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Introduction

In the recent international financial crisis Lafimerica was, for a change, not the
epicenter of the problems and the region managsdrfahe waves unscathed as it did
not suffer severe problems in the domestic bangysiems, nor any type of financial
crisis. Why was this time different: strong macr@amic policies, sound regulation of
the financial systems or simply good luck?

The answer to these questions will certainly bewace of debate for many years, as
probably each of the three elements is part oEipanation. By and large
macroeconomic policies have been stronger thameipast, especially as countries had
much better fiscal and external positions, largerirational reserves and less foreign
currency debt. The Region also entered the crigls sounder regulatory frameworks
and improvements in the quality of supervisionmast countries restructured and
upgraded these aspect in response to previous cksally, good luck played a role, as
the crisis was relatively short lived; the interoaal financial institutions were more
responsive and generous with their assistanceithidwe past while the commodity
prices (which are critical for many countries) diat suffer significantly. Besides, the
fact that the financial systems are relatively $iia$ time was a plus for the Region.

The objective of this paper is to discuss somé&efigsues that have been recently
raised in several proposals for regulatory refona ok at them from the perspective
of the Region. This literature includes works & WS Treasury, at various regulatory
institutions and at the multilateral and regionahhcial institutions and make proposals
for reforming the financial systems. However, mahyhese proposals do not take into
the specific features of the Latin American finahcnarkets.

The paper will be organized as follows. In the reedtion we will analyze which are

the distinctive macro- financial issues of the hamerican banking systems that one
needs to take into account to design the prudemrtipllations. Among these features we
highlight that there is a large degree of dollar@ain the economies, the differences
that exist in the credit risk between Latin Ameni@nd industrialized countries in
holding government securities, and this higheritresk impairs the ability of the

public sector to support their banking systems eniss.

In next section 11l we will discuss the principlémat need to guide the regulatory
changes because as discussed in de La Torre a(@20Q@), in Bunnermeier et al
(2009), and in recent reports by the Treasury badMF the policy prescriptions could
differ widely depending on whether the main condero deal with moral hazard and
asymmetric information or with externalities andanation. The fundamental issue is
whether the emphasis should be on macro-prudeegalations to avoid systemic risk
or on micro-prudential regulation to address indiiil bank problems. The philosophy
underlying Basel is the latter as opposed to thméo. A second and related issue that
we will address in this section are the pros amsad centralizing financial regulation,
especially when the option is to place it underahst of the Central Bank.

In section IV we will discuss the importance of thesrall safety net taking into account
the likelihood that some of the rules such as theumt that is covered under the
different deposit insurance schemes and the rdlenaler of last resort could change in
a systemic crisis. It will also look at the issdd¢aw big to save and too small to



regulate. The section will also analyze the cordrsmal role of the credit rating
agencies, for which there are many criticisms but practical alternatives to address
them. It will conclude with the analysis of sonpesific issues about regulation such as
the pros and cons of alternative methods of asdeation and about what can be done
to make the regulatory environment less pro-cytlicethis section we will also

discuss the difficulties that we encounter in tbealled “ perimeter” of regulation,

what are the specific issues in the Region and switezia that can be use to address
this issue.

The paper takes for granted that some general thé¢sre being proposed that are
generally included as the micro-regulation sucthase that argue in favor of stronger
financial regulation, or the provision of bettedanore transparent information
including items that are current off-balance sloeehose that favor closer cooperation
among different regulators. In this respect we wargo one step beyond these
generally accepted principles and ask more spemifestions about issues for which it
is more difficult to reach consensus.

Il.IsLatin America Different?

The financial systems in Latin America have a nundfdeatures that differentiate
them from those of industrialized countries. Whidere are differences across
countries, and hence it is difficult to generalfiaethe Region as whole, some of the
relevant features are.

1. By and large, and with few exceptions, therimal systems tend to be small and
they are dominated by commercial banks. The capitakets play a smaller role and
the markets for derivatives and structured prodacgsstill in the process of being
developed.

