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The financial system fragility in many developing countries is greater than in the industrial world.  This fragility can affect the overall performance of the economy. It introduces microeconomic inefficiencies in the intermediation process of savings into investment, and consequently limits economic growth.  It may affect the proper functioning of the payments system, thereby increasing transaction costs and reducing overall productivity of capital, and it may be an important factor generating and/or deepening macroeconomic crisis. On the other hand, inappropriate macroeconomic policies can weaken significantly the functioning and the efficiency of the financial system contributing to its fragility, which in turn may affect macroeconomic equilibrium, creating uncertainty, lowering output and reducing welfare.

Since the mid 1970s "financial liberalisation" has been part of structural reform in Latin America. Liberalisation of bank credit, interest rates and other related measures on the structure of the banking system have characterised policy measures. Only recently have pension funds, insurance companies, security markets and stock exchanges in some of the more developed countries of the region become important to financial sector development. 

Section A below summarises the main lessons of the impact of macroeconomic policy on the strength and efficiency of the banking systems in Latin America.  

Section B focuses on the main lessons derived from the Chilean financial liberalisation reforms of the seventies, the banking crisis of the early eighties and the strengthening, development and modernisation of the Chilean banking sector since the mid eighties on the role of banking regulation and supervision in emerging market economies.  

A. Macroeconomic issues

Latin American countries economic structure, their output and export diversification (by products and by markets) and their dependency on foreign saving imply that they tend to be more prone to macroeconomic fluctuations and volatility. These originate, on the one hand, in terms of trade shocks. Also, on changes in international interest rates, especially in highly indebted countries. Third, on international liquidity constraints and/or "excessive" short-term capital inflows, according to how the major creditors assess a country's creditworthiness. Fourthly, on  “stop and go" domestic macroeconomic policies, which tend to exacerbate the booms and busts on economic cycles. And, finally, on high variability of key macroeconomics prices, such as the exchange rate, domestic interest rates and asset prices.

Regarding these issues, experience in Latin America suggests the need for policy to focus on:

1. 
Reducing macroeconomic instability, since it correlates positively with higher vulnerability of bank debtors and with inappropriate and erroneous risk evaluation by the financial sector, and, consequently, with banking system fragility.  Furthermore, the impact of the excessively expansive and/or contractive phase of the cycle (especially if it is not anticipated), is not symmetric regarding the vulnerability of the financial sector. What occurs in practice is that banks tend to get stuck with bad loans in the downward part of the cycle, while credit standards decline on the part of individual banks in the presence of "excessive credit growth", which tends to occur during the expansive phase of the cycle.

Therefore, macroeconomic policy should concentrate on the achievement of internal equilibrium in a stable, sustainable and credible way, by exercising pre-emptive action and adequate co-ordination of fiscal, monetary, exchange rate and wage policies.

2.  
Together with overall appropriate aggregate demand policies, caution and wise judgement is required, especially, although not exclusively, during the transition period in countries undergoing significant reforms; i.e., from "repressed" to "liberalised" economies.  Speed, timing, intensity and sequencing of price liberalisation, tax, trade, financial, and social security reforms, as well as of the opening of the capital account of the balance of payments may make a huge difference in the evolution of key macro prices.  

Particular care should be taken when interest rates, exchange rates and asset prices tend to behave as outliers during a prolonged period of time, in the sense of being divorced from their fundamentals or long term equilibrium values. This is due, on the one hand, because of its macroeconomic implications. But also because wide fluctuations of relative prices transform dynamic and profitable sectors into problem sectors in short periods of time, and vice versa.  Since banks usually share the losses but not the windfalls of their clients, defaults increase on average with the presence of unsustainable values of key macro prices in the economy. In synthesis, the changes and required adjustment of those key macro prices may affect debtor's capacity to service their debt. And reforms may end up with a banking sector in crisis, and even with a less open and more repressed financial sector than from where the liberalisation reform process started.

3.
Macroeconomic policy and especially monetary policy may be extremely ineffective when some of these key prices are out of the norm.  In particular, although real interest rates should be positive, special care should be taken when they reach absurd high levels during a substantial period of time. There are a number of cases where no action was taken by the authorities because it was argued that those interest rates, high as they may be, were "market determined". However, since those interest rates might be much higher than any reasonable rate of return in the non-financial sectors of the economy, and because those sectors are the main debtors of the banks, such a situation usually reflects some hidden major policy mistake and develops into a financial sector crisis.  

