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Financial
Plumbers

uring the past thirty years, the devel oping nations around the
globe have been buffeted by a series of economic and fi-
nancia crises. Inevitably, this has resulted in substantially
increased unemployment, stagnant growth, lowered living
standards, attacks on globalization, and eventually challenges
to theingtitution of democracy. Hungry people do not much
appreciate the benefits of globalization simply because few,
if any, of these benefits have come their way. Asthey seeit,
globalization benefits the rich nations and the rich elites but not them.

Economic problems can rise from a number of causes over which an indi-
vidual developing nation haslittle influence. Countries whose economies are based
upon natural resources—aoil, copper, coffee—cannot control the pricing of these
commoditiesin globa markets. Prices are demand-driven, not supply-driven. Nev-
ertheless, regardless of commodity pricing, countries can control their own do-
mesti ¢ finances, the prudent handling of which will diminish the negative impact
of global market turbulence.

The correct balance of fiscal and monetary policies is within national gov-
ernments’ reach. Spending and tax policies, on the one hand, and amonetary pol-
icy that stimulates growth without fueling inflation are key. The International
Monetary Fund requiresthe proper balance when imposing conditionality on coun-
tries seeking financial assistance.

Countriesthat need the financial support of the IMF accept these programs as
the cost of getting the money. But many other nations do not balance fiscal and
monetary policy since there is no meaningful enforcement mechanism. These sov-
ereign nations create their own destiny, that is until they get into trouble and apply
to the IMF. And once a country has a flawed macro-economic policy, theinevitable
economic disaster is exacerbated by awesak financia system.

John G. Heimann was chairman of the Financial Institutions Group of Merrill
Lynch until hisretirement in 1999. He is also the founding chairman of the
Financial Stability Ingtitute of the Bank for International Settlementsand a
former U.S comptroller of the currency.



We have learned by experience that when anation has poor
macro-economic underpinnings and a wesk financial system,
there is bound to be a disaster that will have dramatic, if not
devastating, effects. Similarly, when a nation has a reasonably
good balance of macroeconomic policies but still hosts aweak
financia system, theinevitableresult isthe same. But if thereis
afinancia system that is relatively robust, evenin arelatively
poor macroeconomic setting, the results are far more benign.
There are problems, of course, but they are not nearly as severe
as when the financial system is weak which, by definition,
means poorly supervised.

Since the financial markets of the world are inextricably
interlinked, the problemsin one country quickly are exported to
others. Problems of adomestic nature often ripple out to weak-
en or destroy other economiesfar from theinitial trouble. Such
was the case with the Latin American crisis in the 1980s, the
problems arising in South East Asiain 1997, and Mexico's peso
crisisin 1994-1995.

If we simply recognize the redlity that sovereign nations
will do what they will and in that process continue to create pe-
riodic economic crises, then it just makes common sense to
strengthen that set of activities which will minimize the damage
done by short-sighted politicians.

If we are to improve the ability of developing countriesto
withstand inevitable swings, instead of just relying solely upon
spouting the macro-economic gospel, it would be prudent to
strengthen thefinancia systemsand financia institutions with-
in those nations. This requires supervision with teeth and peo-
ple who are capable of bringing thisto pass.

More must be done to educate and train supervisorsto do
their job well, especially in developing and transitional
economies in which these activities are often given short shrift
in terms of funding and support. Add to this picture the differ-
ences between education and training in one country and the
next, and the result islittle supervisory consistency across bor-
ders and amixed application across the globe.

FOCUS FOCUS FOCUS
Despite the growing need for supervisory prowess, getting coun-
triesto focus on the importance of alotting sufficient resources
to thetask istough. Perhapstheissueistoo arcaneto capture the
atention it deserves. Perhaps people just assume that since the
need is so clear, that the job has been done.

It doesn’t help that some doubt that increased supervisory
systemsareapriority inthefirst place. These naysayersbelieve
that financial institutions can police themselves. Sadly, experi-
ence shows that unless pushed, most financial ingtitutionswon't
take the steps necessary to strengthen themselves and/or the
system asawhole.

Moreover, supervisors can't toot their own hornsto gather
public support because simply mentioning a success might
cause abank run. After al, who wants hismoney in abank with
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The financial supervisor really isthe foot
soldier of financial stability while
macroeconomic policies are like carpet

bombing. They are done from 60,000 feet.

awhiff of danger? Instead, the very nature of the job shinesthe
spotlight on supervisors only when things go wrong.

Creating vibrant supervision also may take more effort and
dedication than most countries are willing or ableto spare. Not
only do education and training demand alot of money and hard
work, but also the crucia setting up of independent agencies
can be too palitically charged to accomplish easily.

INDEPENDENCE IS KEY

Supervisors do not operate in avacuum. Especially in countries
ruled by a small power elite, a supervisor confronts enormous
political pressures in trying to do his job right. Without inde-
pendence, he will be constantly subject to the burdens of polit-
ical whim du jour.

The importance of operating at aremove from politica in-
terferenceis clear. For instance, if you are the supervisor and the
president can fire you, it may dampen your enthusiasmto close
a serioudly troubled bank that is owned by a member of the
family or his biggest contributor. By contrast, if the president
can't fire you, and you are so inclined, you will be able to do
your job. Setting aterm not coincident with the election cycle
of the president removes his ability to fire the supervisor or—
as is more often the case in practice—decide not to renew his
appointment.