As can be seen in the ensuing graphs, most cosimtribe Region have relatively small
banking systems compared to those of industriakzeshtries. Smallness can be an
advantage these days when banks face problemsoaedchgnents need to issue debt to
assist them, as the size of a potential bailootase manageable. But size was not the
only issue. It was also important that most bankhé Region have had a more
traditional commercial bank operations (i.e. takilegposits and granting loans), with
less off-balance sheet and derivatives transactions

Panama and Chile have the largest banking systéne iRegion, when measured using
deposits relative to GDP, though Panama takes talyaof being an off-shore banking
center. The Brazilian banking system was until vegently also small and similar to
those of Argentina, Peru or Venezuela but it hanlgrowing rapidly and is becoming
much more important. Besides, today in dollar teltnsby far the largest and
represents roughly two thirds of the deposits aaa$ of the Region, followed by
Mexico (11%) and Chile (9%). On average, the bagkiystems measured as deposits
to GDP are larger in Central than in South America.

2. The degree of dollarization in the financialteeés significant, as there are some
countries that are fully dollarized while in othéng share of dollar deposits in the
banking system is significant. For countries sulJeuguay, Nicaragua, Bolivia, Peru
and Costa Rica this is an important issue.



This structure of deposits has two important ingilans for the banking system. First,
it implies that the Central Bank is limited in &bility to act as lender of last resort,
which is a possible source of vulnerability espigcifbanks face a run on deposits or
problems to obtain short-term liquidity. The sec@ndblem is a potential currency
mismatch, as banks lend these deposits in doflarsany cases to firms and individuals
that have earnings in domestic currency.

Deposit Dollarization
in %, as of 2008

100% -
90% ~
80% -
70% -
60% -
50% -
40% -
30%
20% -
10% -

0% -

({/(9 ’§\ Q'b(\ \SKQQ(ID‘ a)@ ’b"b 3’&0 <0 oﬁ\b ,z‘,@' J\gé\ Y\ Q
S
N Source: IADB

3. The sovereign credit ratings are below investrgeade levels, and with few
exceptions, those that have reached investmené gadicigs are in the lower range of
this group (in the BBB range) and many of them hag recently reached those
levels.



Sovereign Credit Ratings

as of Oct-2009

Country Local Currency _ Foreign Currency
United States AAA AAA
United Kingdom AAA AAA
Spain AA+ AA+
Chile AA A+
Trinidad & Tobago A+ A
Mexico A+ BBB+
Barbados BBB+ BBB
Brazil BBB+ BBB-
Peru BBB+ BBB-
Colombia BBB+ BB+
Panama BB+ BB+
Costa Rica BB+ BB
Guatemala BB+ BB
El Salvador BB BB
Uruguay BB- BB-
Venezuela BB- BB-
Honduras B B
Paraguay B B
Argentina B- B-
Bolivia B- B-
Ecuador CCC+ CCC+
Jamaica CCC+ CCC+

Source: S&P

Only Chile, and Trinidad &Tobago have an A ratingtbeir foreign currency debt and
many countries that have been enjoying a good reaormmic performance, such as
Colombia, Uruguay and Panama, are still below itnaest grade levels.

These relatively low credit ratings imply that tp@/ernments could face difficulties if
they need to assist banks in a crisis. For instandle recent financial crisis in the
industrialized countries the governments were tbtestore confidence in the banking
system by providing government guarantees on desparsd other liabilities while in
many cases they capitalized the banks through paeshof subordinated bonds or by
other transactions such as swapping governmentfolebad assets. These government
actions did help to restore confidence in the hagkystem largely because their credit
ratings were high and hence the public assistambariks was credible. The public
sector guarantees on deposits were expected torfmedd because they were issued by
a government that was solvent and credible.

There are many instances in Latin America whereatir@uncement of similar policies
did not generate the same degree of credibility.ifsiance, in the case of the 2001
banking crisis in Argentina the government annodrecéaw that stated that all deposits
were guaranteed, but in the end it was violate@bse the government did not have the
financial capacity to actually fulfill its commitmeé In the case of Uruguay, when the
banking system confronted a similar deposit ruad62, the government could only
stop the run once it managed to secure a largeosiupackage from the international
community equivalent to almost 30% of GDP.



4. In most countries the systems are highly comated (i.e. they suffer the too big to
fail, too big to save problems) and in several ¢oes they are either foreign or publicly
owned institutions. This concentration of the bagksystem where there are few
systemic banks that share the market with a largepgof small niche type financial
institutions creates challenges as the systemticesle two of institutions are very
different while the regulation does not differetgiamong them. Should it? The
difficulties are larger when the banks are pubdicter foreign institutions.

