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- Intrieductl

Iercurt ent financial crisis and the ensuing
slitpgle }F global economic activity has been the

l--_

moJF— Severe since the 1930s
- JE:?A are to learn any lessons from this crisis,

il l _

_é_:a Ve first must ask how the current turmoil

= -.f:‘d_l_ffers from the financial upheavals
experienced in the past

e  There are both similarities and differences to
Previous crises
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Siimilz |t|es to p VI @3‘.3—*
Riestics Lo . vious e

ST ARG REIE mlf'r financialicrises thathave
Siptedisince the 19th century were triggered by
IEIIIKSH r Ing| excessive risks in their lending
IUSINE ;-L' S and incurring losses on their loan

o0 |IOS

f_ e current CrisisS IS N0 exception to this pattern:
ﬁf“ ] he crisIs originated in imprudent lending
~ activities by US banks, notably in the subprime
mortgage market




DIErENCes to previous cri ii
RGN able dlfferé%‘@fests inithe collapse of

ire Jf]rv‘ Oelf]:€ 'r" .iiﬂm@ﬂwﬂ?{ﬂﬁkﬂ |

oI the iSis in August 2007
> Sie _rt ollapse had not occurred since the 1930s

- ‘5 _mlnlscent of similar disasters under the

d standard of the 19th and early 20th century,
en the supply of liquidity to the banking
system was tied mainly to the global supply of
gold

® | ink to gold could lead to serious shortages of
iguidity In the banking system, which frequently
pallooned into veritable financial crises
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apliShment of central banks almoest
e JEIWAVhEre  served to sever the, i

SEkAliouidity and gold:
seliticiNaanksicanmoisupplyAviateverliguidity
BMIECESSANY 10 maintain the smooth functioning
OIRHENIENKING System

r\s 2] atter of fact, most of us had thought that
,‘ j'shortages of liquidity were a thing of the
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= —S{)Ivent and prudent banks could always obtain
= Fr‘equwed funds on the interbank market provided
the overall supply of liguidity was managed
properly by the central bank



SMEGIRiIS, reason, the inability of even
SrUEnt hanks toM funds interbank
ieiiet alterr August: 200/ Was puzzing indeed
Cenirzll Pelglics could not help actingl as lenders of

[eis rwn r_t and' sele suppliers of liguidity to the
orlrmc i order avert an even greater disaster

v nm y V|ew they took the appropriate response
e Ee the financial crisis
gf':"'As a result, the monetary base, i.e. the money

created directly by the central banks, increased
enormously in many countries

i
and..

—
e —



U.S. and Swiss Monetary Base

Billions USD Billions CHF
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Colle_p e of the ih‘ff%ﬂ@*"*.
Iar‘gé%le breakdown of

— r— — ——

eg( MevNhterational >
banklng system

Several reasons
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1. Excessive Leveragingi
SldENsehIemsi in the: US subprme: mortoage
IEIRE LS E e magHEd Ny it exXcessive degree
IINEVENA0ING by fimancial institutions in the US
£iflc ot_-}:;f;' ‘Industrialized countries
IESENnstitutions created and bought mortgage-
IEICK d securities by going into debt

__:_,;, quently, they placed theses securities In
ﬁ'— ‘“*VEhlcles that regulators did not treat as banks
' but were still controlled by banks in order to

pypass capital requirements imposed on banks




ZAGrieation, of Op Opague: Inswiﬁemﬁr—

> WYlogicfle nd other asset-hacked securities
WEelEe J'g anarepackedN o e dent
IrlgErLls _Llents and soeldito banks and nonbank
[igeRciaifinstitutions, INcluding INSurance
com,.

ERIHESe new instruments — collaterlized debt
- —0ob Tgatlons (CDOs) — lacked transparency as the
- _.*_"__-Owners were incapable of identifying the credit
~— risks arising from these securities

“® | he owners freguently delegated this task to
credit-rating agencies that were equally incapable
of assessing properly the riskiness of CDOs




5 credit rsks Isione of the principal
iEllS banks — If they believe they can
LjEsje)t] Ice this task to nonbank investors, a
findamental guestion arises: Why do we need

-

=F J[Aks I the first place?