In addition under those conditions, monetary policy which is designed to be contractionary, in fact it is not. This is because those high real rates of interest tend to be ineffective in moderating excessive spending.  In fact, those rates are not binding on bank debtors’ behaviour, given that borrowers expect to defer indefinitely the effective payment of those interest rates (rollover of loans) and/or expect to have their debt bailed out.  Under those conditions extremely high interest rates do not contribute to ration credit effectively and banks do not play their proper role on the transmission of monetary policy. What happens is that the budget constraint is not operative and therefore excessive spending takes place in spite of (and even because of) the presence of extremely high real interest rates, thus deteriorating at the same time both macroeconomic conditions as well as the quality of banks loan portfolios
4.
Capital account opening up and domestic financial liberalization stimulate credit growth and foreign indebtedness, increasing the country's vulnerability, due to its dependency on external savings. If these reforms coincide with the expansive phase of the cycle, problems related to excessive credit growth, deteriorating quality of bank loans and overindebtedness tend to amplify.

These problems exacerbate when financial reforms go hand in hand with very high domestic real interest rates and appreciated domestic currencies. In that case, which is quite common, perverse incentive predominates in the working of the financial system. On the one hand, loan portfolio tends to concentrate in the non-tradable sector and adverse selection tends to be the norm. Also, rollover of non-performing loans of overindebted agents increases, so as not to recognize losses. Furthermore, a bubble of (mainly non tradable) asset prices tends to appear, which not only simulates further credit growth and spending, the latter due to a wealth effect, but also distorts the appropriate valuation of collateral in the bank lending process, thus increasing financial fragility.

In addition, given the need for liquidity, banks competition for deposits tends to increase interest rates even further. That process increases the risk of banks portfolio, when depositors are making little or no risk- return considerations if, as is usually the case, explicit or implicit deposit insurance and/or guarantees exist.  This risky behaviour tends to be aggravated when there is a low level of bank capitalisation, generating the well known "agency problem," where the bank no longer defends the interest of its depositors, becoming an agent of some (usually related to the bank shareholders) borrowers.

5.
A more structural aspect relates to the role of high domestic savings in developing economies: it allows for sustainable financing of investment, strengthens the domestic financial sector and makes the economy less vulnerable to foreign shocks.  Recent experience suggests that high and sustained economic growth; stable macroeconomic environment; deep, competitive and well regulated domestic financial markets; pension fund schemes based on individual capitalisation accounts; tax structure that incentives (corporate) savings and penalises consumption spending; and high public (including Central Bank) savings, explain the most successful cases of high internal savings rates in some Latin American countries. In this respect, public saving plays a major role, especially in the process of financial liberalization, when typically private saving tends to fall.
B. Financial reform, regulation and supervision in Chile

1.        Chilean experience suggests that policy makers should be aware that the current account of the balance of payments matters, i.e., the importance of achieving external equilibrium.  This is especially relevant if a country has large gross foreign financial requirements due to huge current account deficits together with insufficient international reserves and/or a high stock of short-term foreign debt. But special care should be taken if a country faces significant short-term "voluntary" foreign financial inflows. Experience indicates that when faced with such inflows authorities are "tempted" to rationalise the existence and persistence of large current account deficits on the ground that those deficits are not being "originated" in excessive (public) domestic spending, but rather reflect a “healthy” economy with plenty of profitable investment projects.