Bank Concentration
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5. Afifth issue that has been extensively disedda the literature is that the Latin
American economies have shown much more macroedonatatility regarding the
intensity of the business cycles, and the fluctuetiin key financial variables such as
interest rates, inflation or the exchange rates Tbiatility has had significant effects on
the banking system and has been at the root of miatte banking crises that the
Region has suffered over the years.

These five issues have important implications ¢$feegarding the potential strengths
and vulnerabilities of the financial systems andtfe design of the regulatory
frameworks that need to be in place. It also satpeestions about whether there should
be limits on issues such as the market share dfiedovidual bank, or on the amount

of foreign currency deposits that an economy care h&Ve now turn to some of these
issues, raising questions about the principlesrtbat to guide the regulatory
frameworks.

[11. What principles should guide financial regulations?

The current prudential regulatory framework hagesally two basic building blocks:
the first one, which is largely embedded in thedBasand Basel Il guidelines, is
intended to maintain the soundness of “individdmhks by imposing different capital
requirements to address various types of risksitigiatidual banks face such as credit
risk, market risk, operation risk, etc. This ficemponent of the regulation is intended
to address moral hazard and asymmetric informatioblems and places a significant
part of the effort on capital requirements thattheemain element to limit the amount
of risk that banks can take.



The second building block can be summarized asysiemic safety net, which in
includes important elements such as the charaiitsrsf the deposit insurance system,
the lender of last resort function of the CentrahB, the resolution mechanism for
failing banks, and other elements that are interidéichit the systemic effects of
individual bank failures. In the existing literaguthis building block is intended to
address the problem of externalities which in brigichs one could refer to as the
potential contagion effect that could lead to bpakics.

One of the challenges for policy makers in therimal sector is that many of the issues
would be addressed in different ways depending loether one looks at the individual
banks or at the banking system as a whole. One@eamdollar deposits and loans. If
one were to look simply at the individual banksitikely that the regulator would feel
comfortable if the bank is fully hedged in its fy currency position (i.e. if it is not
short or long in foreign currency). It might evgm one step further and attempt to
ensure that those firms and individuals who bormoyoreign currency do not have a
short position in that currency (as in the casthefexporters), and that they obtain the
bulk of their revenues in dollars. But we know frtime experience of many crises
where there was not a lender of last resort thestelprudential regulations are not
enough to ensure the soundness of the financitdrayd here are systemic issues that
go beyond the soundness of the risk policies ofrtiridual bank that these prudential
regulations are unable to address.

The second challenge could go in the opposite tiireof the previous one. A
regulatory framework that places significant emphastrying to limit contagion, bank
panics and externalities would certainly reducedlitedihood of systemic risk, but it
could exacerbate problems at the individual IeVikls approach could lead banks to
take excessive risk and depositors and other lsriddyanks to overlook the quality of
banks and just try to get high interest rates eir theposits, repos and other financial
transactions.

The bottom line is that any approach that the r@guy framework takes entails trade-
offs and there is not an easy way out. Given thérssgs and depth of the recent
financial crisis, the pendulum regarding regulatesues is shifting towards the
systemic problems issues. And it is probably tha even if Basel 1l had been fully
implemented it would not have been enough to asoide of the episodes that took
place recently.

Even if we accept that the pendulum is shiftingeoagain, it seems pretty clear that
there is a need to put more emphasis on systemintgmns in at least three ways. First,
redefining and enlarging the perimeter of regulatizecause to a large extent the
investment banks and other institutions that oparathe capital markets and were at
the center of the recent crisis were not regulatethe Central Bank and hence they
would not have been subjected to Basel Il. Secthradle are a number of players who
had an important role in the institutional set-spoh as the credit rating agencies and
the mono-line credit insures) whose role needstrebonsidered.

Third, there are several issues that require mieatéon than in the past and that in
many cases neither the Basel agreements nor ngpsatery frameworks have
managed to address in a satisfactory way. Among#ues that are important is the
treatment of liquidity, which needs to be addredseith for individual banks and for the



system as a whole, the greater concern about htakéanto account cyclical aspects
such as the business cycle or possible bubblé®iprices of certain assets, and how to
incorporate macro-financial risks (such maxi-dea#ibns, inflation or high interest
rates), and finally the issues of too big too &tl too small to care.