= & /s the current crisis clearly demonstrates,

- Aonbank Investors were incapable of replacing
panks In assessing credit risk as they piled up
huge losses on their CDSs and contributed
Importantly to magnifying the current financial
CrISIS




)90 JF fte POAUS sehemes for managers and
ther Slic IR the financial sector that rewarded
55 |sk taking
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Shl-aillire of Lehman Brot &;,
| . J

SRBETONE the default of Lehman Brothers, theicrisis

= sNelresT iETdeVelopmeEnt ol real actvity |
C anarr ed_— seemed to be fairly normal

> Tfe oru rUptcy of Lehman Brother prompted
frleljof Panks to curtail drastically their lending to
_._;;g& borrowers

= S In turn elicited a serious slump in real global
~ economic activity in the autumn and winter of
2008/09, which aggravated the bad-loan

problems in the banking system
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5a\o. banking crisis in emﬂﬁ“_h_gﬁ'
Wﬁts =

Forilflaiie panks iri"emerging-market
egorumr Were not strongly affected by the
'mjrlnglﬁt ”CTISIS

Cegizl] 1y the authorities in Asian countries
-héd a lesson from the crisis of 1997 and
= J‘—'Eeefed Up bank supervision, thus forestalling a

p—

- similar disaster in 2008/09
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implications for Regulatlo d
- Superviﬁ%m of banks:
AN ent crisis is often viewed! as the

JIBESIOUS consequence of unrestrained
I and lack of regulation

Cel
~ Ho WV ver the financial sector already belongs to

)] e most regulated of the economy

ﬁ—— *Many recent excesses In financial markets did

- not reflect lack of regulation but ineffective
supervision by existing regulatory bodies
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Exarm les of Ineffective
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‘51,er '( csao)lllel grenye mrorasked™
dUthorTies for addltlonal POWETrS to prevent
;& in the subprime mortgage market

Securltles and Exchange Commission —
~ th uperwsor or the securities underwriting

= --—e s’ness — could have taken a close look at the
%‘—'

= epaque Instruments floated in the capital market
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SNlEBritish supervisors could! have prev ?g'_
IGIWAITSOIVENt Noxthern Trust i neing

a5 ielie Ioans by DErEWING funds onl the mterbank

MENHE

Carpplelg and SWISS SUPErVISors could have
(rwllen, thelr banks” overexposure to
mierigage-backed US and other securities

- rg aifollowing table illustrates the conseguences
5 j{ verexposure In the Swiss case: It shows the
f:t@xu: assets acquired by the Swiss National Bank
(SNB), Switzerland’s central bank, from the major
Swiss bank UBS in order to avert a failure of that
Institution; (toxic assets held in the SNB’s

StabFund as of April 2009)
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Investiments of StabFund (Billions U

Sidential mortgage- Secunti

identiallloar e (), S ——

mmemrll MO EYESIECREUSSECHIUES
JmmA : il real estate loans
i1 kéd securities consumer. 2.0
£ 9ECK edl securities other 1.8
ahzed delt obligations 3.2
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_(jc ate 0.5
f ent loans (loans and ABS) 0.9

e :@tal for Europe 12.9
: ‘;ReSIdentlaI mortgage-backed securities 5.4
s - Residential loans 0.6
-~ Commercial mortgage-backed securities 2.2
= - Commercial real estate loans 0.5
S Asset-backed securities other 1.3
Collateralized debt obligations 2.9
Total for Japan 0.3
Commercial real estate loans 0.3

Total iInvestments 38.7



Lfeife debate about improx
emstmﬁﬁsuperwsﬁﬁ

> rleifel € .:.;come Up wWith easy solutions

- J]Iemrf : Are supervisors better able to assess
rrerk |sks than the banks themselves?

