including much more effective controls within corations themselves. Not
to pursue such policies would risk being vulnerabléuture shocks and risk
seeing international competitors increasing grethr presence in domestic
markets.

Specifically, this in many cases means facilitatiognsolidation among

individual institutions; permitting financial institions to offer a wide range
of financial services; opening up markets to in&tional competition in an

orderly way in order to ensure a strongly competitienvironment;

introducing strong rules of corporate governancectwnter fraud and

guestionable lending practices; requiring increasehsparency in the
relations between government, financial institusicand other businesses;
better disclosure of operations and results sorttzakets can function on the
basis of information rather than speculation anthaur; and improved

internal procedures for measuring and controllisg.r

These actions are needed to establish and sustaimational confidence in
individual financial systems and institutions— an@quisite for withstanding
the shocks of international financial disturbances.

(9) The regulatory system must be strengthened simulteeous with
restructuring: Restructuring and opening up of financial systemust be
accompanied by restructuring and strengthening lodirt regulatory
framework and policies, for to do the former anddge or delay the latter
risks the emergence of costly new problems. This teen amply
demonstrated in Asia, not to mention the case efus Savings and Loan
debacle.
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It is particularly important to avoid the commomdency among official
authorities to underestimate the degree to whielr financial systems and
regulatory mechanisms are lagging the realitiemafket globalization and
to underestimate the costs of permitting a finahdairisis to develop.
Timely action, it appears, is much less costlyntdalayed action. Because
of the overwhelming presence of private capitalvBpregulations must be
framed so that the incentives they create are imbay with achieving both
efficient and stable financial institutions.

(10) Regulatory systems must minimize “moral hazard”: Evolving
regulation must strike a very careful balance betwachieving system
stability and avoiding serious “moral hazard” prns. Dependence of
financial institutions and other corporations oe tisafety net” support of
governments and multilateral financial instituticaygpears to partly explain
the damaging practices that were engaged in by rirestiyutions caught in
the Asian crisis. Regulations must be framedrtvigle market incentives
that create both efficient operations and sountitii®ns; they must include
permitting weak and inefficient institutions to bemoved from the system;
and they must lead to markets having informatioadeel for them to operate
efficiently. Private financial institutions must left feeling fully responsible
for their lending and other business decisionsighificant first step is the
adoption and implementation by countries of thel&ommittee’s “Core
Principles of Effective Banking Supervision”.

(11) “Liquidity” and “solvency” problems should not be confused:
Strategy for confronting international financialosks must, of course,
include effective mechanisms for dealing swiftlyttwtemporary “liquidity”
problems being experienced by solvent institutiombis is needed in order
to enable normal financing to continue and to pneyEanic in the system.
But mechanisms for this, both domestic and intéonat, have been in place
for many years, and so do not fundamentally explaéncurrent crisis. Nor
do they, for the most part, provide answers for tioveonfront the current
financial crisis — the latter emerging from a rarjestructural deficiencies
that have primarily revealed cases of “insolvency”.

Of course individual country’s whose “liquidity” rmeanisms are deficient
must reform them because it is highly likely thia¢y will be needed even
after the Asian crisis has passed into history.atidition to supplying

“liquidity” when it is needed, a swift increase @omestic interest rates
when a “liquidity” crisis emerges is usually alsssential, and yet one that
a number of countries have been reluctant to takee rules surrounding
“lender-of-last-resort” and similar assistance dHoensure that such
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assistance is confined to addressing “liquiditytdarot, as has often been
the case, “solvency” probleffls Experience shows that attempts to solve the
latter problems with financial assistance usualyd to loss of public funds
with no resolution of the crisis.

(12) Much improved international surveillance and guidance needed:

Globalization has created new regulatory challertzgrsause of the growth
of global financial institutions, the volume andngmexity of private sector
financial flows and the impact of international quetition on inefficient and
poorly regulated domestic financial systems.

The Asian crisis in particular has brought to theefthe need for bringing
greater multilateral focus to the challenge of ficial system stability,
including close and ongoing co-operation and cowtion between
multilateral financial institutions and betweenipaal financial regulators;
and it has demonstrated beyond doubt the needtimational assistance in
raising the quality of domestic financial regulatioThe lead Canada has
taken on this issue appears to be bearing fruit,itbis much too early to
determine if progress will match the urgency of thallenge.