We will now turn to the discussion of these issailed analyze their importance for the
Latin American countries

V. Macro- and micro- prudential regulation

i. The main issues

The history of Latin America suggests that in mostances banking and
macroeconomic crises went hand in hand. The lilak® traditionally been from
macroeconomic problems such as balance of payrpestttems in which attacks on
the currencies led to maxi-devaluations, issugsubfic sector solvency that eventually
led either to a restructuring of public sector dabéven to a default, or a combination
of these issues. Examples of these events arentnecial crises of the early eighties in
several Latin American countries, the so calledullaceffect in Mexico in 1994, or the
Argentine crisis in 2001. In all these eventsdhasality clearly went from
macroeconomic events to the banking system.

In all these cases the banking crises were prolablhut unavoidable, because the
banking system as a whole does not have the cgpadie able to withstand large
macroeconomic shocks without facing severe liguiditd/or solvency problems.
Regulation and bank risk management does mattércas limit some of the
detrimental effects of a large macro-shock. Howgewethe absence of a reasonable
safety net it is difficult to avoid important syst& impacts.

In the recent international financial crisis themppt action from the monetary
authorities and the treasuries of several countoiggovide a blanket guarantee on
deposits and to re-capitalize banks using pubbtoseesources was essential to stop
the run on the banking system.

One could argue that if the capital requirementald/bdave been higher and would
have had a wider coverage including some assdthalkdow capital requirements, the
crisis could have been avoided. A similar argunoenid be made for tougher
restrictions on the liquidity gap.

However, when a panic strikes, especially oneithedlated to liquidity issues, it is
difficult to expect that individual banks will béla to cope with it without the
assistance of a lender of last resource or withnaestype of deposit freeze or of
temporary gate that can stop the drain.

The main argument is that the prudential regulatiotbedded in the Basel | and Basel
Il recommendations have been primarily designeal/tod individual bank failures and
to address individual bank problems in normal aasjunormal times. As we argued
before, they are primarily intended to addressassf moral hazard and asymmetric
information. However, if and when a panic strikibgy are unlikely by themselves to
avoid contagion and the negative effects of extidies



The Argentine banking crisis of 2001 can help lgsirate this issue. The Central Bank
had developed a regulatory framework that wastsetrtban Basel |, as it had larger
minimum capital requirements and it included ldigeidity requirements that were
introduced to address a potential run of depolsésBasel did not contemplate in its
guidelines. In addition, the Central Bank bougtiidity insurance lines from
international banks to supplement the liquiditytanalated by individual banks.
However, when the panic started in mid—2001 norteedge resources was sufficient.
The financial system was dollarized and the lack nder of last resort proved an
insurmountable obstacle to avoid a generalizedruthe system.

If one agrees on the importance of externalitiéstire to moral hazard for the well
functioning of a banking system as a whole, thiglies a shift in the emphasis of
prudential regulation towards the vulnerabilitirattwould affect the soundness of the
overall banking systerhThis is equivalent to the use of a top down apgida bank
regulation, which starts analyzing systemic issares ends with those that affect the
soundness of individual banks.

The design of the deposit insurance system is psrbae good example that can
illustrate the differences between the two appreadthis view coincides with de la
Torre and Ize (2009). When the main concern is hi@mzard, the policy
recommendation would be provide as little depostirance as possible, because the
objective is for depositors to share the risk anddposit their funds in sound
institutions as opposed to those that pay the higiterest rate. Some amount of
deposit insurance might be necessary to protecititmws and orphans”, but this
would be a small amount. In contrast, when theceomis systemic risk that could arise
from a run on banks that could be triggered sinfgylgontagion effects, the policy
recommendation would be to cover a relatively laageunt through insurance.

ii. Are Latin American countries different?

There is always a temptation to argue that eachtopis different, or that this time the
financial boom is different and will not end in@asts. In most cases these arguments
are just wishful thinking, though there are alwagges when there are actual and
important differences that can explain the diversieomes that are sometimes
observed (the exception that confirms the rule).

In the case of the Latin American countries we halueady argued that there are some
differences between the financial systems in tgeoreand those in industrialized
countries that affect the systemic stability of iamking system, and the capacity of the
regulators and policy makers to respond to possiides.