However, on many occasions emerging market economies high level of domestic interest rates, especially if foreign creditors do not have a proper evaluation of country-risk and/or exchange rate change risk, tend to attract significant external short-term capital inflows, much of which is usually intermediated by the domestic banking system.  Under those conditions excessive domestic spending is not eliminated, putting pressure on the (temporary) appreciation of the domestic currency, increasing the size of the current account deficit, while at the same time domestic bankers tend to relax their credit standards, thus deteriorating the quality of their loan portfolio. 
2.
Countries like Chile, when facing the abovementioned conditions should consider a strategy of a gradual domestic financial sector liberalisation as well as a gradual opening-up of the capital account of the balance of payments. If reforms are poorly designed in terms of pacing or sequencing, they may generate significant distortions during the transition from a repressed to a liberalised situation.  The right speed at which to liberalise the domestic financial sector relative to the foreign financial sector and/or the right sequence in which to open trade and the capital account are not the same in every country under different initial conditions. Additionally, the speed of domestic financial reform should be a function of how profound has the adjustment and stabilisation policies been, i.e., the degree of macroeconomic equilibrium that has been achieved, as well as of the effective capacity of the supervisory and regulatory authorities of the financial system.

3.
Regarding specifically financial reform, by the end of 1973, almost 85% of Chile's banking sector was State - owned, with government control of an overwhelming fraction of total credit. Furthermore, "financial repression", quantitative and selective credit control and negative real interest rate was the norm at that time.  After the military coup of September 1973, a major change took place in the banking sector, with banking reform having two main components. First, financial liberalisation of credit and interest rate and related measures concerning reserve requirements and a broader funding base and access to foreign capital took place. Second, organisational measures were implemented aimed at banking privatisation and at making the system more competitive. 


4.
Privatisation and liberalisation proceeded swiftly. However, a solvency crisis of unexpected magnitude erupted in 1981. As is well known, most Latin American countries suffered a major economic crisis at that time and Chile was no exception. A significant recession took place in 1982 and 1983, years during which GDP fell by almost 17% and unemployment climbed to nearly 30%. There have been many studies on the Chilean economic crisis of the early eighties. All of them coincide that it had two main causes: macroeconomic policy mistakes and widespread failure of prudential regulation and supervision. 


5.
 Regarding the latter, little care was taken during the first round of banking privatisation (during 1975 and 1976) to disperse ownership and few groups, with very little own capital and mainly through (foreign and domestic) indebtedness, were able to control large volume of banks assets. The fact that the regulatory body at that time did not require adequate conditions to have access to bank property implied that many newcomers to the banking industry did not comply with the appropriate requirements for being bankers. In that context problems arose given the relatively weak supervisory and regulatory capacity of the authorities while at the same time the general public behaved as if there were an explicit and/or implicit deposit insurance scheme.

6.
 But in addition to problems related to privatisation, an adequate regulatory and supervisory framework did not accompany banking liberalisation. In general terms, a major problem was that traditional bank management, but also banks regulators and supervisors, were not aware of the implications of financial sector reform on their behaviour. That meant that special consideration should have been given to the fact that in a liberalised and competitive scenario there is a crucial need for banks serious, responsible and professional risk evaluation.

7.
In practice, banks were mostly left on their own. However, there was implicit (although not explicit) deposit insurance and the classical moral hazard problems were present, but at that time regulation and supervision were not dealing with it. In addition, public's perception was that big banks were probably "too big" to fail. In essence, banking legislation was weak with respect to supervision. Not enough care was taken regarding to what became a major banking (and at the end, a macroeconomic) problem: inadequate follow-up on the quality of bank loans.  And more specifically, on non-performing loans and on related parties lending (the latter referring to credit given to firms owned directly or indirectly by bank shareholders, directors and managers and/or to persons related to them). A basic flaw in this particular area was the absence of consolidated financial supervision (still present in current Chilean legislation). 

The fact that in the two largest private banks 21% and 50%, respectively, of total loans were credits to related parties is a clear indicator of the lack of prudential regulation and supervision in the Chilean banking sector at that time (second half of the seventies). This inadequacy is corroborated by the fact that non-performing loans were simply rolled over by capitalising accrued interest payments, without adequate provisions, and by the huge increase in deposit (and loan) banks real interest rates, with the consequent increase in the overall banks risk. The latter indicates the undesirable implications of the bank's need for liquidity and that depositor were playing no role in disciplining the market; on the contrary, what prevailed were both distress borrowing as well as moral hazard. 

In short, essential aspects of the credit process supervision and regulation were at fault at the time, particularly with regard to guarantees or collateral (usually overvalued) as a second source of loan repayment, limits on individual credit to avoid risk concentration, and the handling of high-risk overdue loans. 