Similarly, independence can be fettered by heavy-handed
pressure from acountry’slegidative body, which in many coun-
triesratifies the supervisor’s appointment. Using fees from reg-
ulated ingtitutions, rather than taxpayer funds, can protect the
supervisory agency from being crippled in the appropriations
process without jeopardizing the ultimate accountability of the
supervisor to the legidative body.

Organizational structure can aso further supervisory inde-
pendence. The best option isto have a stand-alone agency that is
not part of the central bank and that does not report to the min-
istry of finance. Lacking sufficient resources, talent, or political
will, the next best solution is to be under the aegis of an inde-
pendent central bank. The worst tack, by far, is to have the su-
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pervisor report to the treasury or ministry of finance because
that is political by definition. The minister of finance will act
for political gain even if it resultsin weak financia supervison
that, in turn, leads to awhole host of future problems.

Japan is the perfect example of how to do it incorrectly.
There, the banking supervisory agency for years reported to
the Ministry of Finance although it recently became inde-
pendent. The cultura system and political pressures did not
permit weak and failing banks to close, which has mired
Japan in a decade-long economic slowdown.

Independence can be tough to define and thusto actuate
asit can mean many different things to different people. For
example, when the Basel Committee on Banking Supervi-
sion published its core principles in 1988, principle number
one was independent banking supervision. Basically, 85 per-
cent of the countriesin theworld signed on to that. The ques-
tion then became what did they understand as being
independent since many financial supervisors remain subject
to palitical meddling.

EDUCATION AND TRAINING HELPS

This makes education and training crucia tools for change.
The need for independence can be stressed by showing the
benefits of having it and the horrors of not having it. Cadres
of people within a country can emerge who know what they
should be doing and what should be done.

You cannot take someone off the street and transform
him into a financial supervisor overnight by giving him a
textbook. Indeed, in the United States, it takes about five
years to train a college graduate to become a first-rate bank
examiner. A supervisor’'sroleisjust too subtle both in terms
of setting standards and enforcing them. He must exercise
subjective judgments based on concepts and experience, not
just on enforcing rules. Achieving compliance by overseen
ingtitutions takes a mix of patience, ingenuity, diplomacy,
moral suasion, and political savvy.

When the supervisor isdoing hisor her job correctly, the
right policies and procedures for capital adequacy and prudent
banking practices are in place so that the board and managers
of afinancia institution can do agood job. After al, the su-
pervisor’s purview is not to run the institution himself, but
to set parameters and offer guidance when problems occur.
Supervisors also must work behind the scenes to shore up
wesk ingtitutions.

Since most banks are owned by shareholders, asupervisor
first acts to convince a board of directors to change manage-
ment or to take other stepsto recovery. If abank isunsalvage-
able, it must be closed with the least economic disruption
possible. In 1989, regulators took over a year to shutter the
Bank of New England. In the meantime, they overhauled man-
agement who sold healthy divisions at non-fire-sale prices.
They gave everyone the chance to get used to redlity: those

66 THEINTERNATIONAL ECONOMY  SPRING 2004

_________________________________________________________________________________________________________________________|
HEIMANN

Japan isthe perfect example

of how to do it incorrectly.

with uninsured deposits over $100,000 could reduce them;
creditors had a chance to be repaid; borrowers had timeto find
new lenders. Because of the supervisor’s skillful work, when
the actual closing finally occurred, it was an anti-climax.

Since that time, the need to train strong supervisors has
been gaining momentum. The most recent guidelines from
the Basel Committee on Banking Supervision—so-called
Basel |1—up the ante for well-trained, knowledgeable and
experienced supervisors by calling for “ supervisory review.”
This means supervisors must use more judgment, instead of
relying solely on the quantifiable measures of the past such as
atally of bad loans.

Indeed, the resolution of the failure of the Bank of New
England and of other crises would not have gone as smooth-
ly if supervisors had not been enabled and encouraged to use
their judgment rather than just impose hard-and-fast rules.
Following the letter of the law can create new problems that
amore subtle approach can avoid.

CONCLUSION

Market pressure should reinforce the message that strong su-
pervision is key. After all, countries with financial institu-
tions that are perceived as weak will have to pay more to
borrow money. Extra pressure could be exerted by using
benchmarksto measure the level of supervisionin one coun-
try versus another. Whether by independent groups, rating
agencies, or even magazines, public rankings could serve as
lending guidelines. Not only would finance ministers pay
more attention to the need for supervision, but also foreign
bankswould be more careful, sincelending to apoorly rated
country that later got into trouble could set it up for losses
and a stockholder suit.

Inthe end, the financia supervisor redly isthe foot sol-
dier of financial stability while macroeconomic policies are
like carpet bombing. They are done from 60,000 feet. They
are very broad. They are sweeping. Or, to put it a different
way, financial supervisors are the plumbers and macro econ-
omiststhe architects. They can build abeautiful house, but if
the plumbing doesn’'t work, no one will want to live there.
Similarly, if you really want to help countries build a strong
foundation for growth, you need to have strong, well-man-
aged financial systems with experienced, well-trained, and
independent supervisors. L 2