In the rest of this section we analyze some of#étemmendations that various
institutions and government agencies have recentlyosed to improved the regulatory
frameworks and discuss their relevance of applitalo the Latin American

economies. By and large our approach will lookhatissues assuming that externalities

! De la Torre and Ize (2009) argue that in additmthe moral hazard and asymmetric information and
the externalities paradigms, there is a third ¢imeg, they call the innovation-uncertainty paradigmthat
paper they try to endogeneize the causes thatigget a banking crisis instead of simply assuntheg

it is caused by an exogenous macroeconomic shock.



have been a critical aspect of the banking probl@mscent years in the Region, and
that large macroeconomic shocks have been oneah#in causes underlying these
crises.

Among the issues that we will discuss are politieavoid systemic shocks such as how
to address the large degree of dollarization inréiggon and the potential need for a
lender of last resort or alternative policy measutiee problems associated with
governments that have only a limited capacity soésdebt to assist banks and/or to
provide deposit insurance, and issues relate tttoloebig fail”.

Largefinancial dollarization. The vulnerabilities that financial dollarization poses

on the banking system have been widely discuss#iexisting literature By and

large the main problems need to be dealt withsstséemic level, as individual banks
cannot be expected to be able to internalize tbblpms associated with the inability of
the Central Bank to act as lender of last resdris 1 an issue that is central to the
economies that are fully dollarized as well astifmse in which there is a large share of
dollar deposits in the system.

What does it imply about the regulatory framework@ the extent that dollarization

can be viewed as a source of vulnerability fortibeking system, the regulatory
framework needs to include it in at least two wakgst, at a micro-prudential level, it
should impose stricter capital requirements oniforeurrency loans and higher reserve
(or liquidity) requirements on foreign currency dsjts and short-term liabilities.

Second, from macro-prudential level, it would prolyaneed to enhance the ability of
the Central Bank to act as lender of last resod,impose regulations to limit dollar
loans within the country so that banks can havagel pool of foreign currency
liquidity to back their deposits. One alternatitiattcan supplement these measures is
the possibility of imposing gates or circuit breeksimilar to the ones that we used for
money market funds as a way to stop a panic.

L ow sovereign credit ratings. The second difference is that Latin American caastr
are less credit worthy than most industrializedntnes and hence the scope of the
public sector to assist banks in a crisis is monged. As a result, deposit insurance
mechanisms that are to a large extent dependegve@rnment guarantees could face
problems of lack credibility, especially when thepdsits are in dollars. For this
purpose, having small banking systems is an adgants it could make it easier for the
public sector to support it in case of systemidpgms.

The implication for the regulatory frameworks isitthe capital and liquidity
requirements also need to be larger, because gdhernment has less capacity to assist
banks in a crisis, then the banking system neells tnore conservative.

Size of financial institutions matters. A third characteristic is the large degree of
concentration of the banking systems in many LAtmerican countries. This feature
has not necessarily been a disadvantage in thetriéscancial crisis, as some of the
countries that suffered the most (such as the Ufa#dl)a relatively low degree of bank

2 See for instante Levy Yeyati (200x), Armas, |zd aevy Yeyati (2006).
% As proponed in Ize, Kiguel and Levy Yeyati (2006)
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concentration, while others that had a concentragedking system, such as Canada, did
not face significant problems. Is being big a peotP

In the past the main concern about too big tovag mainly that the large banks
enjoyed an implicit benefit and as it creates sdiserimination in reverse for
depositors, as they would generally feel safeaige banks which the authorities would
not allow to fail; as large banks could have aeyst effect on credit and on the
payment system. In the recent crisis the polickemarealized that too big to fail in
many cases also implied too big to save. In otlwds, banks that are too large
relative to GDP could imply a large fiscal burdarcase they face solvency problems.
The approach nowadays appears to be to restrisizbeof banks, in order to limit
problems in a potential need to bail them out.

Brunnermeier et. al (2009), classify banks in fgrgups, depending on their systemic
effects:

1. Individually Systemic

2. Systemic as part of a herd

3. Non-systemic large

4. Tinies

In Latin America there are some individually sysiefranks. In some countries they are
foreign or domestic private banks (e.g in BrazilMexico) while in others they are
public sector banks (such as in Argentina or Urygu8runnermeier et. al argue that
for groups 1 and 2 macro-regulation is required, tat for groups 3 and 4, probably
minimal regulation can do it. The main differen@vireen those banks in the first two
groups and those in the last two is whether theyldvbave macro-spillover effects.