And finally, the Banking Law was not clear with how to deal with failing institutions. This meant that in practice the State intervened them and ended up bailing out not only depositors but also banks foreign creditors. 

8.
 It would take long to discuss the causes of the 1982/1983 Chilean economic crisis. But as mentioned above, it is clear that inadequate banking regulatory framework contributed to create or at least to develop and intensify the crisis. 

But the economic crisis also had a significant repercussion on the banking sector itself. That crisis was faced by the government implementing several programs, mainly through the Central Bank (not independent at that time), aimed at rescuing banks.  In the end, that meant protecting depositors and the payments system as well as bailing out most of the foreign creditors. Bad loans sold to the Central Bank were equivalent to 28% of the outstanding loan portfolio, 18% of GDP and over three times bank's capital. Taking into account interest rate and exchange rate subsidies involved in large scale bank debt reprogramming, the estimated financial losses to the Central Bank were around 40% of GDP.

Between 1981 and 1983 the State took over and/or closed twenty banks and finance houses, almost the whole of the Chilean private financial system. Most of the banks that had been privatised in 1975 and 1976 came back under State control in the early eighties. In fact, in the early eighties the State became the leading player in the credit market, controlling more than 50% of total bank lending. 

However, that outcome was contrary to the authorities objectives and philosophy so they decided, on the one hand, to privatise again the banking system, but in a radically different way as had been done in the mid seventies, and on the other, to drastically change the Banking Law. 

9.
After the crisis, the orientation of the Chilean bank reform, implemented in 1986, was towards prudential and preventive regulatory and supervisory frameworks. Later on, in 1997, a new Banking Law was aimed at widening the banking sector scope of activities, mainly abroad, and strengthening banks capital base. This new law incorporates extensions and modernisations of the 1986 legislation in the light of recent developments in most domestic as well as in world financial markets, retaining the main elements of the 1986 banking legislation.

10. Chilean experience and legislation indicates that financial sector liberalisation can strongly contribute to savings and investment in a solvent, stable, sustainable and efficient manner, but that it requires two main conditions. One is related to appropriate macroeconomic policy design and implementation. The other, to establish an adequate regulatory and supervisory framework, a policy challenge which remains at the top of the agenda for most emerging market economies. 

11. Chile's successful economic and financial sector development of the last fourteen years suggests that the main issues where banking regulation and supervision should concentrate are:

i) Institutional development of banking supervision itself: political support, i.e., a high degree of political independence, highly qualified personnel, resources and training programs. There is a concrete need for a strong supervisory authority endowed with legal and financial autonomy, capable of basing its activities on technical criteria and of fending off political interests (from the Government, Parliament or political parties) and pressure groups. 

Some of the main functions and responsibilities of the Superintendencia de Bancos e Instituciones Financieras (SBIF), an independent Chilean government agency, include:

-) granting new banking licenses

-) enforcing legal and regulatory requirements

-) imposing fines and/or sanctions when a bank does not comply with legal and/or regulatory requirements

-) approving amendment to a bank's by-laws 

-) approving a bank's proposal to increase its capital

-) approving a bank's proposal to enter into one or more new authorised businesses

-) approving a bank's proposal to open branches or representatives offices in other countries, establish foreign subsidiaries or acquire an equity participation in a  foreign bank

-) approving when a person or group wants to acquire 10% or more of a bank's stock

-) requesting extensive information regarding a bank's financial condition and operations, including, but not limited to, monthly (unaudited) and annual (audited) financial statements

-) examining periodically and randomly all banks in the system, including an evaluation of their credit management process and compliance with loan classification guidelines and an annual evaluation of their solvency and management practices

ii) Preventive and prudential approach aimed at anticipating problems, evaluating them and talking appropriate corrective measures before they actually appear.

iii) Strict entry conditions to the banking activity. Fairly high minimum entry capital and appropriate standards of main shareholders, directors and the head manager of the bank are required. A major challenge then is to ensure that bank owners and managers have the skills, prudence and ethics required for sound and safe banking.
iv) Risk taking compatible with high leverage ratios. 

-
Ample loan and financial investment portfolio diversification so as to control risks     arising from funds concentration in economic agents, sectors and in financial instruments. 