(13) Move to free trade is the most effective mechanisifior economy-
wide restructuring: While the emphasis here has been on financiaésst
the need for efficiency-generating industrial resturing generally in a
world of increasing international integration andmpetition is equally
important for ensuring economic stability in thecdaof external shocks.
Policies that attempt to shield sectors from fome@pmpetition result in
inefficient non-competitive enterprises that wibhtrbe able to survive in a
world of growing global competition and free moverhef capital.

The Canadian experience has been that the mostrfubviestrument for
achieving such restructuring is an orderly but dateed move toward free
trade. The Canada-United States Free Trade AgmgefoBowed by the
North American Free Trade Agreement and then tee frade arrangement
between Canada and Chile have led to comprehengidistrial
restructuring in Canada in virtually every sectdrtioe economy and to
strong growth in exports.

“OFor a comprehensive statement on the role of aaldsank in dealing with a
financial crisis see E. Gerald Corrigan, Chairmaternational Advisors, Goldman, Sachs &
Co., “How Central Banks Manage Financial Crisesi,Address, Shanghai, October 25, 1995.
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COMENTARIOS

David Blanco, Presidente de la Asociacién de Bancas Instituciones
Financieras (ASOBAN).

Voy a dividir mi exposicion en tres partes: la mateza de la crisis; las
manifestaciones de la crisis asiatica en los ses$ebancarios de América
Latina y finalmente, algunos comentarios sobre dfidez del sistema
bancario boliviano, del sistema financiero y suiaiién ante la entrada de
nuevas instituciones en este proceso financiere ydesarrollo que esta
viviendo el pais.

La naturaleza de la crisis que estamos viviendmescrisis de larga duracion
y no de corto plazo. Es similar a la que se oliseon el “efecto tequila” en

México; a las crisis bancarias que se dieron eruramlg paises de

Latinoamérica; incluso a la crisis de fines deddss 70 que se tradujo en
aumentos de los precios del petr6leo. Es masesepta un tipo de crisis
similar a la de los afios 80 con el tema de la denderna de los paises
subdesarrollados. Sin embargo, la gran difereteiaontexto actual esta en
los flujos de capital que son el principal vehicdéotransmision de los shocks
financieros, distinguiendo basicamente dos situmspaquellas derivadas de
problemas de liquidez y aquellas derivadas de proas de solvencia.

Recordemos también que otros elementos que caeagtelas crisis no
solamente estan relacionados con las politicasaeegnémicas que adoptan
los paises, sino también con el manejo de susiqgaditambiarias y con la
existencia o no, de sistemas financieros regulaglstables y sélidos en el
tiempo.

En paises como Canada, con politicas macroeconsraatables, inflacién

anual de 1%, inexistencia de déficit fiscal, dimdo su sistema de regulacion
interno les ha tomado quince afios en construinadhtemente, el impacto

de crisis de esta naturaleza se reflejara esergdémen una disminucién de
las exportaciones de ese pais.

Pero volvamos a las crisis. En tales casos, l&réxpcia nos muestra la
utilizacion de cuatro practicas: financiamientos clerto plazo; mayor
coordinacion entre los bancos centrales; utilizadé los bancos centrales
como prestamistas de Ultima instancia y aumentda tiquidez del sistema
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econdmico utilizando acuerdos internacionales,gpemplo, del Grupo de los
Siete cuando Europa tuvo problemas.

Finalmente, en Bolivia hemos tenido crisis en stesha bancario en estos
Gltimos dos o tres afios. Personalmente, creo qulegum muy importante en
la prevencion de crisis es que a partir de junieste afio, ningln banquero,
ningun ejecutivo bancario puede obtener crédito®®ibancos que administra
0 que posee. Hemos avanzado mucho en el temadiosrvinculados.

Otro tema muy importante en Bolivia es, valga |pregién, movernos hacia
Basilea que basicamente significa medir la situragd@atrimonial de un banco
en funcion de la calidad de sus activos de riesgo. ese sentido no me
preocupa tanto el sistema bancario boliviano poestié entrando en una etapa
de transicién productiva para el pais. Sin emhagg@reocupante que en el
pais existan mas de cien organizaciones no gubemates (ONGs) que
intermedian recursos financieros bajo diferentedatidades en el campo y en
la ciudad, aparte de otros intermediarios que ra@@@aente tendran que ser
incorporados al sistema de regulacién.