_1- gtomers can also contribute to improving the
* , serformance of their banks: They should refuse
. ." “to buy opague instruments whose risks they
cannot properly assess

® Unfortunately, customers frequently dazzled by
high returns and oblivious to risks they incur
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W/ ch C the Current Debe
e eres?f%Erad’ the for

Tgnremrr IpMEMIStIRGNREQUIatIGRSH -
rm for New Regulatlons
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2 r nre;@ of proposals

e easonable

_ }Reasonable If properly implemented
- >Unreasonable or even dangerous

il



Reasonable Propos —
aiSinGLor redesigning capital
e : [MPOSEEd 01 PANKS 0N Order to

2 | h_e likelinood of Pank Inselvencies:

| JJ Bver, it is impossible to regulate away
lrely risks of insolvencies unless banks are
== ~mpelled to hold capital equaling 100 percent
= ~ ofi their assets, which would turn them into

‘*Jrri 0)
U .
[l

[C

I
o

_' ~ mutual funds
»Procyclical variations in capital requirements

» Progressive capital reguirements to discourage
the development of big banks

|
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- e
isiwoeuld contribute: to mitigatin too, ..
BI01to. fail” problemias, big ba uld e
Eeguired to ,._!. 2 Caplial i relation to

S than smallfinstitttions

s eff very large banks may prompt a
0 -* m of the entire financial system

refore governments generally have no
hoice but to rescue such institutions

?':%;'T” ”%Moral risk: If institutions know that in case of

~  trouble they will be rescued by the

' government, they may take excessive risks
and pave the way for the next financial crisis

e | iquidity: reguirements?




Mayhbe Rea:éonab!e

SRREgUlate bonus  schemes: _

~Eopular v [EWIRFEUICRE R partlcu aliz e
'rmrur |aI CrisIs Was caused mainly by greedy
ornn' ars seduced by inappropriate bonus

_ Jr emes Into taking excessive risks

-_-:-i.. 5> Bonus schemes did play a role but were not
:'1"- = “the main; cause of the crisis: German savings

~ banks also purchased toxic assets although
they did not pay out excessive bonuses

» In redesigning bonus schemes, we should
avold populist overkill




——

—

a—

m?l'r‘;:--v* Jation of the banks’ assets and

JJrIOJJJF 015 e

PINonetheless, any modification: of accounting
UIES siiould ensure that the transparency of
_ 'Q .anks fimancial statements does not get
— |ost as the methods for valuing assets and
— T bllltles are changed
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SVaigketo-market accounting rules:
: - - r—
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SaRadica measurés to deal With| “too bi J_'_,,
= CONVEY to tmles the “to break

Vo deWnsSIZEe aind restiuctl ks, deemed:
rooe c.;coo ——— :

| rlrr keptlcal apoeut such proposals as they.
WOJ diimply de facto nationalization of big
9ar ks withithe authorities becoming fully:
= =2 et ssponsible for any mistakes committed by
=< _ uch institutions

‘-_ ‘>Is this really the banking world we wish to
== create?
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EEGUIEIeiedge fun ds and! private equity
C omorlm” ST

/Jome«l arge hedge funds may pose systemic
fled L"‘

i
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-;T--ni;i;: Jowever, these institutions were not

--"."-

Jﬁ_:':: respon5|ble for the outbreak of the crisis
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" . - _— A
9 te fauing agencies: {
sonstitites little re than afi e
seficealingla funda

R |
Dyda =10 SKS?