To assure prudent lending practices Chilean banking regulation establishes several lending limits with which banks must comply. These lending limits seek to (1) avoid credit concentration in one single economic group; (2) limit bank's exposure in certain types of lending, such as construction loans and mortgage loans; (3) avoid excessive exposure to the credit risk of other Chilean financial institutions; and (4) limit the dangers associated with related party lending.

-     The most important lending limits applicable to Chilean banks are the following:

· Written norms required on loans and collaterals so as to control individual credit risks, particularly of "related" loans. In particular, a bank cannot grant unsecured (secured) loans to any single economic group in an amount that exceeds 5% (25%) of the bank's capital. Also, a bank cannot grant loans to any director, manager or any other person who has the power to act on behalf of the bank. Additionally, a bank cannot grant loans to any company or entity that is directly or indirectly related to its owners or management under terms that are more favourable than those generally offered to non-related parties. 

· A bank cannot grant a construction loan in an amount that exceeds 80% of the estimated cost of the project.

· A bank cannot grant a residential mortgage loan in an amount that exceeds 75% of the purchase price or appraisal value of the housing unit. 

· A bank cannot grant loans to other Chilean financial institutions in amounts that exceed 30% of the bank's capital.

· The SBIF also controls risks related to off-balance sheet transactions.

· There are limits on active-passive funds with maturity mismatching according to their time profile, so as to control interest rate risks.

- 
There are limits on fixed or immobilised assets and requirements of liquid financial instruments, to control liquidity risks. 

- 
There are limits on active-passive funds with currency mismatching according to their currency denomination, so as to control exchange rate risks.
Regarding the last three classes of limits, special consideration should be given to the way in which regulators consider the match between banks assets and liabilities.  For example, regarding foreign currency mismatch, a common mistake is not to analyse the characteristics of the economic agents indebted to the banking system in foreign currency. I.e., regulators may feel comfortable with the fact that there tends to be a reasonable balance between banks assets and liabilities denominated in foreign currency, but they may be missing a crucial point: the exposure of banks’ debtors to a change in the exchange rate. 

In other words, if bank loans in foreign currency are concentrated, for example, in debtors of the non-tradable sector, and a big exchange rate change takes place, the value of those loans should be downgraded. The reason is that the debt service capacity of those debtors is reduced when the domestic currency depreciates. So even though banks’ assets may be matched with banks’ liabilities in terms of foreign currency, debtors indebted in foreign currency may be unable to absorb big exchange rate fluctuations. In summary, an exchange rate change may increase the debt burden and the risk of financial instability in spite of the fact that there may be a match between bank assets and liabilities in foreign currency. Thus regulators must be extremely cautious, exercising judgement in evaluating risk and not limiting themselves to a simple kind of accounting analysis.

v) Full recognition of measured risks or expected losses in asset portfolio. 
-) Accurate measurement of risks or expected losses in asset portfolio. 

In addition to the usual asset quality ratios, such as the "past due loan to total loan ratio" and "non performing loan to total loan ratio", Chilean regulators use as a key measure to monitor asset quality and determine the minimum amount of loan loss reserves required, the banks risk index.   For the purpose of calculating the risk index all banks classify their loan portfolio on a monthly basis following pre-established loan classification guidelines. Banks loan portfolio is divided into residential mortgage loans and consumer loans  -100% of which have to be classified- and commercial loans, of which banks are required to classify the greater of 75% of the bank's entire commercial loan portfolio or all loans to the bank's 400 largest commercial borrowers.  

-) Full risk provisioning or built up of reserves, out of profit.

-) Suspension of interest accruals on very risky loans.

vi) Solid capital base and capitalisation requirements.

-) Speedy replacement of capital losses.

-) Minimum capital requirements according to the risks of different assets. 

Consideration should be given to adapt in a more strict and demanding way agreed minimum capital requirement standards, such as those of the Basle Committee on Banking Supervision, to compensate for higher macroeconomic vulnerability, higher risks and poorer supervision in emerging market economies.  Furthermore, individual asset risk criteria should be complemented with exchange and interest rate risks when defining the appropriate capital requirements for these countries' banks.