While by and large the experience of the Regioicatds that this classification is
appropriate, there is some concern about the tezdtof the “tiny institutions”. Itis
clear that they do not have a systemic effect g tlannot affect the clearing or the
payment systems nor they have a significant impaaiverall credit. However, in a
fragile situation, the mismanagement of the failira tiny institution could have
macro-effects. This was the case in the 1994 panic in Argentina, where the run on
deposits was triggered by the failure of three \gmgall financial institutions that the
authorities did not rescue and where depositotghes money.

A related feature is that with very few excepti¢gssch as Brazil and to some extent
Chile and Mexico), the Latin American countriesraid have important derivates and
futures markets or sophisticated structured pradiinett are securitized. This has been
an advantage in this crisis, as most of the problesre with capital markets
instruments. It is also an opportunity as the tguaents of these markets can take
advantage of the lessons from the recent intematitnancial crisis.

L ar ge macr oeconomic and financial volatility. A fourth characteristic of the Latin
American economies is the large macroeconomic imadi¢ial volatility that has
experienced over the years. Latin America is byfdnéhe most volatile Region, as it
has suffered recurrent balance of payments, debbanking crises and very large
swings in GDP which in many cases included deepssaons. This volatility certainly
affects banks through a number of ways, such aswestable funding, both from
deposits as well as from the capital markets, largeeases in non-performing loans
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during recessions and large fluctuations in thegsriof the bonds and other liquid
instruments.

This high volatility is one the main reasons whg ttomestic banking systems in the
region have remained small. From a macro-prudeptigt of view this has been a
blessing in disguised, because the banking systentbéen easier to monitor while it
did not magnify as much the effects of this voigtibn the real economy. At the same
time it helped to reduce the fiscal costs of thekiigy crisis as they took place in
smaller banking systems.

In terms of the consequences for the regulatomésaork, this volatility implies that
the regulations need to be stricter than in mablsteconomies and that the argument
for countercyclical policies is stronger. From arairegulation perspective this
volatility implies that there should generally bgher capital requirements than in
industrialized countries, more conservative rutgspfrovisioning and more attention to
liquidity requirements. It also means creating suleat incorporate in some way the
point in the business cycle in which the economstigiven point in time as well as
using prudent rules that take into account larget@lations in asset prices.

One aspect that becomes important in this discussithe different alternatives that
have generally been considered for the valuaticaseéts in the banks’ portfolios. The
traditional approach has been to include loansbamdis that are held to maturity in the
so called bank book, which implies that they appedne balance sheet at face or at
purchase value, and their accounting values ddluaitiate with changes in market
prices. This valuation practice has been acceted fong time for loans (even long
term ones such as mortgages), though in the casendf it is only accepted for those
that are held in the so called investment account.

A second group of assets is valued on a differetgrion which is based on mark to
market prices. Within this group there are bondglfinancial institutions typically
hold for short periods for their trading book ow/ldar sale book. In the Latin American
countries, where the prices of government bonds baen very volatile, these holdings
have inflicted significant changes in the bank®me statement and in a few instances
they have led to losses that were big enough &athn the solvency of some banks.

The losses created by the mark to market of ass&s critical in the recent
international financial crisis, as many investmiegmhks saw that their capital had
evaporated when the assets were valued in thisT¥econcern about mark to market
has been that it tends to put the banking systeavigious cycle that typically worsens
the intensity of the crisis. When banks face lilityi problems and they need to raise
funds they can only sell the liquid bonds, whick subjected to the mark to market
rule. If every institution behaves in a similar man(the herd behavior), then the prices
of these assets would collapse and the liquidibplems would very quickly turn into
solvency ones.

These criteria generate some inconsistencies uatiahs, as two identical government

bonds bought originally at the same price wouldeappn the balance sheet at different
prices depending on whether they are in the bamk thre trading book.

12



Several episodes of financial stress in Latin Aggeds well as the recent international
financial crisis have led to new controversies dliflerent possible ways of the
valuation of liquid assets. The literature basicedicognizes four methods of valuation:

Book value
Market value
Fair value

Mark to funding

Book value is the traditional way in which banksy@a&alued loans, and if bonds are
included in this category it implies equating bommoans. The main advantage of this
criterion is that it gives more stability to thewa of assets; the main disadvantage is
that it could severely misrepresent the value efassets in a stress scenario, and could
allow an “insolvent” bank to continue to operate.