>\51
J

ental problem Whoiis to

[cCated earller this is the classic tas< 0

2nks — It is not obvious why rating agencies
O)f i e regulators of rating agencies should do
. 0] l’;tter Jol In assessing credit risks than the

,‘_._.c. )

-*--;{:i_ > Ifi the responsibility for properly assessing
= credit risks ultimately rests with the regulators
-:_" ~ 0f the rating agencies, we will see the
-creation of a regulator of the regulators of the
rating agencies after the eruption of the next
financial crisis
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threlighiissues of CDSs
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SEoYEmment nterference n bank lendi - Sl
_Eq| auy unreasonable is the cy of
Ll -- OPEAR geVErnments off Using the:

TISIS adS d PrELEXT Tor INtErTErng
-i IR the lending business ofi banks
PAVINIE e banks clearly made mistakes, this does
n ﬁmply that politicians and bureaucrats are
equipped with the knowhow and wisdom

= ”Tequwed to allocate properly the scarce funds
. avallable for lending
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Despitercurrent zeal for tighter
Egilation;we_ shouldupetsforget

~__ important facts

PG the task of panks and other financial
JfJJrJFI_j__F_ ONS tos take risks

SN fEtitltions taking risks may reap huge profits
.fo,_u:_“ also face the prospect of incurring huge
== Ifhuge losses should arise, we cannot rule out
- the possibility of financial crises breaking out

"o Alllwe can hope for Is that with sensible
regulations and effective supervisors the
economic damage caused by financial crises
remains limited




Asiliindicated earlier, the!banks CuUst
Al50) contributerto avert fu““ng 0
PEllire ﬂt—@ Unwise! ) 51 ent decisions by,
ire ororm g eSS andrpy Stayine
EV/ELY fiior fmanual products they do not fully:
lJrJrlerﬁ ﬁd
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&s squ.e_nces for wg;@@fi?‘.ﬁb—

VIEtham andetheREastyAsian countiies\were
JrrorUL\ afectes Py thersitmprinrglehal activity.
'rnrougp 2 drop! inlexports and' outflows of capital
ofé g’n' lAvestors sought refuge in low-risk

rtheless though non-performing loans
eased there was no banking crisis

= . East Asian countries seemed to have learned a
esson from the crisis of 1997 as banks generally
pehaved responsibly and supervisors did a good
job




=07 haS|s on Banlg_@,tdi“.a—

- J'fvve ger Felfp rry-",w@f oM. the curent
GISISFILIS that Danks s ould e reqwred to nold
frlofe “j |_tal than In the past

- r'r ere'* . Vietnamese authorities should
e W|th their efforts ensuring that banks

—— sufflc:lent capital

--—'

# .“‘*They might also consider the possibility of
'_" Varying capital requirements procyclically

® There are signs that the East Asian economies
are recovering again



- - -
letnamese economy moves o IIE g—
:t-recessmn S thierauthornities willthave to
Lmonetany.andiiiscalipPolicCIES IR oder 10
for UifgEnceE o inmaton

- erumﬁ reguirements during the cyclical
L gsYigle Jicould contribute to preventing a credit-
Ed 't oubble with inflationary consequences

_;:;___ Ot erW|se Vietnamese authorities should not
_pay 100 much attention to pronouncements of
Fthe G-20 and similar bodies

-® Much of that rhetoric is a smoke-screen designed
to conceal mistakes of supervisors in the
Industrialized countries
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Eror 1MS alME 'E._;__r\ _
financial sector
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' ionﬂf state-eWnead cor_nmercial Panks
AN e State Bank orvietnam: (SBY

If fectlve SUpervisoer If It or ether public

bJ cl] es' fe simultaneously owners of the SOBCs?

> Jolgits tock banks: Are they effectively supervised
Cﬁ fhe SBV? Since they are partly controlled by
bn ~fimancial state-owned companies (SOES), Is
= Ihere a danger that they will lend to SOEs,
rather than to private firms? How can the flow of
pank credit to private companies be
strengthened?

SSUES to be resolve




SESigEvIsSion ofi equity markets: The d E g
gitthese markets | pered of
bielisparency. on; the part of listed| companies —
nOVVAC i’ dISCIoSUE anercofpoiate governance o
[SIECNC mpanles e Impreved?

Trie \/Jer-* lamese bond market Is still small

C oma 2l 'ed 1o these In other East Asian countries:
_;-_:_:\f\é : can e done to Improve the functioning of
F:-_;; he hond market?
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