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 Today | want to address three issues related tantéi@ theme of the future of
financial globalization. First, based on some @f ¢xcellent and informative papers
presented at this conference, | will offer someutitds on whether financial
globalization should survive and, if so, what caiotis make it sustainable.
Secondly, based on the Colombian experience, | diWtuss some conclusions
drawn by Bruno and Shin in their work on the in&ional dimensions of the risk
taking channel. And thirdly, 1 will touch on somensequences that the current
process of deleveraging in advanced markets isngawn the financial markets of
some emerging economies. From the point of viewheflatter, these phenomena
are important for they affect the sustainabilitytbé financial integration of our
economies into the world economy.

1. Should financial globalization survive?

* In the same way that a deep and well-functioningricial system is useful and
desirable for an individual country, financial gédization is useful for all the
benefits that have been widely recognized in tieedture and in policy circles.

* Nonetheless, as in the case of individual finansystems, financial globalization
entails risks and challenges derived from threwfea of financial markets:

0 They are prone to suffer from information imperfens and asymmetries
that provide bad incentives and induce excesssketaking.

o Failure of some of their institutions or segmemay have systemic and
macroeconomic consequences.

o They behave pro-cyclically, propagating and exaatamly macroeconomic
shocks.

* As pointed by Taylor, these features give riseinarfcial crises and to deep and
protracted recessions that follow a period of esieesleveraging and risk taking.
And, as argued by Lane, financial globalization raagts the magnitude and the
scope of these problems while making their solutrmre difficult due to their size,
complexity, and the need for coordination betweifiergnt countries.

* Hence, if some sort or degree of financial glolaion is desirable, it must be made
sustainable by appropriate “global” supervision andcro and microeconomic
regulation in the same fashion that a healthy fir@nsystem is sustained in an
individual country. This would probably be part dfe “first best” solution.
However, it is not a practical one in the currdates of affairs. As noted by Taylor,



not even Europe, with a commitment to a long teconemic and political project,
has been able to achieve such an arrangement.

Therefore, we must move to the world of the “secbedt” solutions in which a
more restricted but sustainable financial globaiirais obtained. As the evidence
reviewed by Lane suggests, the degree of crosebbrédncial integration between
countries depends on the “institutional capacitiygach country. Extrapolating this
result to the world as a whole, one may say thattbrld’s “institutional capacity”
to deal with financial integration is rather lindte

This not only applies to the insufficient ability tcoordinate adequate crisis
resolution, liquidity or capital regulation, supesien, and provision, but it also may
be understood in a wider sense as the absencenefajenacroeconomic policy
frameworks that would minimize the probability ahdncial imbalances and
financial crises. As noted by Taylor, unlike emaggeconomies in the past decade,
advanced economies generally did not conduct cowydiécal fiscal policies or
build buffers in good times. Will they in the nefature? Unlike some emerging
economies which were badly hit by previous finahcigses, advanced economies
did not pay enough attention to credit growth ieithmonetary/financial policy
strategies. Will they from now on?

Thus, as long as neither of these two-liquidity vision and crisis
prevention/resolution mechanisms—are sufficiendgrdinated between countries,
nor appropriate fiscal/monetary policy frameworkee an place in relevant
advanced and emerging economies, it could berkietigroceed on a gradual path
of financial globalization with the following faates inter alia:

o Limited bank and private sector leverage: This ozt credit supply and
increase the cost of finance but would reduce the and contagion of
financial market disruptions.

o Stricter FX and local currency liquidity requirentenThis is key, especially
in the absence of coordinated liquidity provisidans between countries.

o International banks should preferably work as fuillhcorporated local
institutions wherever they are present, subjedh& domestic capital and
liquidity regulations, and covered by the domedti@ancial safety net:
Again, this could make credit more expensive, butauld limit contagion
and rely on supervision and regulation by agenttias are probably more
familiar with the local risks and environment.

o Financial innovation should not be greatly discged but new products
should carry large capital requirements wheneveirr tisks or valuation are
not fully understood by the authorities.

o There should be large countercyclical capital armvigioning requirements
(with respect to the credit cycle) embedded asgfdtie existing rules: This
way, an excessive credit expansion is not only neaisly curbed, but it is
also made less likely since banks can anticipateénareasing cost of
feeding it.



» Elements along these lines are included in the IBHgaitiative and are welcome.
It will be desirable for them to be shared by méingncially relevant economies,
so that regulatory arbitrage is limited and theeetieness of the regulation is not
significantly weakened. This would be a minimumiaternational coordination
necessary for financial globalization to be susthie. Some may argue that this is
a return to financial repression. That is one wayput it. Another is that financial
globalization went too far in the first place givére “institutional capacity” of the
world as a whole, so it is hecessary to step bagiesvhat.

* Yet, although a movement in this direction is digar retrenchment of financial
liberalization for a number of advanced countries,many emerging economies
there is still ample room to continue adopting ficial products and deepening
their financial systems within this more prudeitnfiework.