Chile applies the standard Basle type asset based risk-weighted capitalisation requirements. However, banks which ratio is greater than 10% have priority and accelerated approval for getting involved in new businesses and expanding overseas. 

vii) Establishment of explicit State guarantees on a limited amount of non-interest bearing sight deposits and small-scale savings, with a view to incentive the market-disciplining role of depositors.

The Chilean Government guarantees up to 90% of the principal amount of certain deposits held by individuals at Chilean banks, limited to a maximum of about US$ 4000 per person per calendar year, and intends to cover only very small scale retail depositors. 

The Central Bank guarantees 100% of demand deposits, requiring 100% marginal liquidity coefficients in those cases where demand deposits exceed 2 1/2 times the bank's capital. And banks are not allowed to pay interest on demand deposits. 

In more general terms, Chilean banks must comply with minimum liquidity requirements: 9% on demand deposits and other deposits that can be withdrawn in a period of less than 30 days, and 3.6% on all time deposits with terms of more than 30 days but less than one year 

viii) Transparency of bank solvency to depositors and the public, aimed at strengthening internal regulation by bank owners and managers.
-) Periodic evaluation and information of banks credit management process and compliance with loan classification guidelines.

-) Annual evaluation on banks management practices and on their solvency position, including measured risks in their assets, amounts of provisions or reserves to cover expected losses, and effective capital.

-) Adequate incentives so that markets signals will increasingly contribute to monitor banks.

-) Transparency in the functioning of the financial system, through appropriate financial accounting and disclosure.

-) Strengthening the working and scope of private agents, such as external auditors and rating agencies, while at the same time making them more accountable to bank supervisors.

ix) Orderly exit from the banking system

-) Orderly liquidation of insolvent banks

-) Clear rules on preferential payment of certain deposits and obligations, such as checking accounts, small-scale savings and Central Bank credits.

12. 
Finally, more recent developments in the Chilean financial system indicate that the following challenges should be addressed in the very near future:

a) Balance carefully the benefits of domestic banking internationalisation, which tends to diversify portfolio risk, with proper and adequate domestic regulation and supervision capacity. Although it is true that the risks of banking are greater in small economies than in economies where there are more opportunities to diversify those risks, many small and not so small economies lack the capacity required to oversee bank lending or investment abroad. And those markets may have a higher country-risk, contagion risk and arbitrage risk, in addition to a different sort of regulation and supervision.  

 The fact that obtaining information is usually more costly in other countries, the differences in national accounting practices and the eventual inconsistencies among countries banking laws, supervision and regulations, suggests that the increase in the scope of international banking activities should proceed in a gradual and prudential way.  Information sharing and co-ordination among national supervisory agencies should be a necessary condition in the initial stage of domestic banking internationalisation. If this is not the case, banking activities outside the home country may end up increasing rather than reducing bank’s overall portfolio risk.

b) The need for consolidated supervision is another major challenge for countries where conglomerates exist or are being created "de facto," and where banking and financial operations are just one of their economic activities.  This is particularly relevant when these conglomerates look for opportunities abroad, in terms of acquiring real and financial assets and/or, in the case of banks, also lending abroad.

c) Avoid contagion effects and the intermediation of low risk emerging market countries as a vehicle to increased exposure by third parties in higher risk less developed countries.  This situation may offer attractive arbitrage opportunities, but at the eventual cost of triggering in the first countries explicit or implicit government or Central Banks guarantees, and should therefore be avoided.

d)  Countries where financial reforms and banking legislation are relatively advanced and where non-bank financial intermediaries, typically pension funds, have acquired an important dynamism and play a key role in the capital market face an important challenge. It is to achieve consistency regarding the norms, regulation and supervision that relate to different financial intermediaries.  In other words, the process of disintermediation requires gradually adapting financial legislation and supervision. This adaptation should be oriented towards strengthening the institutional set up of regulatory and supervisory agencies, as well as their "inter" coordination. This is necessary so as to incorporate changes as they appear and deepen the modernization, efficiency and contribution of the overall financial system (and not only banks) to the ongoing process of saving and investment.

e) Another major challenge for regulatory and supervisory agencies relates to the capacity to evaluate the risk involved in the rapid development of new financial techniques and instruments.
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