Es claro que al entrar bancos extranjeros al pads, mayor 0 menor
participacién de capital, van a tener que haberamiemos de coordinacién
mucho mas claros entre bancos centrales, entreristgmelencias y
obviamente, de acuerdo con los mecanismos de Basile

Jorge Torres, Presidente de la Comisién de Descealizacion y
Participacion Popular de la Camara de Diputados

Mis comentarios van a girar en torno a los tresgaiidentificados por el Dr.
Neufeld como de caracter estratégico y al mismmg@ genérico para
enfrentar shocks financieros internacionales. Qbeigte, mi andlisis estard
sesgado por mi ubicacion en el Poder Legislatiar;lp tanto, haré mayor
énfasis en aspectos de caracter normativo y regidat

Los tres puntos definidos por el Dr. Neufeld consiraégicos fueron:
disponer de mecanismos rapidos de accion, inteenogernacionales; la
existencia de un ambiente macroecondmico y tipccalabio estables vy,
finalmente, contar con un adecuado marco regutayoniormativo del sistema
financiero.
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Creo que la confianza de los inversionistas depéndie como ellos perciben
el estado de desarrollo en que se encuentran Esoslementos cuando se
produzcan este tipo de remezones. Su decisiotaadela direccion de los

flujos -entrada o salida- de capitales de un pais.

En nuestro caso habria que decir que todavia ntvem®s visto afectados
por los diferentes shocks, al menos directa o inatachente, debido a la
incipiente apertura de nuestro mercado de capitales flujos externos.
Por el momento, el grado de apertura de nuestreaderes bajo y eso ha
brindado una especie de proteccion natural frergseatipo de shocks. Sin
embargo, el pais estd adoptando medidas para casgia situacion que
también modificara dicho mecanismo de proteccidnrah

En este momento estamos en una etapa en que qeegamar la confianza
de los inversionistas, estamos atrayendo algunpgates. Una vez que
éstos lleguen, el reto sera mantenerlos, hacer mpese pierdan.
Precisamente en ese contexto, quiero referirme nainstrumento
fundamental para enfrentar este tipo de shocks erugo.

Como es conocido, el pais ya tomd una serie déathias positivas para
consolidar las instituciones o los actores insifinales directamente
relacionados con el sistema financiero: Banco @énde Bolivia, la
Superintendencia de Bancos y otras institucionssgexir, se han hecho
esfuerzos por asegurar su independencia, por geanfd estabilidad del
mandato de sus autoridades y obviamente por maaskr continuidad de
sus politicas y acciones.

Sin embargo, creo que ademas era necesario pasaretgoque de caracter
sectorial hacia uno de caracter intrasectorial.ecBamente, la Ley de
Propiedad y Crédito Popular y concretamente el ClPNEs el instrumento
gue apunta a ello, permitiéendonos que vayamos awvaioz gradualmente,
prepardndonos mejor para la apertura de BolivieaHas flujos de capitales.

Un aspecto que debe destacarse es que este instoumé CONFIP, es
fruto de la concertacion y consenso entre los Egugctores institucionales:
el Banco Central y la Superintendencia de Bancasg pratar de maximizar
la coordinacion entre ambos.
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El CONFIP esta disefiado para ser ser un instrumidesburocratizado” en
el que participaran las propias superintendendias,posteriormente tendran
que ejecutar las normas aprobadas por ese cuelggiano.

Una caracteristica en nuestros paises es aquddiavaea las dificultades
que tienen los Congresos para responder oportunaradas necesidades de
actualizacion de normas legales, tendiendo por alla aprobacion de leyes
marco. Sin embargo, la aprobacion de leyes magoiere la seguridad de
que la instancia que posteriormente las vaya aameghtar, tenga la
suficiente capacidad y solvencia para hacerlo. &emplo, ahora el
Congreso esta preparando el proyecto de ley ddaatgs no bancarias que
posteriormente sera reglamentado por el CONFIRaldmanera que vaya a
gquedar “soldado” a la actual Ley de Bancos.

Precisamente el espiritu de las futuras normas anasta dado en un
articulo de la ley que establece que las autorglamenpetentes quedan
facultadas para autorizar las nuevas operacionggnycias solicitadas con
restricciones o limitaciones operativas, en funcién la capacidad
administrativa, operativa, desempefio y responskilide la entidad
solicitante.

No me extiendo mas. Simplemente reitero que & phhaber dado estos
pasos hacia adelante, esta preparandose para tanfoEn mejor manera
eventuales shocks futuros.