* Finally, a word on financial globalization and ma@tonomic resilience in some
emerging economies. The behavior of some emergigtdes in the face of the
shocks observed since 2008 illustrate the beneffitiexible exchange rate regimes
(among other policy response elements). The shbsbkrber role played by the
exchange rate and the fact that flexible regimesblexd countercyclical monetary
policy responses suggest that for many emergingauees, this will continue to
be a useful part of their policy framework. But eopgerly working flexible
exchange rate regime requires limits on currenay BX maturity mismatches,
limited financial dollarization and other relatezhulation. Hence, from the point of
view of these economies, sustainable financial made globalization imply the
presence of such restrictions on some financialiies and exposures.

2. On the international dimensions of the risk takng channel.

« In a very interesting paper, Bruno and Shin exptbeeinternational dimensions of the
risk taking channel. To be more specific, theyd&d the influence that monetary policy
responses in advanced economies may have on suglity and risk taking in emerging
economies.

» A long period of low interest rates in advancedneenies induces cross border lending
by international banks and this reduces the cosurmds for emerging countries' banks
and their respective customers (firms and housshokt the same time, it appreciates
the emerging country’s currency. The latter effacteases the net worth of the emerging
country residents, thereby reducing their percengld and opening additional room for

more cross border lending. Moreover, the new chfidas stabilize the exchange rate

and further enhance the scope for cross-bordeingnd@he trouble is that these cycles
feed excessive risk taking in the emerging econ@ng exacerbate both credit and
expenditure buildup. This makes the reversal oettternal conditions traumatic.

« This is a relevant channel of transmission and p@se&erious challenge to monetary
policy makers in emerging economies. The case dbr@lma may be of interest for
evaluating policy responses to this phenomenon.@Osition is rather fortunate because



we have a substantial non-tradable sector and wenar commodity exporters. This

means first, that the pass-through from the exchaate to domestic prices is low, and
second, that large capital inflows tend to coincidth external conditions that enhance
national income and aggregate demand. Hence, poliesest rates have been generally
raised during periods of large capital inflows,2heducing the impact of the risk taking

channel.

« In addition, the policy framework itself has feasirthat dampen the effects of this
channel. To begin with, the flexible exchange r&gime and an increasingly credible
inflation target have weakened the pass-througthdéur The downward pressure on
policy rates stemming from the appreciation of thierency has thereby been reduced.
Second, exchange rate flexibility also discouragessmergence of currency mismatches
(due to the larger volatility of the exchange raaeyl decreases the incentives of local
borrowers to use cross border, dollar-denominatedd. Third, we have strict regulation
preventing financial dollarization and limiting cancy and FX maturity mismatches by
banks. In practice, this means that all cross brdidancing must be lent internally in the
same currency and with shorter or equal periodeasriginal foreign funds.

« Thus, the scope for a substantial expansion ofl locadit following a reduction in
external interest rates is rather limited. Interrattl cross border flows are low relative
to the total credit supply. However, in some ins&mnit is possible that the collateral
valuation effects could be too strong, or curremigmatches in the real sector might rise
significantly, or overall real sector leverage ewse too fast, or the appreciation
pressures could become strong enough to keep palieg too low for too long. In these
cases, we are willing to use and have used tempaapital controls in the form of
unremunerated reserve requirements on externas.|ddmese are also sometimes coupled
with the imposition of temporary marginal resergquirements on domestic deposits.

« Is this policy response to the risk taking chaneasily applied in other emerging
countries? Probably not, especially in more opemmemies, where the pass-through is
larger and the possibility of raising policy intsteates in the face of declining external
interest rates is more restricted. In these casasflicts between price and financial
stability may be more common and could require nfoeguent deviations from the
inflation target (with the corresponding communigateffort) or more frequent use of
capital controls.

3. On some implications of advanced economy delewagjing for emerging countries

« As part of their deleveraging process, financiaititations in advanced economies are
selling a number of assets and businesses theyirheltherging countries. The buyers in
many cases have been financial institutions frorarging economies.

« This poses a risk and a challenge for financialile&grs and supervisors in the emerging
world. For example, Colombian conglomerates are imogontrol of several banking and
pension businesses across Latin America. Our reguland monitoring plans were



designed to deal with an arrangement in which preis owned part of the local
financial system, not the other way around.

« Critical questions emerge. Do we have adequatetiamely information on the credit,
liquidity, and market risks of the Colombian bardsroad? Do we understand the
regulatory frameworks and financial safety netshiem host countries? Can we assess the
consolidated currency mismatches of the Colombianglomerates, including the
exposures of their branches abroad? There arg athers.

« This is an issue that must be closely monitoredesithe ownership of many financial
institutions across the emerging world may now rbéhe hands of agents whose home
regulatory and supervisory agencies may not haffecisnt expertise or resources to deal
with systemic problems at the regional level (agaged to the national level).

« Of course, this is relevant to both the host andéoountries. For the host countries, it is
key to gauge the risk control, liquidity/capital opision facilities, and resolution
mechanisms of important parts of their financiateyns. For home countries, it is crucial
to assess the vulnerability of their financial systand the fiscal, exchange rate, and
monetary implications of this new exposure. Fohbdtis a contagion channel that must
be understood and monitored.

« In short, some dangers of financial globalizatiescdssed in this Conference may now
be transferred from advanced economies to othés pathe world whose "institutional
capacity" may be even lower than that of the deyedionorld.

Lucerne — Suiza
June 22 de 2012