The mark to market criterion takes the opposite@ggh, as all liquid assets are marked
at market values, which forces the bank to shovattieal values of all liquid assets and
could lead to large volatility on the asset siagkeah extreme case in which all assets
were marked to market, most banks would becoméviesbat one point or another. So
the consensus is that only liquid assets are madketarket. In practice, the

supervision agencies have been lenient and alldasks to change their valuation
criteria towards something similar to a book valuémes of crisis, as otherwise it
would have led to widespread solvency problem&énianking system.

The problems that we have discussed with book \ahgemark to market have led the
regulators to look for a third option, which hasewetly been proposed during the
international financial crisis, which is the fagilue criterion. This would be an
intermediate methodology, which allows the bankgaioie the assets at prices that
would reflect a medium to long run scenario. Thgpraach helps in a crisis when asset
are sold at fire sale prices as there are no bayetsll the financial institutions are
trying to sell any liquid position in order to raisash. It helps to stabilize the asset side
of the balance sheet, and to correct for the effett financial crisis. It should also

help in a boom, as price tend to rise excessialg,this criteria will moderate the
impact on the balance sheet.

While this approach seems the most reasonablelmmejain difficulty is the choice of
a valuation model which is not always easy to deinsa crisis and the main risk is that
the fair market value ends up overestimating ting kerm assets prices and hence the
bank’s net worth. Despite this drawback, it seemas this methodology is the most
promising for crisis prone countries.

Finally, Brunnermeier et al (2009) have proposedaak to funding approach which is
variation of the book value and the mark to matkat can be a useful alternative in
most cases to the fair value method. It basicaljyes that banks can only include in
the banking book loans or bonds for which they Haweling of similar maturity or
duration. This approach is reasonable, becaudeathie has the funding to maintain
those long term assets to maturity.

lii. Specific Issues
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There are two important issues that we want toyaeahat do affect the working of the
financial system and that at some points have bib&iimportant for Latin American
countries: the role of rating agencies, and therpgeer of regulation. In what follows
we provide some preliminary thoughts about thessses.

Credit Rating Agencies. The rating agencies have been criticized for tfaglure to
rate properly some of the complex structured pritgurcthe US, and there are number
questions that have been raised about how to ¢ahegroblems in this area.

There seems to be some consensus that this iBcaltlifo issue to tackle, and that
many of proposals that are being considered hage @rawbacks. For instance, the
option of changing the choice of credit rating agefCRA) from the issuer to the
investors as a way to avoid “inflated” ratings teean which credit ratings would be
“deflated”. This alternative does not ensure anroupment in the quality of ratings.
Likewise, the proposal to increase competition tapdo bring more players could
eventually lead to lower the credit standards asaRAs will try to gain market by
“promising” better credit ratings.

One of the main proposals that have so far beenmpthe table is to reduce their role in
the regulatory frameworks. In Basel Il and in maynestic regulations, financial
institutions rely on the ratings from the CRAs nder to be able to purchase some
financial instruments or to determine the capigjuirements on certain loans. While
this path seems a reasonable way to go, it wouldnoue weight on internal credit
rating models which in many cases could be weakeralternative on this front is not
clear, and certainly requires more thinking.

A second proposal, which in the case of Latin Ansgeseems appropriate, is to make a
more comprehensive rating, that not only includhesindividual rating of the financial
instrument, but that in addition it also considsrme additional features such as its
liquidity, and the macroeconomic risk. One exampight help. If a CRA has to rate a
pool of adjustable interest rate mortgages, itamby needs to consider the capacity to
pay in the initial interest rate scenario, but dls macroeconomic risk of a sharp
increase in interest rate that could impair the loaof a drastic fall in property prices
that induces the borrower to default. From thispective a pool of fixed interest rates
mortgages would carry a smaller macroeconomicthiak one of adjustable rates. To
some extent this is what CRAs do when they usadkereign ceiling on issues of
private sector debt. A further move in that direwtis probably the way to go.

Finally, the solution does not seem to be a goventragency that takes over the CRAs
role, as there no guarantee that government dffsald do a better job than private
ones, while there is a big risk of ratings beconiimgiticized”. Nevertheless, there
might be some role for a regulatory agency to nooralosely the rating procedures of
the CRAs and even to impose some type of sandiach(as temporary suspension of
certain types of ratings) if they find that theastbeen negligence.

The Regulation Perimeter. The recent international financial crisis has gatest a

new wave of claims to enlarge the spectrum of wéneds to be regulated. The
temptation is to regulate in every possible mamamgrtype of financial intermediary
including not only the traditionally regulated istions but also investment and money
market funds, hedge funds and even large corposatitat operate in the futures,
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forwards and derivatives markets. There is somatéehough, regarding what type of
regulation should be imposed, as in some casegtest is simply to disclose
information on the financial positions, while irhets it is to impose stricter restrictions
(including capital requirements or limits on thetardy or liquidity gaps).

The guiding principles should most likely be basedules that try to ensure a macro-
regulation prudential framework whose objectiveoiimit externalities, namely
financial panics that can arise by depositors amgblsers of short term liquidity (i.e. in
the repo market or in commercial paper).

Our proposal is that from a macro-prudential pointiew the first criterion is to argue
that the institutions that need to be regulatedfaree that can be subjected to runs, or
those whose failure can have an effect on systequicity or solvency. It is clear that
commercial and investment banks are part of tesgras both have important
liquidity gaps. In addition, there is a need toulage those entities, such as money
market funds, whose liabilities are sehominal terms while its assets can experience
variations when valued at mark to market prices.

From this perspective, investment and hedge fupdsa to be less problematic,
especially those who have assets that are markedricet. What needs to be monitored
in these cases is whether all assets in the pordiod liquid (in the sense that there is a
market that sets a price at which they can be, s#lt) whether the shares of the funds
reflect those prices. The problem, though, is thaty of these funds hold some illiquid
assets and that when there are redemptions thelg almost inevitably take place at
values that do not fully reflect the actual pricésissets. For these cases the bulk of the
effort needs to be on disclosure of asset pricdseatablishing rules for pricing the
shares of the funds that do not penalize eithesethneho ask for redemptions or those
who stay in the fund.

The main guiding principle from a liquidity perspige is that any institution that has
assets that are not marked to market, either bet¢hase is no market in which they can
be sold or because accounting rules allow thenold them in their books at prices that
are different (say to reduce the volatility of tesets) there needs to be some form of
regulation because in a panic these institutionddcoe subjected to runs.

In addition, there is no question that financiaéimediates need to be regulated to
avoid the typical moral hazard and asymmetric imfation issues, but the foundations
of that regulations does exist today and the méiitulties in this area are to catch up
with innovation and market changes.

V. Final Reflections

This paper has reviewed some of the possible reaban explain why the banking
systems in the Region did not suffer during themedinancial crisis as well as some of
the ideas that have been put forward regardingtbgosals for changes in the
regulatory framework.

Regarding the first issue it seems that the maphagation is that the countries entered

the crisis without significant macroeconomic imlmalas and that as a result that there
were not required large changes in policies thatccdestabilize the banks balance
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sheets. For instance, while the countries tha¢ leeen following inflation targeting did
depreciate their currencies, but the effects orbtrking system were relatively small
because most of they do not have highly dollareeshomies (the exception being Peru
which is still a dollarized economy, but did nopdeciate the currency as much).
Besides, the Central Banks were able to providedity assistance without worrying
about run away rates of inflation, because théiniates were already very low.

In the countries that have a large degree of detion or of currency substitution were
able to depreciate less their currencies, thanksetdéarge level of international reserves
that they had initially and to the stronger extéawounts.

At the same time the public sectors had been ragubeir public sector and their
exposure to the banking system. As a result, tha gbvernment bond prices fell
during crisis did not have a large impact on thekisebalance sheet.

The improvements that have been taking place dweyears in micro-prudential
regulations also helped, as at the time of thesdie banks were well capitalized
(exceeding the requirements of Basel |), the lef@lon-performing loans was small
and was well provisioned, and the banks had mane éldequate levels of liquidity.

Regarding the macro-prudential regulatory framewpttie Latin American countries
were not in much better shape than the industedlanes. However, the smaller
banking systems helped to reduce the potentialditiee problem, while the smaller
levels of public sector debt had helped to a radocéh the banking exposure to the
public sector. Last, but not least, the centraklsamere in a better position to provide
liquidity and to successfully perform their roleslander of last resort.

The financial markets are likely to grow in Latinm&rica, especially if macroeconomic
policies remained checked and the countries canteaian environment of low
inflation and with improvements in the countriesdit ratings. As this process takes
place the discussions about the appropriate fiahfraimeworks will increase and the
need to establish a solid macro-prudential fram&s:or
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